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Introduction The final quarter of 2013 saw a revival in risk appetite with US equities making new 
highs whilst, after an initial rally, bond markets generally sold off. Fixed income yields 
began to rise as optimism about the global economic recovery increased and, not 
insignificantly, politicians in the US reached an agreement over the debt ceiling and 
brought an end to the shutdown which had paralysed government. It remains to be 
seen how long the new spirit of compromise will persist in Washington, but the signs 
are good that an agreement will be reached over the debt ceiling ahead of the February 
deadline.  

Meanwhile, investors are focussed on the implications of the Federal Reserve’s 
decision to start tapering bond purchases. So far the reaction has been benign, 
although this owes much to the earlier sell off in bonds and emerging market currencies 
which dominated last summer. We would expect more volatility as the year progresses 
as we see the US economy gradually normalising, putting pressure on the Fed to do the 
same with monetary policy. This will have implications for sectors and markets and 
suggests some rotation in leadership as investors begin to re-focus on expansion and 
growth rather than yield.  

At the global level the picture is complicated by the divergence between economies as 
the rest of the world is lagging behind the US. For example, Europe will be pre-
occupied with banking reform whilst Japan must withstand a severe tightening of fiscal 
policy. As a result, monetary policy is likely to remain easy or ease further in these 
regions, resulting in a divergence with the US. Meanwhile, as highlighted in the last 
global market perspective, the emerging markets face a number of on-going structural 
challenges to revive growth. 

Along with a summary of our asset allocation views, we discuss the implications of 
these developments in the Strategy note after a review of market performance during 
2013. We also take a closer look at forward guidance and bond market volatility in the 
research note. 

We wish all our readers the very best for 2014. 

Keith Wade, Chief Economist, Schroders 
 
10 January 2014 
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Asset Allocation Views: Multi Asset Group 

Global Overview 
Economic View The global economy is expected to strengthen in 2014, as the headwinds which 

have held back activity last year are expected to abate somewhat and allow 
demand to lift. However, regional performance is still patchy with the upturn 
being primarily led by the developed economies, the US and Europe, whilst the 
emerging economies experience a more modest improvement.  Against this 
backdrop, inflation is expected to remain relatively subdued given the spare 
capacity in the world economy, limiting significant upward pressure on 
commodity prices or wages. 

The recent strength in the near-term cyclical indicators suggests that growth in 
the US is likely to accelerate in the new year. Further out, the moderation in the 
fiscal headwind and the gradual repair of US household balance sheets should 
sustain the upturn in 2014.  Across the Atlantic, growth in Europe is likely to 
remain sluggish given the pressure on banks to deleverage thus preventing a 
sustained recovery. In comparison, the UK recovery is expected to continue with 
the revival in the housing market. Activity in Japan is also expected to remain 
robust until the consumption tax hike in April results in a fall in output. 

For emerging markets (EM), the growth outlook faces domestic issues along 
with the ramifications from QE tapering by the Fed. Looking ahead, we see 
stability rather than a massive deterioration, with global recovery providing 
support against weaker domestic fundamentals. Moreover, policy and political 
risks are increasingly relevant given the government elections next year in 
countries such as India and Brazil.  

In terms of risks, four out of our seven macro scenarios are biased towards the 
deflationary side, such as the Spanish bailout or China financial crisis.  The 
former would have a significant impact on the world economy as trade and the 
banking system are hit. The latter focuses on the risk of a systematic implosion 
in the shadow financing market in China with adverse consequences for the real 
economy. We have also retained the “US liquidity driven inflation” scenario and 
the “UK Osborne boom”, both highlight the risk of growth surprising on the 
upside in the US and UK respectively.   

Central Bank Policy In 2014, the major central banks in the developed world are expected to keep 
short-term interest rates pinned to the floor. However, the US Federal Reserve 
(Fed) is ahead of the cycle in beginning the move towards a normalisation of 
monetary policy. Despite surprising the market by tapering QE in December, we 
would not see a rate rise until 2015. The Bank of England (BoE) are expected to 
keep rates on hold over the next two years. The Bank of Japan (BoJ) is 
expected to step up asset purchases to offset the consumption tax later in the 
year.  In the Eurozone, the debate is over how the European Central Bank 
(ECB) could provide more stimulus rather than less. For emerging central 
banks, particularly the BRICs (Brazil, Russia, India and China), the picture 
remains more mixed with rate hikes expected for Brazil, but scope for monetary 
easing in Russia and rates on hold in China and India.   

Implications  
for Markets 

Despite the narrowing in the valuation gap between equities and other asset 
classes, we still believe that equities remain well-supported in the medium-term 
given their exposure to the recovery in the global economy. However, there is 
the risk of an increase in volatility in 2014, less from political events but more 
from a normalisation of the macro environment and the impact on yields.  

Within equities, we continue to favour the US driven by the quality of the stocks 
and the improvement in the economy supporting momentum in earnings growth. 
However, we have downgraded our assessment on UK equities from overweight 
to underweight as the strength in the economy is resulting in a stronger currency 
and more hawkish rhetoric from the Bank of England (BoE). Meanwhile, we 
have upgraded European equities to positive as earnings are likely to benefit 
from the cyclical recovery in the US.  
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Asset Allocation Views: Multi-Asset Group  

Global Overview (continued) 
Implications  
for Markets 
(continued) 

For Japan, we have also turned positive as we expect the yen to continue to 
support market performance. In particular, there are signs that the depreciation 
of the JPY is feeding into earnings. In comparison, we are neutral on Pacific ex 
Japan and EM.  On EM equities, valuations are more attractive but the impact of 
the Fed slowing down its asset purchase programme is likely to hit those 
countries with the weakest fundamentals.  

On developed government bonds, we have maintained our short bias as the 
gradual healing of the world economy suggests that there will be upward 
pressure on yields. In particular, we remain underweight US Treasuries given 
the better growth prospects in the economy. While the recent tapering of QE and 
enhanced forward guidance by the Fed has helped pin down expectations of 
higher rates at the front end of the curve, there is the risk that forward guidance 
is less effective than QE at anchoring expectations at the longer end, particularly 
if growth in the US surprises on the upside. On the other sovereign debt 
markets, we are neutral on German Bunds, but negative on UK Gilts and 
Japanese government bonds (JGBs).  

For emerging market debt (EMD), we are cautious on USD-denominated bonds 
given that some of the countries in the universe suffer from structural headwinds, 
low growth prospects and political risks next year. Meanwhile, we are positive on 
high yield bonds, but negative on investment grade. This preference to high yield 
is due to its lower duration risk and higher carry in an environment of still low 
corporate default rates.  

On commodities, we are negatively positioned across the universe except for 
precious metals. In particular, we are neutral on gold given the tension between 
the weaker paper market and the strengthening physical market. In comparison, 
we expect the surplus in the soybean sector to dampen prices next year and 
weigh on the broad agriculture index. Meanwhile, the combination of ample 
supply across most base metals and the structural shift away from investment 
led growth in China has resulted in a negative view on this segment. On the 
energy complex, we have downgraded the market given the increase in supply 
driven by the US shale oil production and potential supply in the Middle East 
returning to normalised levels.   

 Table 1: Asset allocation grid – summary 
Equity ++ Bonds   - Alternatives 0 Cash - 

Region  Region  Sector  Sector    

US + (++) 
US 
Treasury 

- - Government                                             - - (-) Property + 
  

Europe ex UK + (0) 
UK Gilts - 

Index-Linked 0 Commodities - (0) 
  

UK - (+) 
Eurozone 
Bunds 

0 
Investment  
Grade 
Corporate 

- (0) 
Industrial 
metals 

- (0) 

  

Pacific ex 
Japan 0 

JGBs - - 
(-) 

High yield + Precious 
metals 

0 (+)   

Japan + (0) 

Emerging 
market 
debt  
(USD) 

- - 
(0) 

  Energy - (0)   

Emerging 
Markets 

0 
    Agriculture - (0)   

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 
indicates a neutral position. The above asset allocation is for illustrative purposes only. 
Actual client portfolios will vary according to mandate, benchmark, risk profile and the 
availability and riskiness of individual asset classes in different regions. For alternatives, 
due to the illiquid nature of the asset class, there will be limitations in implementing these 
views in client portfolios. Last quarter’s positioning in brackets. Source: Schroders 
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Regional Equity Views  

Key Points 
 
 

++ Equities   

+ US The US remains the favoured market but we have trimmed the overweight positioning 
given that the superior growth opportunities offered by the economy are discounted in 
relative valuations. 

US profit margins continue to trade near historical highs, but we believe these can be 
maintained given the strong pricing power of US corporates and the strength of the 
economy. Furthermore, we also see greater likelihood of additional corporate activity as 
strong cash flows held by companies are deployed for M&A activity and 
share repurchases. 

- UK We have continued to upgrade the growth outlook on the UK given the strong cyclical 
momentum behind the economy. Although the BoE is not expected to increase rates 
until 2016, the health of the economy suggests that monetary policy may be tightened 
sooner rather than later. One consequence of this has been the strength of sterling 
weighing on the performance of the more internationally geared UK companies. 

Meanwhile, the slowdown in Chinese demand for industrial commodities suggests that 
there are headwinds for the UK market given the high concentration of energy and 
materials sectors in the FTSE 100.    

+ Europe ex UK Over the last couple of years, there has been a reduction in the political risk premium 
embedded in European valuations as investors reassessed the risk of a break-up in the 
Euro area. However, this market still offers room for further gains given that earnings 
are below historical trends and is likely to benefit from the cyclical recovery in the US.   

While the recovery in the Eurozone remains fragile, particularly in the peripheral 
economies, there have been signs of cyclical improvements judging from the recent 
business surveys. In addition, the ECB is expected to provide additional monetary 
stimulus in the form of LTROs to cushion the deleveraging of European banks’ balance 
sheet in the run up to the Asset Quality Review. 

+ Japan “Abenomics” appears to be making headway in stimulating growth and inflation through 
the weakness in the yen, but we are mindful of the structural reforms required for 
sustainable growth in the long term.  

There are signs that the weaker yen is feeding into earnings and the momentum behind 
the market is a plus. While there is the downside risk from the consumption tax hike in 
April, the government has already unveiled a fiscal stimulus package to somewhat 
cushion the impact and the BoJ are likely to respond with further asset purchases. 

0 Pacific ex 
Japan 
(Australia,  
New Zealand, 
Hong Kong  
and Singapore) 

Weak commodity prices and more competitive Japanese exporters could hamper the 
performance prospects of this region. The tapering of QE by the Fed could also lead to 
the withdrawal of capital flows, particularly in markets with strong linkages to US 
monetary policy such as Hong Kong. 

At the same time, valuations and momentum behind this region are uncompelling 
relative to elsewhere.  

0 Emerging 
markets 

Growth momentum in these economies is expected to slow from a cyclical perspective.  
While the structural decline in Chinese activity has been largely priced-in by the market, 
a rebound in China activity could re-energise commodity prices and emerging equities. 

Valuations of emerging markets are more attractive, but the region continues to score 
poorly in terms of momentum and earnings revisions. There is also the impact of the 
Fed slowing down its asset purchase programme, which could hit those countries with 
the weakest fundamentals.  

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position             
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Fixed Income Views  

Key Points 
 

 Bonds  

- -  Government We have maintained our short bias on the developed government bond markets as the 
gradual healing of the world economy suggests that there will be upward pressure on 
yields. In particular, we remain underweight US Treasuries given the recovery in the 
economy with the continued contribution from the housing market and the prospect of 
strong business investment spending. While enhanced forward guidance by the Fed 
has helped pin down expectations of higher rates at the front end of the curve, there is 
the risk that forward guidance is less effective than QE at anchoring expectations at the 
longer end, particularly if growth in the US surprises on the upside.  

Meanwhile, we are also negative on UK Gilts as the strong growth momentum in the 
economy has resulted in more hawkish rhetoric from the BoE such that the central bank 
and the government ended the funding for lending scheme (FLS) for home purchases.  
By contrast, we are neutral on German Bunds given the structural issues in peripheral 
Europe are likely to keep a cap on interest rates and the ECB is expected to stay 
accommodative while inflation in the region remains well-below the target.  

Despite Bank of Japan (BoJ) buying, we still believe that Japanese government bonds 
are unattractive over the long term given the ultra-low running yield. The effects of Mr 
Abe’s ultra-loose policy are already showing with signs of an improved economic 
outlook and rising inflation.  

- Investment 
Grade (IG) 
Corporate 

The compression in spreads has led investment grade credit further into expensive 
territory, causing us to become more cautious on the value side. However, the cyclical 
backdrop appears favourable and the ongoing recovery in the global economy should 
be supportive for credit. 

Amongst the regions, we have downgraded US investment grade to negative but 
remain neutral on European credit. In Europe, the economic recovery remains behind 
the US, and therefore further from a normalisation in rates. The technicals remain 
supportive for European investment grade as banks continue to de-lever their balance 
sheets, but there are downside risks as such as the upcoming Asset Quality Review. 

+ High yield (HY) While high yield spreads have tightened in recent months and valuations are less 
compelling, the carry remains attractive for this asset class. Moreover, we continue to 
prefer high yield to investment grade due to its lower duration risk and higher carry in 
an environment of still low default rates. However, we are neutral on US high yield 
given that this market is ahead in the credit cycle, and as this cycle matures we will look 
to reduce exposure.  

Instead, we have maintained our preference for European high yield as Europe is still 
behind the US in the credit cycle, companies continue to focus on debt repayment and 
cash generation, benefiting bond holders. At the same time, policy in the region is 
expected to remain more accommodative for longer. The main risks are political flare-
ups and the risk of deflation in the region. 

- - USD-
denominated 
Emerging 
market debt 
(EMD) 

EMD spreads have tightened over the quarter and remain reasonable from a valuation 
perspective. However, we are cautious USD-denominated EM bonds, which is in part 
driven by our short bias positioning in Treasuries. At the same time, some of these 
countries in the EMD universe suffer from structural headwinds, low growth prospects 
and political risks next year. 

0 Index-Linked Despite the recent rise in real yields, valuations remain uninspiring and inflation break-
evens still looks slightly expensive given our moderate outlook for inflation. 

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position             
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Alternatives Views  

Key Points 
 

 Alternatives  

- Commodities For the coming year, we are negatively positioned across the commodity universe 
except for precious metals. Commodity prices are likely to be range bound at best and 
in some areas in structural decline due to the combination of change in growth 
composition and the large supply response that has occurred over the last decade.  
Within the sectors, we are negative on industrial metals given our structural view on 
China as the economy matures and shifts away from investment led growth. At the 
same time, the large ramp up in production over the past decade has led to ample 
supply across most base metals, particularly copper.   

Meanwhile, our positioning in the energy complex has been downgraded despite the 
improvements in the global cyclical environment. Instead, we expect oil supply to 
exceed demand dynamics, driven by the surge in US shale oil production and the 
potential supply in Libya, Iran and Iraq to return to normalised levels, putting downward 
pressures on oil prices.  

For precious metals, specifically gold, we have maintained our neutral view as the 
tension between the paper market (such as exchange traded products (ETFs)) and 
physical market remains. The negative sentiment and ETF outflows in this segment 
could be countered by strong demand in the physical market. We expect gold to trade 
within the recently established trading range but risks are skewed to downside. If the 
$1,200 per ounce technical level is significantly breached, the pace of investment 
outflows could increase.  

On agriculture, we have turned negative given that the South American harvest in 
spring next year is likely to move the soybean market into surplus, causing US prices to 
fall from their elevated levels and weighing on the broad agriculture index. 

+ Property The recovery in UK commercial property values gathered pace in the second half of 
2013 and we expect this momentum to continue through 2014.  London has led the 
revival so far, although encouragingly we are seeing improvements in occupational 
markets away from the capital, a trend we believe will shape performance going 
forwards.  UK commercial property continues to offer an attractive income return 
relative to most financial assets and with capital growth now materialising, given 
stronger interest from foreign buyers and multi-asset investors, we expect allocations to 
grow.  Overall, we forecast double digit returns in 2014, driven by a modest fall in 
investment yields and improved rental growth. 

In the wider European occupational market, the stage is now set for a recovery in office 
rents. The timing of the upswing will vary from city to city, partly because of local 
differences in economic growth, but also because of variations in vacancy.  Most cities 
currently have a surplus of office space and some of this will first have to be re-
occupied before demand and supply get back to equilibrium.  The only cities which are 
likely to see rental growth in 2014 are certain German and Nordic cities with relatively 
low vacancy rates. Looking ahead, we expect the total return on average investment 
grade property to be positive driven by the income component, but we also expect a 
limited fall in property yields and a modest upswing in rents. The main upside risk in the 
short-term is that property yields fall more sharply than we anticipate, boosting capital 
values in 2014.  On the flip side, the recent improvement in the Eurozone economy 
could stall, so that even the muted recovery in rents we are assuming fails to 
materialise.  Moreover, in most of Europe there is still a large gap between property 
yields and government bond yields, but property could start to look expensive from a 
valuation perspective if there were further upward pressure on bond yields.   

Note: Property views based on comments from the Schroders Property Research team. 

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position 
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Economic View 

Central View Developed economies to lead pick up in global growth 

After three years of decelerating output the world economy is expected to 
strengthen in 2014 with global growth forecast to reach 3%, the best 
performance since 2011  (chart 1).  However, the composition of forecast 
upgrades is concentrated in the developed rather than emerging economies.   

An easing in fiscal austerity and lower commodity prices will support activity in 
the developed world which started to strengthen in the second half of 2013. The 
exception is Japan where the consumption tax in April is expected to slow 
growth in 2014.  

Meanwhile, the period of slower growth has left its mark on commodity prices 
and global inflation is expected to remain subdued in 2014 at 2.6%. We still see 
considerable spare capacity in the world economy and looking out to 2015, 
forecast a further recovery in growth combined with low inflation. 

Chart 1: Global growth forecast for 2014 and 2015  

Source: Thomson Datastream, Schroders 

For the US, we expect the strength of the recovery to be driven by the 
moderation in fiscal headwinds and gradual repair of household balance sheets. 
In particular, households should benefit from increased activity in the housing 
sector and improvements in the labour market. Elsewhere, we have revised up 
our growth forecasts for the UK and Eurozone with the former driven by 
momentum in the UK housing market whilst the latter is improving but pressure 
on European banks to deleverage is likely to hamper a sustained upswing. 

By contrast, continued signs of slowing growth momentum in the emerging 
markets, particularly amongst the BRIC economies (Brazil, Russia, India and 
China), have led us to revise down GDP forecasts for this region. Looking 
ahead, we see stability rather than a massive deterioration, with global recovery 
providing support against domestic issues.  Moreover, we expect political efforts 
to address these issues in the wake of 2014 elections in Brazil and India, and 
those already underway in China.  

On the monetary policy front, the major central banks are expected to keep 
interest rates pinned to the floor in 2014. The BoE is likely to not increase rates 
until 2016. In the Eurozone, there is debate over how the ECB could provide 
more stimulus. We continue to assume that the ECB provides liquidity to the 
banks through another LTRO (long-term refinancing operations), but see less 
likelihood of them activating the OMT. However, in the US, the Fed has already 
started to trim asset purchases which could be over by October. In the 
meantime, interest rates are not expected to rise until the final quarter 
of 2015. 

In addition to our central view, we consider seven alternative scenarios where 
we aim to capture the risks to the world economy. 
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Economic View (continued) 

 Macro risks: Scenario analysis 

Full details of the scenarios can be found on page 10. Although the tail risks 
have fallen over the past year or so as policymakers have stepped up their 
commitment to growth, the balance of risks is still tilted in a deflationary 
direction. A financial crisis in China, surge in Treasury yields in the US or a 
Spanish bailout would all weaken global growth and push down inflation.  

We still see the possibility of a major restructuring event such as a Spanish 
bailout. Debt dynamics are poor with much of the periphery in recession or 
achieving only weak growth. Consequently, even with low rates, some will 
struggle to put their finances onto a sustainable path. When combined with a 
hardening of the core EU government’s attitude toward increased private 
sector involvement, then there is a risk of another restructuring for private debt 
holders as part of a bailout deal. 

We would also see a scenario where Abe-nomics "fails" as being 
deflationary due to the effect it would have on the JPY. Note that by failure we 
mean that growth weakens and deflation persists such that the BoJ steps up 
asset purchases even more than in the base case, thus weakening the JPY. 
Abe-nomics fails in this respect, but is not abandoned.  The deflationary impact 
comes about through the effect on inflation and trade flows in the rest of 
the world.  

Meanwhile, we have kept the “China financial crisis” scenario which focuses 
on the increasing amount of shadow finance in the economy. The concern is 
that much of this is unregulated and creates the risk of a systematic implosion 
with adverse consequences for the real economy. We have also maintained 
the US liquidity driven inflation scenario where stronger US demand 
supports activity around the world and inflation picks up along with 
commodity prices.  

Finally, we have introduced a new scenario: Iran détente. Events have already 
moved rapidly in this direction such that we have wondered whether it will 
become part of the central case. However, the actual scenario also includes a 
substantial fall in oil prices which reduces inflation, thus boosting real incomes 
and consumption. The result is a favourable improvement in the growth-
inflation trade off and similar to what would occur after with an improvement 
in productivity. 

Chart 2: Scenario analysis – global growth and inflation impact 

 

Source: Schroders  
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Economic View (continued) 

 Chart 3: Scenario probabilities compared to the previous quarter 

Source: Schroders 

In terms of macro impact, we have run the risk scenarios through our models 
and aggregated to show the impact on global growth and inflation. As can be 
seen in chart 2 on the previous page, four of our seven are deflationary, such 
that both growth and inflation are lower than in the central scenario. The worst 
of these is the Spanish bailout which would have a significant ramification on 
the world economy as trade and the banking system are hit. 

Overall, the net result is a drop in the risk of deflation from 21% to 15% and an 
increase in the weight put on stronger growth scenarios. The risks on growth 
are now close to being evenly balanced, having been skewed toward the 
downside (see chart 3). Nonetheless, the balance of risks on inflation remains 
biased toward lower rather than higher outcomes.    

Chart 4: Scenario probabilities (mutually exclusive) 

Source: Schroders 
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Economic View (continued) 
Table 2: Scenario summary 

Scenario Summary Macro impact 

1.  Spanish 
 bailout 

Ratings agencies downgrade Spain to junk, resulting 
in an increase in government bond yields and a 
request for official support. OMT activated, but rapidly 
followed by bailout from ESM with funds being made 
conditional on a restructuring of debt held by the 
private sector. Banks forced to recapitalise but bailout 
stabilises the situation and bond spreads narrow 
again. The Euro holds together. 

Deflationary: The return of the Euro crisis hits 
activity in the region and confidence worldwide. An 
increase in risk aversion is likely to temper 
investment spending and consumer willingness to 
make big ticket purchases. The restructuring of 
private sector holdings will exacerbate this trend 
and make the banks more cautious. Weaker Euro/ 
stronger USD as investors return to safe havens. 
More easing from central banks.  Our most 
negative scenario. 

2.  US liquidity 
 driven 
 inflation 

US growth picks up more rapidly than in the  
base as the corporate sector increases capex and 
consumers start to spend more rapidly in response to 
the recovery in house prices. Banks increase lending, 
reducing their excess reserves and asset prices 
accelerate. The Fed begins to withdraw stimulus: 
rapidly tapering bond purchases in 2014. Interest 
rates rise and the Fed begins to contract its balance 
sheet in 2015. However, the withdrawal of stimulus is 
not rapid enough to prevent a more rapid tightening of 
the labour market and a pick-up in inflation. 

Reflationary: stronger growth and inflation vs. 
baseline. Stronger US demand supports activity 
around the world. Commodity prices and US 
Treasury yields rise and USD strengthens as 
inflation picks up and Fed unwinds QE. 

3.  US Treasury 
 yields surge 

The onset of tapering prompts heavy selling in US 
Treasuries leading to a surge in yields with the 10-
year rising above 4%. Mortgage rates rise and the 
housing market recovery stalls. Equities weaken and 
consumer spending slows as wealth effects go into 
reverse. Higher Treasury yields force up bond yields 
and the cost of capital globally.   

Deflationary: US growth slows and financial 
markets experience a bout of volatility. However, 
the Fed is then expected to reverse tapering and 
resume QE at the current rate in 2015. Impact is 
primarily felt in US although rest of world will 
experience weakness through slower trade, softer 
financial markets and confidence. 

4.  Failure of 
 “Abenomics” 

After some initial success at boosting growth and 
inflation through the fall in the JPY, activity in Japan 
moderates and then slumps as the consumption tax 
is raised. In response the BoJ steps up asset 
purchases aggressively, driving the JPY to 130. 
Competitors complain at the further devaluation of the 
JPY and react by raising tariff barriers. 

Deflationary: slower growth in Japan is transmitted 
abroad through the devaluation of the JPY as 
competitors lose market share to Japanese firms. 
Primarily deflationary, toward the end of the period 
the subsequent increase in tariffs will push up 
import prices and CPI, reducing real incomes and 
demand, so taking the world economy in a more 
stagflationary direction.   

5.  China 
 financial 
 crisis 

An implosion in the wealth management products 
area results in a major cut in Total Social Financing 
depriving Chinese industry of funds. The resulting 
downturn in capex spending and the adverse impact 
on consumer confidence results in a sharp slowdown 
in Chinese growth.   

Global growth slows as China demand weakens 
with commodity producers hit hardest. However, 
the fall in commodity prices will push down inflation 
to the benefit of consumers. Monetary policy is 
likely to ease/stay on hold while the deflationary 
shock works through the world economy. 

6.  Iran Détente 
 

Iran strikes a deal with the West to reduce the levels 
of uranium enrichment in exchange for the lifting of 
trade sanctions. This allows Iranian oil exports to 
resume, which boosts global supply progressively 
over the forecast horizon, resulting in a sharp fall in 
the price of oil. 

The fall in oil prices acts as a transfer of purchasing 
power from the oil producers to the oil consumers. 
As prices fall, domestic fuel and energy bills also 
follow lower, helping to raise disposable income for 
households and lower costs for businesses, 
boosting profits. Demand for other goods and 
services rises helping to boost GDP growth, but 
inflation falls lower. 

7.  UK “Osborne 
 boom” 

The second round of 'help to buy' results in a much 
greater impact on house prices than in the baseline 
as extra demand meets inelastic supply. Stronger 
housing markets feed through into higher 
consumption and the Bank of England responds by 
tightening policy. 

Double digit house price growth and increased 
transactions help lift housing related spending.  A 
self-reinforcing recovery takes hold and the UK 
economy booms. European and US exporters 
benefit from higher demand, with little to no impact 
on global inflation pressures. 

Source: Schroders, November 2013 
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The year started 
with concerns over 
the US ‘fiscal cliff’, 
but quickly moved 
on to political risk in 
Europe  

 

 

 

 

 

 

 

 

Central banks took 
over with the ECB 
cutting rates, and 
the BoE introducing 
forward guidance… 

Taper tantrums 

At this time of year, we like to take a step back and review the performance of 
markets, and the lessons we can learn for the coming year. Last year kicked 
off with concerns over the US government going over the so called ‘fiscal cliff’ 
in January, which could have led to the technical default of the US government 
on its debts, ensuring a major crisis in international financial markets. That 
crisis was ended with the raising of the debt ceiling, only for the US to have a 
more serious flirtation with default later in the year.  

The spring was full of surprises. The crisis in Europe had been easing slowly 
for some months, but with peripheral government bond yields elevated, most 
investors remained cautious on the region. The general election in Italy 
resulted in deadlock, which was eventually broken by the winner Pier Luigi 
Bersani stepping down as leader of the Democratic Party, so that a cross party 
coalition could be agreed. Meanwhile, the debt crisis had engulfed Cyprus, 
which due to newly found natural gas reserves meant that the government had 
alternative options to the usual painful Troika bail-out. The threat of the 
involvement of Russia in a potential deal allowed Cyprus to push for a haircut 
on banking deposits, which sent shockwaves across Europe. The government 
eventually limited the haircuts to uninsured depositors (over €100,000), but it 
did prompt European policy makers to agree that investors in banks should 
take a hit before banks are bailed-out. The Single Resolution Mechanism was 
later agreed in December.  

Central banks were also active at the time, European Central Bank President 
Mario Draghi cut the main policy interest rate, but more significantly, also cut 
the deposit rate to zero. Meanwhile, expectations were high in Japan following 
the arrival of Shinzo Abe and his policies dubbed “Abenomics”. The Bank of 
Japan’s new governor, Haruhiko Kuroda, announced a huge 60-70 trillion yen 
government bond buying programme, with the aim to double Japan’s money 
supply in two years. This helped drive the Japanese yen down further, and had 
implications for the competitors of Japanese exporters. 

On the 22nd May, the focus switched back to the US as Federal Open Market 
Committee (FOMC) chairman Ben Bernanke took markets by surprise by 
hinting that the Federal Reserve’s quantitative easing programme may be 
tapered on the back of evidence that the US economy was recovering at a 
faster pace than expected. Bernanke’s speech triggered the taper tantrums 
saga, which has largely dominated financial markets since. Investors began to 
price in not only a reduction of new purchases, but also interest rate rises, far 
sooner than the FOMC would have wanted. The impact was far greater than a 
simple rise in US Treasury yields as investors unwound carry trades. The US’s 
global reserve currency status has profound implications for many of the 
emerging markets that are both explicitly and implicitly pegged to the USD.  

Meanwhile, other central banks were desperately attempting to decouple from 
the US’s slightly more hawkish stance. The Bank of England’s new governor 
Mark Carney introduced forward guidance for the first time in the UK, and 
chose to use an unemployment rate of 7% as the threshold of when to 
consider raising interest rates. The Bank of England’s forecast implied that 
interest rates would remain on hold well into 2016. Unfortunately, the markets 
did not believe the Bank’s forecast, and Gilt yields rose more aggressively than 
even the yields of US Treasuries. The BoE was later forced to back track from 
its forecast as the unemployment rate fell faster than expected. 

The ECB was having greater success, partly because Draghi had by then 
developed a reputation as a man of action, but also largely because there was 
still room to cut interest rates further, which is what the ECB did. 
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strongest asset 
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yield  

 

 

 

 

 

 

Taper talk made 
2013 the 4th worst 
year to own US 
Treasuries since 
1900 

By September, investors had adjusted to the notion of US QE tapering, only for 
Bernanke to surprise the market again by maintaining the pace of purchases, 
citing concerns about the rise in US Treasury yields and the impact on the 
housing market. In reality, the threat of a government shutdown was pressing, 
and the US Federal Government was shut down for 16 days, with 800,000 
employees furloughed. The political shenanigans were eventually ended and 
the US avoided a technical default (again). At that point, the consensus in 
markets was that tapering would now be delayed until the first quarter of 2014 
as the government shutdown would distort US macro data, making it more 
difficult for the Fed to judge the underlying momentum of the economy. 
However, US macro data continued to surprise on the upside with strong 
readings from purchasing managers’ indices, and continued falls in the 
unemployment rate. In the end, the Fed did decide to begin tapering in the 
December FOMC meeting, trimming purchases by $10 billion to $75 billion per 
month. At this rate, QE could end by October 2014. The earlier than expected 
move by the Fed was accompanied by a very dovish statement in an attempt 
to temper expectations of a rise in interest rates, this will undoubtedly be the 
Fed’s key challenge over 2014. 

Cross-asset comparison 

Looking across the major asset classes, 2013 was a year to be long risk. 
Unlike 2012 where the flood of liquidity helped all asset classes to make a 
positive return, 2013 was far more mixed. Global equities as measured by the 
MSCI All Country World index provided a total return of 23.4% over the year, 
and were clearly the best performing asset class (chart 5). 

Chart 5: Comparing cross-asset market returns 

 

Source: Thomson Datastream, Schroders. 31 December 2013. All returns are 
calculated on a total returns basis in USD. 

High yield credit posted a respectable 8% return, although investment grade 
credit and government bonds were hurt by the Fed’s change in communication 
and policy such that global investment grade delivered flat returns whilst the 
US 10-year was down 7.6% respectively. Indeed, US Treasuries are set to 
record their fourth worst year in terms of total returns since 1900 (chart 6 on 
next page), which could lead historians to label 2013 as the year the secular 
bull market in bonds ended.   

The Dow Jones UBS commodity index was down 9.5%, but the price of gold 
has fallen a huge 27.3% on the year. Gold usually performs well as a hedge 
against heightened inflation fears, along with fears of a recession. However, as 
real yields have risen this year, so has the opportunity cost of owning gold. 
Given growth expectations have been rising, and expectations of inflation have 
been doing the opposite, gold has understandably struggled 
(chart 7 on next page). 
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Chart 6: Fourth worst yearly returns of US 10yr Treasuries since 1900 

 

Source: Thomson Datastream, Global Financial Data, Schroders. 31 December 2013 

Chart 7: Gold falls as real rates rise 

Source: Thomson Datastream, 31 December 2013. 

Regional equities comparison 

Developed markets were the best performing equity indices over 2013. The 
S&P 500 had lagged behind the European bourses in 2012, but has clearly 
outperformed this year, returning 32.4% (see chart 8).  The Spanish IBEX 
index came in second ahead of the German DAX index (last year’s leader), but 
only thanks to higher dividend payments by Spanish companies. 

Chart 8: Select equity indices’ performance  

Source: Thomson Datastream, 31 December 2013. All returns are calculated on a total 
returns basis in local currency. 
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The Italian FTSE MIB had traded very closely with the Spanish IBEX for most 
of the year, until the Autumn when Silvio Berlusconi threatened to bring down 
the fragile coalition government in order to save himself from prosecution. His 
attempt failed in the end, but it would have been a contributing factor behind 
the Italian index’s underperformance. Meanwhile, the French CAC index has 
also struggled to keep up as the French government becomes even less 
popular after announcing more austerity. 

The UK FTSE all share index also struggled to keep up, although this is a fairly 
defensive index with a heavy exposure to overseas mining. The 
underperformance of commodities and the strength of GBP held the index 
back from May. 

Lastly, the emerging markets have had a terrible year relative to the developed 
markets, as the MSCI emerging markets index (local currency) had a total 
return of 3.8%, or  -28.6% compared to the S&P 500. The rise in US Treasury 
yields and therefore the risk free rate has made not only EM equities, but also 
EM bonds and currencies less attractive to investors. The rise in yields helps 
push up the US dollar, which also hits the price of commodities – a key export 
for many EM countries and are which ultimately priced in USD. This 
relationship has been on-going for many years, and is exacerbated by 
countries that peg their currency to the greenback. The impact of the 
appreciation in the trade weighted US dollar is widely felt amongst the 
emerging market regions (see chart 9), and will certainly lead to concerns 
about some of the more fragile countries, especially those running twin current 
account and fiscal deficits. 

Chart 9: US equities beat EM equities as the USD rises  

Source: Thomson Datastream, 31 December 2013. 

In the Eurozone, the asset quality review and stress test are likely to prompt 
banks to restrict lending practices, at least until they have been given the all 
clear from the ECB. This may be a year or so away, which makes a sharp 
rebound in lending and therefore activity very unlikely. However, the regulatory 
haze over the banks should lift by the end of 2014, and so we do have an 
increase in growth to 1.4% in our forecast for 2015. 

Currencies 

As mentioned above, the US dollar has had a strong 2013. In fact, on a trade 
weighted basis, it has seen the largest appreciation amongst the major global 
currencies - rising 6.5% (see chart 10 on next page). The USD was closely 
followed by the EUR (+6.3%), which is remarkable given the Eurozone has 
been in recession for the best part of the past 18 months, along with the 
numerous politically induced crises.  
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Chart 10: Comparison of trade weighted advanced currencies 

Source: Thomson Datastream, 31 December 2013. 

The Japanese yen continued along the same trend as it ended in 2012, but 
took a steep fall just ahead of Kuroda’s unveiling of their new QE programme 
in April. It then spent most of the year fluctuating with market sentiment until 
Abe revealed that he would indeed be raising Japan’s VAT rate in 2014 to try 
to close the government’s deficit. That encouraged investors to reduce 
positions in the JPY in anticipation of greater monetary easing to counteract 
the negative impact of fiscal tightening. The Fed’s taper talk also helped push 
the JPY lower, which has so far fallen 17.6% this year. 

As for GBP, it was a year of two halves. Sterling was depreciating with the JPY 
until April, when the Chancellor announced a number of measures to help the 
housing market, which would eventually be the key to unlocking growth, albeit 
in a less than ideal way. GBP however then began to recover and from August, 
it was the strongest performing currency, largely on the back of Carney’s 
forward guidance discussed earlier.  

As for EM currencies, they were badly hit in the same way EM equities and 
debt. The worst performers: South African Rand (-18.3%); Turkish Lira (-
18.1%) and the Indonesian Rupiah (-16.6%) and all have twin deficits, with the 
former two having flare ups of political risk (see chart 11). Countries less 
exposed to the USD like the Polish Zloty performed far better. 

Chart 11: Comparison of trade weighted EM currencies 

Source: Thomson Datastream, 31 December 2013. 
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Shift in focus from growth risks to rising yields 

The coming year should see a shift in investor concerns from growth and tail 
risks toward rising bond yields and the policy backdrop. The move will be 
driven by the recovery in the US economy and efforts by the US Federal 
Reserve to bring the current phase of QE to an end. Although the Fed have 
been at pains to point out that “tapering is not tightening”, markets are likely to 
extrapolate and regard reduced asset purchases as advance warning of higher 
interest rates.   

In this respect the experience of the summer, following Ben Bernanke’s strong 
hint on May 22nd that the Fed were looking to bring asset purchases to an 
end, is seen as a template for what we might expect now that the real thing is 
due to start in January. If we take the period from May to end of August then 
the big losers as US Treasury yields rose were clearly the emerging markets 
as investors withdrew funds from carry trades, bond and equity markets. By 
contrast, after an initial wobble, US equities delivered a positive return over the 
period (chart 12). 

Chart 12: 2014 preview?  Asset class performance, May – Aug 2013 

Source: Thomson Reuters Datastream, Schroders.  31 December 2013. All figures 
based on total return indices in USD. FX carry is composed of long positions in seven 
high yielding currencies and short positions in seven low yielding currencies. 

The summer provided valuable information on the effect of reduced asset 
purchases; a taper preview for investors. However markets are far better 
prepared today than back in May with US Treasury yields considerably higher 
than when Bernanke made his comments to Congress. At that time ten year 
yields were close to 2%, having been even lower earlier in the month when 
some expected QE to last for ever. Credit and emerging market debt markets 
are also better positioned having followed a similar, only more violent path. As 
mentioned above, emerging market bonds and currencies have been the worst 
affected and USD denominated bonds now trade at a yield premium to US 
High Yield, a configuration which last occurred in 2005 
(charts 13 and 14 on next page). 
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Chart 13: Bond market performance since May 2013 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013 

One conclusion from this initial analysis is that the upward pressure on bond 
yields in 2014 as a result of the Fed’s decision to taper should be limited and 
less dramatic than in the summer. Enhanced forward guidance will also help 
limit expectations of higher interest rates as the current target rate for the Fed 
funds is likely to be maintained "well past the time when the unemployment 
rate falls below 6.5%, especially if projected inflation continues to run below 
the Committee's 2% longer-run goal

1
". 

Chart 14: Emerging market currency performance since May 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013. Vertical axis 
has been inverted.  

However, whilst forward guidance can help pin the front end of the curve, it 
may be less effective than QE at holding down the longer end. The yield curve 
has already steepened and is pricing in a pick-up in US growth, but in our view 
this could go further as growth expectations increase in 2014. For example, our 
baseline forecast has US growth accelerating to a 3.4% y/y pace by end 2014 
which is above consensus and would be consistent with a steeper curve 
(see chart 15 on next page). 
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Chart 15: US Treasury yield curve and GDP growth 

Source: Thomson Reuters Datastream, US NBER (National Bureau of Economic 
Research), Schroders, 31 December 2013 

Could US growth hit 4% in 2014? 

How far yields rise will largely depend on the strength of the economy and, 
whilst we have a similar view to the Fed’s central forecast, we see the risks as 
being more skewed to the upside. The Fed’s central view is for 2.8 to 3.2% real 
GDP growth this year with a forecast range of 2.2% to 3.3%, whereas we 
would see a greater risk of growth accelerating above 3.3% toward a 4% pace.  

For example, we could see stronger consumer spending driven by a fall in the 
savings ratio as households become more confident about future income 
prospects. Recent gains in household net wealth suggest that there is a 
possibility of a fall in the savings rate which would feed directly through into 
stronger consumption (see chart 16). 

Chart 16: Rise in wealth signals fall in US savings rate 

Source: Thomson Reuters Datastream, US NBER (National Bureau of Economic 
Research), Schroders, 31 December 2013 

Stronger consumer spending could also stem from faster wage growth as 
unemployment falls (see chart 17 on next page). Despite the Fed’s concerns 
about the labour market, the relationship between wages and unemployment is 
not out of line with the past.  In this respect the US economy would get onto a 
stronger than expected growth path, leaving new chair Janet Yellen and the 
Federal Reserve behind the curve. 
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Chart 17: Wages rise as US labour market tightens 

Source:  Thomson Reuters Datastream, US NBER (National Bureau of Economic 
Research), Schroders, 27 December 2013 

The risks on growth are not one way. One concern which we have highlighted 
before is that capital spending may disappoint as companies prefer to reward 
shareholders rather than invest in their businesses

2
. The search for yield has 

put an increased emphasis on firms which distribute dividends as investors 
seek income. This is an important market theme, but consensus expectations 
for business investment are already relatively subdued. Next year we would 
expect some pick up in capex given recent surveys and the reduction in 
economic uncertainty. Compared to a year ago we have signs of recovery in 
the UK and Eurozone and a resolution of the US budget impasse, factors 
which should make business more willing to invest. 

Market implications 

Whilst we see the US as headed toward stronger growth and higher yields this 
outlook is not shared by the rest of the world. Although we forecast a pick-up in 
global growth in 2014, the upswing is sub trend as the Eurozone and Japan 
struggle to reach take off velocity, whilst the emerging markets continue to face 
structural problems. For example, growth in China is likely to be subdued as 
reforms are introduced to bring more market discipline into the banking sector. 
Ultimately such policies will bring stronger activity, but in the transition they 
depress output as the losers retrench.  

It is this divergence which complicates the investment picture: whilst we can 
see upward pressures on US interest rates, the same cannot be said for the 
Eurozone or Japan where policy is likely to be on hold, or looser. 
Consequently, whilst liquidity will be tightening in the US, the taps will remain 
on elsewhere. Such an outcome will create cross market opportunities in 
bonds and equities and should support the US dollar which we forecast to 
strengthen against the Euro and Japanese Yen.  

One consequence of this would be that the recovery in emerging market 
equities could be delayed as a stronger USD tends to weigh on commodity 
prices and the relative performance of equities in the region. It should be said 
though that the current underperformance by the EM equity market is either 
building in a future appreciation of the USD already, or is getting overdone 
(chart 18 on next page). 
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However, profits 
should increase 
and companies are 
likely to step up 
share buy backs 

 

 
 

 

Chart 18: Emerging market performance and the USD 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013 

Looking more broadly, how are developed equity markets likely to behave in 
this environment? Although equity markets outperformed during the taper 
scare in the summer, an end to QE has in the past been a signal to sell 
equities and risk assets.  

Higher US Treasury yields would create another spell of volatility in financial 
markets as investors worried about the impact on the economy. It would also 
pressurise equity markets by narrowing the risk premium with 
government bonds.  

The gap between the earnings yield on the S&P 500 and US Treasury yields 
has been at unprecedented wide’s since the global financial crisis began and 
has provided a cushion for equity markets during the bond market sell off. The 
recent equity rally has narrowed the premium back to levels seen in 2011, but 
is still above pre-crisis levels (chart 19 on next page). 

Chart 19: Equity risk premium 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013 

The offset to a smaller gap between equity and bond yields should be stronger 
corporate earnings as economic growth picks up (see table 3 on next page). 
Nonetheless, if US Treasury yields were to rise to 4% (not our central view), 
the equity risk premium would go back to 2007 levels and would challenge 
equity markets as global growth was considerably stronger before the crisis. 

To compensate we would look out for more share buy-backs to boost EPS as 
companies shrink their equity base. These are likely to be financed through the 
issuance of corporate bonds thus increasing corporate leverage. We may well 
also see an increase in M&A as firms take advantage of a more buoyant equity 
market to launch share financed bids.  
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Another theme we would look for would be a gradual move away from bond-
proxies in the equity market as higher Treasury yields cause investors to 
reconsider the merits of utilities and REITs, for example. Economic recovery 
should bring increased focus on cyclical stocks such as industrials and 
materials. Against this backdrop the search for yield will continue, but will be 
less of a driver of markets as investors buy into the upswing and focus more on 
rising activity. 

 

US corporate profit forecasts 

Table 3: Profits and earnings forecasts S&P 500 

US 2011 2012 2013F 2014F 2015F 

Economic profits        

y/y% -0.7 26.0 3.3 5.5 6.0 

Non.fin. share % GDP 7.7 9.3 9.2 9.3 9.4 

S&P 500 EPS        

Operating USD $96 $97 $106 $113 $119 

y/y% 15.1 0.4 9.9 6.1 5.8 

Reported USD $87 $87 $99 $107 $115 

y/y% 12.4 -0.5 14.9 7.7 7.6 

S&P 500 PE based 
on market at: 

1257.6 1426.2 1848 1848 1848 

Based on operating 
EPS 

13.0 14.7 17.4 16.4 15.5 

Based on reported 
EPS 

14.5 16.5 18.6 17.3 16.0 

Source: S&P, Schroders, 3 January 2014 
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Market focus: Drivers of bond market volatility –
monetary policy and forward guidance 
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This research paper has been realised in cooperation with the Schroder’s 
Multi-Asset Duration Risk Premia Group. The group analyses the developed 
and emerging bond universe and extract the premium through actively 
managed strategies. It also produces ad-hoc research papers. 

Key points 

- Monetary intervention by central banks has been a significant driver of bond 

market volatility, particularly at the front-end of the curve. This is aptly 

illustrated by the depressed levels of bond volatility since the last financial 

crisis given ultra-low interest rates in the developed world.  

- More recently, the hinting of QE tapering by the Fed and markets pricing in 

the normalisation of interest rates in the US has spurred some volatility life 

back into the front-end of the curve. Whether bond volatility will rise sharply 

is more debatable judging from the experience of bond volatility during past 

episodes of rate tightening.  

- There has been a tendency for the average volatility of US Treasuries and 

UK Gilts to fall over time with every rate hiking cycle, which is partly a 

reflection of central banks being more adept at communicating to the market 

their intentions to start increasing rates.  

- So far, the use of enhanced forward guidance by the Fed appears to have 

managed market expectations of higher rates and contained volatility across 

the curve. Looking ahead, the handling of forward guidance by the central 

bank to communicate their policy intentions will be a key driver of 

bond volatility. 

Introduction 

2013 will be remembered as the year the great bond bull run left the stage as 
US Treasuries suffered their forth worst year in terms of total return performance 
since 1900 (chart 6, page 13). The turnaround in bond fortunes has also been 
accompanied with increasing volatility. Indeed, the use of forward guidance by 
the central banks, which was supposed to dampen bond market volatility, 
appears to have had the reverse effect. Here we provide an overview on the use 
of forward guidance, explore previous episodes of bond volatility and look to 
understand the monetary policy drivers. In particular, the increasing importance 
of forward guidance on driving volatility in the bond markets.  

Forward guidance in the key markets  

According to the BoE’s definition of forward guidance, “it is a statement intended 
to help people better understand the likely path for interest rates, in response to 
developments in the economy.” 

The Fed has been using forward guidance to steer market expectations for 

some years starting with the statement in 2008 that policy would remain 

accommodative for a considerable period of time to today’s focus on a threshold 

for the unemployment rate. The latest enhanced forward guidance from 

December’s FOMC statement has indicated that the current target rate for the 

Fed funds is likely to be maintained "well past the time when the unemployment 

rate falls below 6.5%, especially if projected inflation continues to run below the 

Committee's 2% longer-run goal ". 

So far, the tapering of QE and enhanced forward guidance has helped limit 

market expectations of higher interest rates. This is in contrast to the experience 

of last summer following Bernanke’s strong hint on May 22nd that the Fed was 

looking to bring asset purchases to an end, which was reaffirmed in June’s 

meeting where the statement cited that “The Committee is prepared to increase 

or reduce the pace of its purchases to maintain appropriate policy 

accommodation as the outlook for the labour market or inflation changes.” 
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Market focus (continued) 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Political and policy 
events have been 
an important 
anchor for bond 
volatility 

 

 

 

 

 

 

 

 

 

 

 

Over in the UK, Governor Mark Carney introduced forward guidance on BoE at 

his debut Inflation Report meeting in August last year. Carney announced that 

the Monetary Policy Committee (MPC) would not consider raising the policy 

interest rate before the rate of unemployment falls to a threshold of 7%. The 

governor stressed that the 7% threshold is not a target, but a reference point at 

which the MPC would reconsider the appropriateness of interest rates. Three 

knock-out conditions were also attached to the guidance in order to re-assure 

the public that inflation and the stability of the financial system were also being 

considered by the Bank.  

However, the markets did not believe the Bank’s forecast, and Gilt yields rose 

more aggressively than even the yields of US Treasuries. The BoE was later 

forced to back track from its forecast as the unemployment rate fell faster 

than expected. 

Meanwhile, the ECB has been providing short-term forward guidance for many 

years through the language used in the opening statement of the monthly press 

conferences. However, this had largely been used to communicate imminent 

changes in interest rates. More recently, the ECB had struggled to communicate 

no change in policy interest rates for a prolonged period, until it decided to 

provide explicit forward guidance: 

“Looking ahead, our monetary policy stance will remain accommodative for as 

long as necessary. The Governing Council expects the key ECB interest rates to 

remain at present or lower levels for an extended period of time”. 

Unlike the Fed and BoE, the ECB chose not to link the guidance to any variable 

such as the unemployment rate. While this could be seen as resulting in more 

uncertainty than the use of data dependent or even time/date guidance, 

choosing not to link to data reduces the over analysis on a single variable, as we 

are seeing particularly in the UK and the US and avoids the loss of credibility 

which can occur when this variable behaves in unexpected ways. 

Relationship between monetary policy and bond volatility  

Over the last thirty years, political and policy events have been an important 

anchor for US Treasury volatility (chart 20). For instance, since the bankruptcy 

of Lehman in September 2008, there have been several strong spikes in bond 

volatility driven by event risks such as the sovereign debt crisis in Europe and 

fiscal/ debt ceiling debates in the US during 2011. While chart 15 only shows 

volatility in the US Treasury curve, other bond markets such as the UK and 

Europe also exhibit a similar volatility profile.  

Chart 20: Realised annualised bond volatility of US 10-year and 2-year 
Treasury returns 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013. Note: Realised 
bond volatility based on annualised 20-day standard deviation of bond price returns.    
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Market focus (continued) 

Volatility at the 
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…although policy 
measures and 
forward guidance 
has had some 
reverse effects 

 

 

Importantly, monetary intervention by central banks has been a significant driver 

of bond market volatility. Over the last few years, the introduction and expansion 

of QE measures by the Fed appears to have been effective in calming market 

volatility especially in the aftermath of a surge in market uncertainty. Although, 

compared to history, the volatility at the front-end of the curve such as the 2-

year has been particularly depressed since the last financial crisis given that 

interest rates in the developed world have been pinned to the floor. This would 

support the idea that volatility at the front-end of the curve is more impacted by 

monetary policy. This is particularly seen in Japan where volatility of 2-year 

JGBs have fallen substantially since the introduction of the zero interest rate 

policy in 1999 and QE in March 2001 (chart 21).  

Chart 21: Realised annualised bond volatility of Japan 10-year and 2-year 
government bond returns 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013. Note: Realised 
bond volatility based on annualised 20-day standard deviation of bond price returns. 

More recently, volatility of JGBs particularly at the longer-end of the curve has 
been heavily influenced by the aggressive monetary stance followed by the BoJ. 
The introduction of open-ended asset purchases for the first time last year has 
led to a significant depreciation and increase in volatility of the yen. This in turn 
has triggered the increase in correlation between volatility of JGBs and the 
JPY/USD as both are being impacted by central bank policy (chart 22). 

Chart 22: 3-year rolling correlation between volatility of JGBs and the JPY 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013. Note: Realised 
bond volatility and volatility of JPY/USD are based on annualised 20-day standard 
deviation of bond price returns.    

 

 

-40

-20

0

20

40

60

80

95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14

First 12 month of
QE measures by
the BoJ

Correlation of 2-
year JGB and
JPY/USD volatility

Correlation of 10-
year JGB and
JPY/USD volatility

% 

0

2

4

6

8

10

12

14

16

18

0

1

2

3

4

5

95 97 99 01 03 05 07 09 11 13

First 12 month of
QE measures by
the BoJ

Volatility of 2-year
JGB returns

Volatility of 10-year
JGB returns, rhs

% 
% 



Schroders Global Market Perspective 

Page 25 

 

Market focus (continued) 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 
 

 

Volatility for both 
UK Gilts and 
German Bunds has 
also been impacted 
by expectations on 
US monetary 
policy… 

 
 

 

 

 

 

 

 

 
…but could 
increasingly diverge 
given difference in 
interest rate 
normalisation  

In the US, the hint of QE tapering by Fed Chairman, Bernanke on the 22
nd

 May 

2013 to Congress and markets pricing in the normalisation of monetary policy 

has spurred some volatility life back into the front-end of the curve. However, 

this period of greater volatility in Treasuries was relatively short-lived even when 

the Fed eventually announced the reduction of asset purchases at the 

December meeting. Instead, the use of enhanced forward guidance by the Fed 

appears to have managed market expectations of higher rates and contained 

volatility across the curve.  

Chart 23: Policy rates in key markets 

Source: Thomson Reuters Datastream, 31 December 2013.  

Although volatility for both UK Gilts and German Bunds at the front-end of the 
curve also increased last summer when markets were pricing in QE tapering, 
the increasing divergence in monetary policies of these central banks will have 
implications on the volatility environment for these markets. While the Fed is 
expected to start to increase rates by the end of 2015, the BoE is likely to not 
increase rates until 2016. In the Eurozone, monetary policy is expected to 
remain even more accommodative given the fragile recovery and inflation being 
well-below the target. 

Chart 24: 12-month rolling correlations of realised annualised 10-year 
government bond volatility 

Source: Thomson Reuters Datastream, Schroders, 31 December 2013. Note: Realised 
bond volatility based on annualised 20-day standard deviation of bond price returns. 

Chart 24 illustrates the 12-month rolling correlations of bond volatility for the US, 
UK and Eurozone 10-year government bonds over the past decade. While there 
is generally a positive correlation between the volatility of these bond markets, 
the strongest relationship is seen with the UK Gilts and German Bunds.  In the 
last episode of rate tightening during 2004 to 2006, the Fed was the first to end 
the rate hiking cycle and also increase policy rates by a greater magnitude. This 
in turn appears to have resulted in sharp falloff in correlation between the 
volatility of US Treasuries with UK Gilts and German Bunds. With the US further 
ahead in terms of normalisation of monetary policy, the volatility of the Treasury 
market is increasingly set to diverge with their UK and Eurozone counterparts.   
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Market focus (continued) 

 

 

 

 

 

Average volatility of 
US Treasuries and 
UK Gilts has fallen 
with every rate 
hiking cycle… 

 

 

 

 

 

 

 
 

 

…key is policy 
communication  

 

Does rate normalisation lead to higher bond volatility?  

Meanwhile, the normalisation of monetary policy suggests that bond volatility, 
particularly at the front-end of the curve, could start to be more reactive. 
Whether bond volatility will rise sharply is more debatable judging from the 
experience of the US and UK 2-year government bonds during past episodes of 
rate tightening. Charts 25 and 26 plot the high/low range and average bond 
volatility during interest rate rising periods back to 1980s.  

Chart 25: Average realised annualised volatility of US 2-year Treasury returns 

during periods of rate tightening 

 
Note: Realised bond volatility based on annualised 20-day standard deviation of bond 
price returns. Box and whisker plot based on data over these tightening periods. The 
vertical line shows the highest to the lowest value while the top and bottom of the 
rectangular box shows the lower and upper quartiles. Source: Thomson Reuters 
Datastream, Schroders.  31 December 2013. 

There has been a tendency for the average volatility of US Treasuries and UK 
Gilts to fall over time with every rate hiking cycle, which is partly a reflection of 
central banks being more adept at communicating to the market their rate rising 
intentions. For instance, the US rate hiking experience of 1994 surprised the 
market and in turn had a greater impact on bond volatility than the slower and 
more carefully communicated rate tightening period of 2004 to 2006. Looking 
ahead, the handling of forward guidance by the central bank to communicate 
their policy intentions will be a key driver of bond volatility across the curve.   

Chart 26: Average realised annualised volatility of UK 2-year Treasury returns 

during periods of rate tightening 

Box and whisker plot based on data over these tightening periods. The vertical line 
shows the highest to the lowest value while the top and bottom of the rectangular box 
shows the lower and upper quartiles. Source: Thomson Reuters Datastream, Schroders.  
31 December 2013 
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Market focus (continued) 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

Conclusion 

We showed that monetary intervention by central banks has been a significant 
driver of bond market volatility. In particular, volatility at the front-end of the 
curve is more impacted by central bank policy. This is aptly illustrated by the 
depressed levels of bond volatility since the last financial crisis given that 
interest rates in the developed world have been pinned to the floor. More 
recently, the hinting of QE tapering by the Fed and markets pricing in the 
normalisation of interest rates in the US has spurred some volatility life back into 
the front-end of the curve.  

Whether bond volatility will rise sharply is more debatable judging from the 
experience of bond volatility during past episodes of rate tightening. There has 
been a tendency for the average volatility of US Treasuries and UK Gilts to fall 
over time with every rate hiking cycle, which is partly a reflection of central 
banks being more adept at communicating to the market their intentions to start 
increasing rates. So far, the use of enhanced forward guidance by the Fed 
appears to have managed market expectations of higher rates and contained 
volatility across the curve. Looking ahead, the handling of forward guidance by 
the central bank to communicate their policy intentions will be a key driver of 
bond volatility.  
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Market Returns  
  Total returns Currency December Q4 2013 

Equity 

US S&P 500 USD 2.5 10.5 32.4 

UK FTSE 100 GBP 1.6 5.1 18.7 

EURO STOXX 50 EUR 0.9 7.9 22.7 

German DAX EUR 1.6 11.1 25.5 

Spain IBEX EUR 1.1 9.3 27.8 

Italy FTSE MIB EUR -0.2 9.1 20.5 

Japan TOPIX JPY 3.6 9.2 54.4 

Australia S&P/ ASX 200 AUD 0.8 3.4 20.2 

HK HANG SENG HKD -2.4 2.2 6.6 

EM equity 

MSCI EM LOCAL -1.0 3.0 3.8 

MSCI China CNY -3.4 3.8 4.0 

MSCI Russia RUB 1.1 1.5 7.5 

MSCI India INR 2.3 9.0 8.6 

MSCI Brazil BRL -3.5 0.2 -3.0 

Governments 
(10-year) 

US Treasuries USD -1.9 -2.5 -7.6 

UK Gilts GBP -2.0 -2.0 -6.1 

German Bunds EUR -2.0 -1.0 -2.6 

Japan JGBs JPY -1.0 -0.2 1.7 

Australia bonds AUD 0.2 -1.2 -4.9 

Canada bonds CAD -1.7 -1.4 -5.4 

Commodity 

GSCI Commodity USD 1.9 -0.3 -1.2 

GSCI Precious metals USD -3.8 -9.7 -29.8 

GSCI Industrial metals USD 4.0 -0.4 -12.9 

GSCI Agriculture USD -3.5 -6.7 -18.0 

GSCI Energy USD 3.2 1.3 5.1 

Oil (Brent) USD 0.1 2.3 0.9 

Gold USD -3.6 -9.2 -27.3 

Credit 

Bank of America/ Merrill Lynch US high 
yield master 

USD 0.6 3.5 7.4 

Bank of America/ Merrill Lynch US 
corporate master 

USD -0.2 1.0 -1.5 

EMD 

JP Morgan Global EMBI USD 0.6 0.9 -6.6 

JP Morgan EMBI+ USD 0.5 0.6 -8.3 

JP Morgan ELMI+ LOCAL 0.4 1.1 3.8 

Currencies 

EUR/ USD   1.1 1.6 4.0 

EUR/JPY   4.0 8.9 26.5 

JPY/ USD   -2.7 -6.7 -17.7 

GBP/USD   1.2 2.4 2.1 

AUD/USD   -1.9 -3.7 -12.0 

CAD/USD   0.0 -2.7 -5.8 

Source: Thomson Datastream, Bloomberg, 31 December 2013 
Note: Blue to red shading represents highest to lowest performance in each time period. 
 



 

 

 


