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Introduction 
Risk assets started the final quarter of 2015 well with a significant rally in global equities 
in October; however, by mid-November the move had lost momentum and the markets 
reversed tack into the end of the year. The New Year has started in the same vein with 
equities losing ground.  

It would be easy to blame the increase in Fed funds for this move, but the historic 
decision by the US central bank to add a quarter of a point to rates on December 16

th
 

should have been seen as confirmation that the economic recovery was well 
established and hence a positive for markets. Instead, it would seem that concerns 
about global growth and China have returned to the fore. Uncertainty about the Chinese 
exchange rate in particular is vexing investors who fear another round of the currency 
wars.  

There will be no rapid resolution to these issues and we expect the Chinese economy 
will struggle to regain momentum until the authorities tackle the structural issues 
weighing on growth. However, as can be seen from our economic views, we do expect 
the world economy to grow in 2016. Global monetary policy remains loose even after 
the Federal Reserve (Fed) move and fiscal policy will also add to demand in the US and 
Eurozone. Meanwhile the latest fall in commodity prices, although bad news for 
producers, will give a further fillip to consumer spending. Global recession is still a tail 
risk rather than the baseline view.  

Nonetheless, the environment remains difficult for investors who must assess the effect 
of Fed tightening, the China slowdown, potential currency wars and a strong dollar on 
markets. In particular the lack of solid corporate profits growth in the US is a challenge 
to equities which tend to de-rate during Fed tightening cycles. Along with valuation 
concerns these cyclical concerns have led us to a more neutral stance on equities, 
having been positive for much of the past five years. For more on this and asset 
allocation, see inside where we also review 2015 and look in more detail at the key 
questions for the coming year. 

Keith Wade, Chief Economist and Strategist, Schroders 

8 January 2016  
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Asset Allocation Views: Multi Asset Group 

Global Overview 

Economic 
View 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
Central Bank 
Policy 

 

Our global growth forecast has been trimmed to 2.6% for 2016 from 2.9% as 
although global demand has held up in the second half of 2015, there is little 
momentum and still some signs of excess inventory to clear. Lower oil prices will 
continue to support consumer spending, but this oil dividend is set to fade in 2016 
as inflation rises. For the emerging economies (EM), we forecast an improvement in 
growth for the BRICs as a further slowdown in China is more than offset by stability 
in Russia and Brazil. Looking ahead into 2017, our forecasts show global growth at 
2.8% with growth moderating in the advanced economies in response to monetary 
tightening in the US whilst EM growth is marginally higher.  

Inflation is expected to pick up in 2016 as the base effects from lower commodity 
prices drop out of the index. Global inflation rises to 3.7% in 2016 from an estimated 
3.1% in 2015, led by the advanced economies which see a pick-up of around 
1 percentage point. For EM, inflation also picks up in China and India, but the 
aggregate moderates as currencies stabilise. 

In terms of risk scenarios, we have made a few changes this quarter, adding 
‘Currency wars return’ (renminbi devaluation triggers a series of devaluations), 
‘Middle East melee hits oil’ (higher oil price), ‘US wages accelerate’ and ‘EM 
defaults emerge’. Out go ‘bad Grexit’, ‘oil lower for longer’, ‘Fed behind the curve’ 
and ‘Tightening tantrum’. Note that ‘US wages accelerate’ is similar to ‘Fed behind 
the curve’ and ‘EM defaults’ compares to ‘tightening tantrum’. There is still a risk of 
a ‘bad Grexit’ but it has been considerably reduced as a result of the bailout agreed 
last year. Having said that, we could well see Greece return to the headlines early 
this year when the IMF has to decide whether to continue to support the 
programme. On the whole, risks are still skewed toward deflationary outcomes 
where weaker global growth and inflation would occur. 

 

In 2016 we expect the desynchronised cycle to continue, with monetary tightening in 
the US, but easing or loose monetary policy pretty much everywhere else. In line 
with this, having seen the Fed raise rates in December 2015, we expect the Fed 
funds rate to increase to 1.25% by end 2016 and then peak at 2% by end 2017. 
Meanwhile, with the European Central Bank (ECB) having extended quantitative 
easing to March 2017, policy rates are expected to remain unchanged through 
2017. For the UK, we expect the first rate increase in August 2016 (previously May) 
as inflation stays lower for longer. In Japan, the Bank of Japan (BoJ) will keep the 
threat of more quantitative and qualitative easing (QQE) on the table, but is now 
likely to let the weaker yen (JPY) support the economy and refrain from further 
loosening. China is expected to announce further interest rate and the reserve 
requirement rate (RRR) cuts.  
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Implications  
for Markets 

Looking at our asset class views, we have lowered our score this quarter on equities 
as a whole, with our cycle and momentum indicators suggesting that a more 
cautious view is warranted. A driver of the deterioration of the cycle indicator has 
been a slowdown in manufacturing in areas such as the US and Japan, while 
momentum has deteriorated with a general fall in earnings revision ratios compared 
to last quarter. With regard to the specific markets, we hold a positive view on 
Europe ex UK which is offset by a negative view on the emerging markets while the 
US has been kept at neutral. This quarter we downgraded our view on Japanese 
equities, with current consensus estimates for 2016 earnings high by historical 
standards, leaving scope for disappointment.  

With regard to the duration views, the overall score on government bonds moves to 
positive from neutral in response to higher risk aversion in financial markets and a 
sluggish macro backdrop. We can still see volatility at the short end of the curve, but 
have kept our view on US bonds at neutral. Renewed strengthening of the US 
dollar, particularly against the CNY is likely to keep Treasury yields around current 
levels. The positive view comes from our position on the UK and Australia. Despite 
the prospect of a Bank of England rate hike, the long end is expected to perform 
well as growth cools. Meanwhile, Australia remains vulnerable to the situation in 
China.  In Europe we have downgraded our view on Bunds, following the recent 
disappointment with the ECB where they failed to increase QE as much as 
expected.  Tighter US liquidity will continue to exert pressure on the emerging 
markets, and we remain negative on emerging market debt (USD).  

In terms of our credit scores, we now hold a positive view on both US and European 
credit. An improving economy and supportive monetary policy are reinforcing the 
carry case for credit in Europe. In the US, we feel high yield spreads provide 
attractive value even after adjusting for potential corporate defaults in the energy 
and material sectors. 

The overall score for commodities remains at neutral, unchanged from last quarter. 
Despite the decrease in the US oil rig count, production is still on the rise year-on-
year and we will need to wait for signs of production falling to become more positive 
again. Meanwhile, wheat, corn and soybean harvests are on track to be high-
yielding and inventories remain at or near record levels globally, thus strengthening 
our neutral view. El Niño does remain a concern though, meaning we are on notice 
for potential disruptive weather in this year’s harvest. Gold has been kept at 
negative, in line with last quarter’s score. 

 Table 1: Asset allocation grid – summary 

Equity 0 (+) Bonds + (0)   Alternatives 0 Cash - 

Region  Region  Sector  Sector    

US 0  US Treasury 0 Government + (0) UK property 
EU property 

0 (+) 
+ 

  

Europe ex 
UK 

+   UK Gilts + Index-Linked 0 Commodities 0   

UK 0  Eurozone 
Bunds 

0 (+) Investment  
Grade 
Corporate 

+ (0) Gold -   

Pacific ex 
Japan 

0 Emerging 
market debt  
(USD) 

-   High yield +     

Japan 0 (+)         

Emerging 
Markets 

-         

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 GMP positioning in brackets. 
Source: Schroders, January 2016. 
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Regional Equity Views  

Key Points 
 

0 (+) Equities  

0 US The ongoing strength in the US dollar is continuing to outweigh the strong domestic 
growth picture that drove our positive view on US equities in early 2015. We therefore 
remain neutral on US equities in light of the slowdown in the earnings cycle and the 
tighter monetary environment. 

0 UK We continue to remain neutral on UK equities with profit margins expected to remain 
under pressure from higher labour costs for domestically-focused firms. Meanwhile, 
we expect the economy’s high concentration of companies linked to commodity 
sectors will continue to weigh on returns. The degree of fiscal tightening outlined for 
2016 will add downside risks to the UK economy, whilst the ongoing debate over EU 
membership continues to create uncertainty. 

+ Europe  
ex UK 

The recent announcement by the ECB regarding quantitative easing (QE) 
disappointed the market, but the ECB’s QE programme and policy stance remains 
very accommodative. Cyclically Europe is well placed to deliver earnings growth and 
we anticipate a recovery as global volatility subsides.  

0 (+)  Japan We have downgraded our view on Japanese equities this quarter to neutral. This 
move has primarily been driven by the potential for earnings disappointment in 2016. 
Consensus expectations for earnings growth are fairly high by historical standards, 
meaning a more cautious approach is warranted.  

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

We remain neutral on Pacific ex Japan equities this month. Valuations remain 
attractive in Pacific ex Japan equities. However, earnings momentum remains 
relatively poor, particularly in those sectors exposed to a Chinese slowdown.  

- Emerging 
Markets 

We remain negative on EM given the continued weak cyclical environment in 
emerging economies. The high concentrations of commodity-linked sectors continue 
to weigh on the region while EM growth assets face a challenging environment on the 
back of the Fed’s interest rate hike.  

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

Key Points 

+ (0) Bonds  

+ (0) Government We have maintained our neutral view on US Treasuries this quarter. With higher 
global uncertainty, a continued tightening in US funding liquidity and the renewed 
strengthening of the USD, US Treasury yields are likely to remain around current 
levels despite the Fed tightening. 

We have maintained our positive view on UK gilts. Gilts remain a beneficiary of low 
interest rates and Eurozone QE, with the current spread over Bunds continuing to 
look attractive. Slower growth in the UK following the tightening of fiscal policy will 
also support gilts.  

We have downgraded our view on Bunds to neutral. We expect an underwhelming 
ECB with the recent QE disappointment likely to have dented credibility.  

In spite of the unattractively low yields, we continue to hold a neutral view on the 
medium- to long end of the Japanese yield curve given the aggressive support from 
the BoJ. Within the Pacific region we are positive on Australia.  

+ (0)  
 

Investment 
Grade (IG) 
Corporate 

We have upgraded our overall view on IG corporates this quarter to positive. In line 
with this, we have upgraded our view on US investment grade to positive with current 
valuations attractive within the context of the global investment grade market. As 
such, the premia built into US spreads should now be sufficient to keep losses from 
slow interest rate rises cushioned. 

We hold a single positive score on European investment grade credit as 
fundamentals remain supportive and ECB monetary policy remains carry friendly.  

+ High yield (HY) We remain positive on US high yield (HY). Despite recently suffering from weakness 
in energy prices, spreads remain attractive after adjusting for corporate defaults, 
which we believe will be contained within the energy and material sectors. 

We remain neutral on European HY. While further accommodative policy from the 
ECB would be positive for carry, we prefer US HY as the value signal appears more 
compelling at this point. 

-  USD-
denominated 
Emerging 
market debt 
(EMD) 

We keep our view on EM USD bonds at negative. While EM US dollar debt 
valuations have improved, carry remains the main driver of performance with the 
potential for spreads to widen as the stronger US dollar puts pressure on EM foreign 
exchange (FX) and commodities. The potential for a further fall out from lower 
commodity prices and concerns around China continue to overhang EM. 

0 US index-
linked 

While the inflation base effects could offer some potential upside for US breakevens, 
the rate normalisation (resulting in the strengthening of the US dollar) with negative 
carry continue to act as headwinds for inflation expectations. As a result, we continue 
to hold a neutral view on US 10 year breakevens. 

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

Key Points 

 Alternatives  

0 Commodities On the whole we remain neutral as we are less constructive on cyclical commodities 
as global growth has failed to accelerate, while the negative carry also weighs on the 
asset class. 

Although the energy market seems overly pessimistic on long term pricing, a warm 
winter and rising inventory could create short-term price pressure. Despite the 
decrease in the US oil rig count, production is still on the rise year-on-year. We will 
need to wait for signs of production falling to become more positive again. 

The marginal improvement in the Chinese economy is supportive of industrial metals 
prices. However, we remain neutral as markets continue to be oversupplied and 
should remain in surplus over the next year. 

Agriculture such as wheat, corn and soybean harvests are on track to be high-yielding 
and inventories remain at or near record levels globally, thus preventing a more 
positive view. However, we note that that El Niño continues to build towards the third 
strongest event in 65 years, so we are on notice for potential disruptive weather in this 
year’s harvest. 

We remain negative on gold as the gradual move towards a tightening cycle is 
negative for the asset class. 

0 (+) 

 

UK Property 

 

We forecast total returns in the UK real estate market of around 5% p.a. over the five 
years to end-2020, equal to the income return. We expect industrial to be the 
strongest sector (7% p.a.) and retail the weakest over this period (4% p.a.).  

The balance between demand and supply in the UK investment market has 
weakened since the summer, although total transactions were a near record £60 
billion in 2015. On the demand side, the queue of international capital waiting to buy 
UK real estate appears to have shortened, although domestic interest remains 
broad based. While the decline in equity has to some extent been offset by an 
increase in debt, the latest figures from De Montfort University suggest that new 
lending is still running at only half its 2007 level. On the supply side, a number of 
investors who bought in 2010–2011 are now looking to sell, partly in order to 
crystallise their gains, but also perhaps because of renewed confidence in the 
Eurozone.  

+ European 
Property 

We forecast that total returns on average investment grade European real estate will 
average 6–8% per year between end-2015 and end-2019. The majority of 
performance will come from the income return of around 5%, but capital values should 
also benefit from a steady increase in rents. We expect the following parts of the 
market will outperform: offices neighbouring the central business districts (CBD) of 
Amsterdam, Berlin, Brussels, Hamburg, Munich and Paris; office refurbishments in 
the CBDs of the same cities; flagship stores in major tourist destinations; and parcel 
hubs / smaller industrial units in large conurbations. 

The main upside risk is that strong investor demand triggers a sharper fall in yields 
and higher total returns in 2016 than we anticipate, although that would probably be at 
the expense of weaker returns in 2018–2019. The main downside risk is that an 
external shock forces the ECB to abandon its policy of quantitative easing and raise 
interest rates, which in turn would reduce economic growth and depress occupier and 
investor demand for real estate. 

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

Key: +/- market expected to outperform/underperform (maximum +++ minimum ---) 0 indicates a neutral position. 
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Economic View 
Central View Global update: The square root recovery continues 

Global growth for 2016 is now forecast at 2.6% having been revised down from 
2.9% previously. Downward revisions to growth have been made across the 
board, caused by excess inventories and a lack of momentum in global demand. 
Although the benefits from lower oil prices will continue to support consumer 
spending, inflation is set to rise and the oil dividend fade in 2016.  
 
For the emerging economies, China continues to decelerate in 2016, but signs of 
stability in Russia and Brazil will result in a better year for the BRIC’s. The global 
growth forecast for 2017 is 2.8%, with growth moderating in the advanced 
economies in response to monetary tightening in the US whilst EM growth is 
marginally higher. 
 
Global inflation is set to pick up in 2016 to 3.7% from an estimated 3.1% in 2015, 
driven by inflation firming in advanced economies as the fall in the oil price drops 
out of the annual comparison. For EM, inflation also edges higher in China and 
India, but the aggregate moderates as currencies stabilise. 
 
Having focused on the firmer core rate of CPI inflation, the US Federal Reserve 
(Fed) raised rates in December last year. We expect the Fed funds rate to rise to 
1.25% by end 2016 and 2% by end 2017, where it peaks. As for the European 
Central Bank (ECB), whilst there is a risk of further extensions to the quantitative 
easing programme, we expect the programme to end in March 2017 and for the 
ECB to leave policy rates unchanged until the end of 2017. For the UK, we 
expect the first rate increase in August 2016 (previously May) as inflation stays 
lower for longer. In Japan, the Bank of Japan will keep the threat of more 
quantitative and qualitative easing (QQE) on the table, but is now likely to let the 
weaker yen (JPY) support the economy and refrain from further loosening. China 
is expected to cut interest rates and the reserve requirement rate (RRR) further. 

Chart 1: Global growth and forecast for 2016 and 2017  

 

Source: Thomson Datastream, Schroders Economics, 20 November 2015. 
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Economic View (continued) 

 Macro risks: Scenario analysis 

Full details of the scenarios can be found on page 11. The risks to our base case are 
skewed towards a deflationary outcome whereby both growth and inflation are weaker 
than expected.  
In our first scenario, labelled “Currency wars return”, after a period of truce, China 
devalues the CNY by 20% in January 2016. The Chinese authorities choose to go for 
a large one-off move so as to quash speculation about further devaluation. Japan 
responds by devaluing the JPY three months later via QQE with the ECB later 
responding by stepping up its own QE programme. Taken by the markets as a sign of 
a chronically weak world economy, poor performing equity markets have a knock on 
impact on consumption and investment. Whilst inflation is pushed up in China and 
EM, advanced economies experience weaker growth and lower inflation, with the 
overall global effects to growth and inflation being muted. 
 
The “Global reflation” scenario occurs where frustration with the weakness of global 
activity leads policy makers to increase fiscal stimulus in the world economy. This 
then triggers an increase in animal spirits which further boosts demand through 
stronger capital expenditure (capex). As a result, global growth reaches 3.3% in 2016 
and global inflation increases to 4.2%. Inflationary pressures cause central banks to 
respond more aggressively with the Fed raising rates to 3.5% by end-2016.  
 
Another reflationary scenario, “US wages accelerate” comes about by tight labour 
markets and rising headline inflation causing wages to accelerate faster than in the 
base case in the US, parts of Europe and Japan. Stronger growth, underpinned by an  
acceleration in consumer spending helps drive inflation higher than in the baseline. 
The scenario turns stagflationary in 2017 as growth slows, in part caused by the Fed 
tightening more aggressively. 
 
“Middle East melee hits oil” replaces the “Oil lower for longer” scenario. Tensions in 
Syria spill over in the Middle East with the result that oil supplies are disrupted in Iraq. 
With demand continuing to recover, this results in a surge in the oil price toward $90/ 
barrel by end 2017. This creates a stagflationary environment with higher inflation 
weakening growth worldwide. 
 
We keep with our deflationary “US recession” scenario which sees slower profits 
growth cause a retrenchment in the corporate sector with capex and jobs being cut. 
Consequently, the US economy tips into recession in the first half of 2016. Weaker 
demand from the US hits global activity and the fall in inflation is given added impetus 
by a drop in commodity prices, placing greater pressure on energy and mining 
companies and producers. 
 
The risk of a “China hard landing” continues to loom over the world economy, 
triggered by a collapse in the equity market. Despite government support, a crisis of 
confidence and losses hit the financial sector. The Chinese government quickly loses 
credibility and bank guarantees are called into question, causing a run on the banks. 
As growth slows in China due to curtailed lending activity, a deflationary outcome 
ensues as global growth deteriorates due to weaker Chinese demand despite lower 
inflation benefiting the consumer.  
 
Finally, carrying the highest probability of all scenarios aside from the baseline is “EM 
defaults emerge”. As commodity prices show no sign of recovering, banks become 
more restrictive towards energy and metal producers causing a series of defaults in 
2016 as hedges roll off and cash flows deteriorate. Commodity producing countries 
will be hardest hit with knock on effects being felt across the region. Advanced 
economies suffer weaker demand from EM and stronger currencies, with the Fed 
continuing to tighten albeit at a slower pace than in the baseline. 
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Economic View (continued) 
 Chart 2: Scenario analysis – global growth and inflation impact 

 

Source: Schroders Economics, 20 November 2015 

Chart 2 summarises the impact each scenario has on global growth and inflation 
relative to the baseline. There is a bias towards deflationary outcomes with four 
scenarios, representing a combined probability of 28%, demonstrating growth and 
inflation lower than the central scenario. Relatively high probabilities attached to 
“China hard landing” and to the new “EM defaults emerge” scenario push up the 
chance of a deflationary outcome compared to last quarter.   

As a result of dropping the “Oil lower for longer” scenario there are no scenarios 
that fall in the productivity boost category (higher growth and lower inflation than the 
baseline). The probability of a reflationary scenario has risen marginally to 12% 
compared to last quarters 10%. We introduce the stagflationary scenario “Middle-
East melee hits oil” this quarter, albeit with a small probability of 2% attached to it. 

 

Chart 3: Scenario probabilities (mutually exclusive) 

 
Source: Schroders Economics, 20 November 2015. 
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Economic View (continued) 
Table 2: Scenario summary 

Scenario Summary Macro impact 

1. Currency 
wars return 

After a period of truce, China devalues the CNY by 
20% in January 2016. The Chinese authorities choose 
to go for a large one-off move rather than a series of 
smaller moves so as to quash speculation about 
further devaluation. Japan responds by devaluing the 
JPY three months later by 8%. Finally, the ECB steps 
up its own QE programme pushing the EUR down by 
10%. These currency devaluations unnerve financial 
markets with weaker equity markets having a knock on 
effect on activity through slower consumption, negative 
wealth effects and weaker investment. 

Mild deflation: The impact on the world economy is 
modestly deflationary with mixed results between EM 
and DM. Inflation is pushed up in China and the EM, 
whilst the advanced economies experience weaker 
growth and lower inflation. Overall the global effects 
are not great as much of the moves in exchange 
rates cancel each other out. However, the USD does 
strengthen as a result of each devaluation thus 
putting deflationary pressure on the US. There is 
also a general deflationary effect on activity from 
heightened financial market volatility. 

2. Global 
reflation 

Frustration with the weakness of global activity leads 
policy makers to increase fiscal stimulus in the world 
economy. This then triggers an increase in animal spirits 
which further boosts demand through stronger capex. 
Global growth exceeds 3% in 2016 and 2017. However, 
higher commodity prices (oil heading toward $70/b) and 
tighter labour markets push inflation up by 0.5% in 2016. 

Reflationary: Central banks respond to the increase 
in inflationary pressure with the fastest response 
coming from the US and UK. The US Fed raises 
rates to 3.5% by end-2016 and starts to actively 
unwind QE. Although there is little slack in Japan, 
higher wage and price inflation is welcomed as 
inflation approaches the 2% target. This is likely to 
lead the BoJ to signal a tapering of QQE, but no 
increase in interest rates. Inflation concerns result in 
tighter monetary policy in the emerging markets. 

3. Middle-
East melee 
hits oil  

Tensions in Syria spill over in the Middle East with the 
result that oil supplies are disrupted in Iraq. With demand 
continuing to recover, this results in a surge in the oil 
price toward $90/ barrel by end 2017. 

Stagflationary: Although cuts in energy capex are 
cancelled and the outlook for the sector brightens, 
higher inflation weakens consumer spending and 
growth worldwide. The EM economies fare slightly 
better, but growth losses in China and India weigh on 
the group. On the policy front, higher inflation results 
in a slightly faster tightening of policy by the Fed with 
rates expected to peak at 2%. 

4. US 
recession 

Slower profits growth causes a retrenchment in the 
corporate sector which cuts capex and jobs. 
Consequently, the US economy tips into recession in the 
first half of 2016. Corporate confidence and the equity 
market are badly hit, resulting in widespread 
retrenchment. Weaker demand from the US hits global 
activity. 

Deflationary: The fall in US demand hits activity 
around the world whilst the fall in inflation is given 
added impetus by a drop in commodity prices, 
adding pressure on energy and mining companies 
and producers. The Fed makes one rate hike in 
December 2015, but reverses course in March 2016 
when rates are cut and the QE programme restarted. 
Interest rates are generally lower around the world. 

5. China  
hard 
landing 

The equity market collapses despite government support 
efforts, inflicting losses and a crisis of confidence across 
the financial sector. With government credibility crushed, 
bank guarantees are called into question and bank runs 
begin. Lending activity halts and the housing market 
slumps, impacting consumption and investment. Chinese 
growth slows to 3.5% in 2016 and is under 4% in 2017. 

Deflationary: 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. US 
wages 
accelerate 

Tight labour markets and rising headline inflation cause 
wages to accelerate faster than in the baseline in the US, 
parts of Europe and Japan. Consumer spending initially 
accelerates compared to the base, but inflation also 
picks up further out. 

Reflationary in 2016: Stronger growth and higher 
inflation compared to the baseline. Note that this 
scenario will turn stagflationary in 2017 as growth 
slows whilst inflation remains elevated. Better growth 
in the US provides a stimulus to activity elsewhere, 
tempered by a more volatile financial environment 
with long yields rising as inflation expectations rise 
and the Fed tightens more aggressively. 

7. EM 
defaults 
emerge 

With little prospect of a recovery in commodity prices the 
banks take a more restrictive approach to energy and 
metal producers with the result that we see a series of 
defaults in 2016 as hedges roll off and cash flows 
deteriorate. Problems are concentrated amongst the 
commodity producers although there is a knock-on effect 
to the wider EM region. The deterioration in EM credit 
conditions is exacerbated by Fed tightening. 

Deflationary: Global trade takes another hit as 
commodity producers are forced to retrench with 
knock-on effects across the EM complex. Advanced 
economies experience weaker demand from EM, 
stronger currencies and more volatile financial 
markets as bank defaults increase risk aversion. Fed 
continues to tighten but more slowly with rates 
peaking at a lower level than in the baseline. 
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2015 review: China and oil and the Fed, oh my! 
Time to review 
the big market 
moving events 
of 2015 

 

 

 
 

ECB finally 
introduces QE 

 

 

 

 

 

 

 

 

 

 

 

Grexit risks 
de-rail European 
equities 

 

 

 

 

Panicky markets 
amplified 
China’s popping 
bubble into a 
sonic boom 

 

 

 

 

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. 2015 will probably be 
remembered for the lacklustre performance of markets, and the uncertainty 
caused by central banks’ actions (and inactions).  

Investors had ended 2014 with solid returns from both risk assets and 
government bonds, and for those with exposure to European equities, it was a 
strong finish to the year. Oil prices had fallen significantly in the final two months 
of the year, causing economists to scramble to upgrade global growth forecasts, 
and cut global inflation forecasts. 

Spring bounce supported by ECB QE 

2015 started with a continuation of those themes. Oil prices continued to tumble 
as it became evident that global supply would only increase in the near-term as 
non-OPEC members increased output, with Saudi Arabia not willing to cut back 
production. Falling oil prices helped push European inflation into negative 
territory and put the European Central Bank (ECB) under pressure to eventually 
announce its own QE programme of €60 billion per month of purchases. The 
historic move was seen as a further catalyst for European equities, as the ECB’s 
QE programme was much larger than markets had expected – in-keeping with 
the way President Draghi usually delivered his announcements.  

The ECB’s move reinforced the fall in the euro in previous weeks, which 
eventually pushed the Swiss National Bank to give up maintaining its peg – 
shocking markets with a huge appreciation on the 16

th
 of January.  

The spring also saw weakness from China which prompted monetary easing and 
additional fiscal stimulus – prompting optimism to return to some commodity 
markets which ultimately proved to be premature.  

Meanwhile, the general election in the UK was far less contentious, but the 
Conservative Party managed to surprise everybody by winning an outright 
majority. Most pollsters were left red-faced having predicted a hung parliament.  

Greece and China wreck the summer 

As spring turned to summer, volatility started to hit markets as commodity prices 
fell further on the back of the resilience shown by US oil producers. Concerns 
spread to the impact on energy producing firms and their performance in not only 
equity markets, but also US high yield debt. In Europe, Greece’s new government 
led by Syriza decided to play chicken with the rest of the Eurozone. Greece was 
demanding a reversal of some structural reforms and more relaxed fiscal policy in 
exchange for even more bail-out funds. The rest of Europe balked at Greece’s 
proposal and effectively showed Greece the door. Syriza quickly backed down and 
accepted the onerous near-original terms of its latest bail-out, but not before 
shredding the nerves of investors, and pushing negotiations to the brink.  

The summer concluded with China’s equity bubble finally popping. At this time it 
seemed the world suddenly became aware that China was slowing, with 
investors looking at the Chinese equity market and (incorrectly) seeing in the 
slump a portent of economic collapse, and their panic transmitting the sell-off to 
global equity markets.  

This panic was made worse by the authorities’ decision to devalue the CNY in 
August, which prompted fears that China was on the brink of a much larger 
devaluation and for many confirmed the view that the country was headed for a 
hard landing. Ultimately, these fears proved unfounded, and we saw something 
like stability return to markets. 
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One final twist in 
the China 
currency tale 

 

Central banks’ indecision in autumn 

Autumn saw China fears spread to wider emerging markets as once again 
commodities took another leg down in performance. Rattled by concerns over the 
risk of a China hard landing, the Federal Reserve (Fed) decided not to raise interest 
rates in September despite reasonably strong US macro data. External factors and 
volatility in markets were cited, but markets reacted badly as equities in particular 
saw another sell-off. The disappointment caused the US dollar to weaken, especially 
against the euro, which prompted the ECB to react. Draghi strongly hinted at a 
substantial increase in its QE programme by the end of the year. 

In October, Canada elected Justin Trudeau as its new Liberal Prime Minister, 
ending nine years of Conservative party rule. The Liberals campaigned on a 
message of real change, promising to use fiscal policy to galvanise the economy. 

Fed thaws out in time for winter  

As winter approached, China hard landing fears were abating. The government 
announced further fiscal stimulus measures along with monetary policy easing 
from the People’s Bank of China (PBoC). On the currency front, there was 
speculation that the devaluation was linked to China’s bid for inclusion in the 
IMF’s Special Drawing Right (SDR) basket, which seemed to be confirmed when 
it was announced that the basket would incorporate the yuan from September 
2016. Though a political victory for the Chinese government, this delivered little 
apparent practical benefit to the currency, which continued to weaken amid 
renewed capital outflows.  

Investors turned their attention back to central banks. First the ECB. Despite the 
strong hints from Mario Draghi of further stimulus, the eventual announcement 
disappointed greatly. The ECB extended its purchases into 2017, but did not 
increase the monthly amount of purchases. Draghi’s reputation as a central 
banker who over-delivers was now shattered. On the other side of the Atlantic, 
Janet Yellen at long last raised interest rates for the first time in nine years, and 
unlike Draghi, managed market expectations perfectly. Indeed, risk assets rallied 
on the more positive message from Yellen, albeit temporarily.  

As for the Bank of Japan (BoJ) and Bank of England (BoE), it was a quiet year 
for both. The BoJ maintained their QE programme despite markets calling for 
additional stimulus. Governor Kuroda remains confident over the recovery in 
Japan and the prospects of inflation recovering. As for the BoE, Governor Carney 
did his usual dance with markets, raising expectations of a hike before backing 
down. Only one committee member is calling for a hike, with no signs of others 
joining him.  

On the 12
th
 of December, climate change talks in Paris resulted in the “Paris 

Agreement” which sees 195 nations attempting to cut greenhouse gas emissions 
to a point that will prevent global average temperatures rising by 2°C above pre-
industrial levels. Countries will be required to individually determine their 
contributions to limiting warming to several degrees through emission targets, with 
the contributions being reported and reviewed every five years. Crucially however, 
the contributions are not legally binding. The other major initiative came in the form 
of developed nations pledging to give more than $100 billion per year in public and 
private financing by 2020 to developing nations in order to encourage the uptake of 
clean energy and facilitate adaptation to climate change. 

And just as you thought the year was done… 

In the same month, in yet another twist in the Chinese story, a continuing 
depreciation of the CNY blew oxygen on the embers remaining from August’s 
anxiety, and finally prompted comment from the central bank seeking to clarify 
the exchange rate policy position on the 11

th
 of December. The PBoC highlighted 

a newly published trade weighted index as a more appropriate reference for the 
market than the bilateral USDCNY rate, reinforcing our expectations for a gradual 
depreciation.  
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Elsewhere in EM, Brazil’s year reached its inevitable denouement. The country 
has suffered a deteriorating fiscal position as the its recession has deepened as 
well as political paralysis engendered by the ongoing ‘Car Wash’ scandal. 
Expectations for a downgrade built throughout the year and on the 16

th
 of 

December the country was stripped of its investment grade status by Fitch. 
Having already been slashed to junk by S&P, this saw Brazil slip into the lower 
tier of EM debt and prompted a spike in the USD denominated bond yield. To 
round off a disastrous year, Finance Minister Levy resigned, to be replaced with 
the more left leaning Barbosa. 

Just as the year was drawing to a close, the Spanish election on 20
th
 of 

December surprised observers as the results showed no obvious politically 
acceptable majority coalition combination. Fresh elections in 2016 are certainly 
another possibility, but are unlikely before the start of the second quarter.  

Cross-asset performance comparison 

Looking across the major asset classes, the only two to yield a positive absolute 
return were bonds and cash (chart 4). US 10-year Treasury bonds generated a 
total return of 0.9% – less than the 2.15% yield to maturity that was on offer at 
the start of the year, highlighting the downside risk to capital in bond investing.  

The MSCI World equity index achieved reasonable single digit returns through 
the first half of the year, but performance collapsed in the summer after fears of a 
China hard landing escalated. Global equities ended 2015 in negative territory 
(-0.3%). 

Chart 4: 2015 Cross-asset performance (USD) 

 
Source: Thomson Datastream, Schroders Economics Group. 4 January 2016. 

The worst performing broad asset class, for the third consecutive year, was 
commodities. The Dow Jones/UBS commodity index returned -32.9%, largely 
driven by falls in energy prices, but in particular oil, which as measured by Brent 
Crude has fall by 34.5% since the start of the year, and 67% since the start of 
2014. Over supply and a lack of reaction from producers to falling prices pushed 
oil prices even lower. Meanwhile, gold ended the year down 10.4% and is the 
second worst performer. Rising interest rates have started to put gold under 
pressure, especially as there is little need for inflation hedging at present.  

Both global investment grade bonds and high yield bonds ended the year in the 
middle of the pack, returning -4.6% and -4.2% respectively. Oddly, both 
underperformed both government bonds and equities, suggesting a lack of 
liquidity in those markets may have encouraged investors to reduce holdings. US 
high yield bonds had a very difficult year in 2015 as shale oil/gas producers 
feature heavily in the asset class. Concerns over the solvency of shale producers 
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as oil prices fell lower prompted investors to price in a higher default rate. Note, 
the high yield index we use is a global index, and so is impacted less than a US 
index. 

Finally a special mention for UK commercial property which had another strong 
year, generating a return of 12.5% in local currency terms (8.6% in USD) up to 
the end of November (using the MSCI IPD UK all property index). The global 
search of yield has continued to drive capital valuations in alternative asset 
classes such as commercial property. 

Comparing equity market performances 

Despite the negative performance from the broad global MSCI World index, there 
were a few indices which provided strong returns (chart 5). The Italian FTSE MIB 
index was the best performing major market in local currency terms, returning 
15.8%. However, when translated into US dollars, the return was down to +5.6%, 
and behind the Japanese Nikkei 225 which returned 10.7%. Those investors that 
picked the Japanese index and did not hedge the currency exposure performed 
best. 

Chart 5: Equity markets performance 

 

Source: Thomson Datastream, Eurostat, Schroders. 4 January 2016. 

The Spanish IBEX35 was the worst major developed market index, 
returning -3.5% in euros, but -13.8% in USD. The banks within the index caused 
most of the underperformance as investors applied a discount against the risk 
that they might be forced to raise additional capital by regulators. More recently, 
the general election results caused yet another sell-off as investors took fright 
from the uncertain political outlook for 2016. 

The worst performing major equity index was the MSCI Emerging Markets index 
with a loss of 14.6% in USD. EM investors have been nervously living in the 
shadow of the Fed, and have had to contend with an array of China concerns, 
commodity collapses and political uncertainty. These problems have weighed 
more heavily on some markets than others, as Latin America’s experience would 
attest (chart 6). That region’s reliance on commodities has seen dollar returns 
suffer on two fronts, as corporate earnings slumped and the currencies 
depreciated sharply. Within the region, performance was worst in oil-reliant 
Colombia, where the market was down 25%. However, while commodity 
importers in Asia and Europe outperformed Latin America, absolute returns were 
still negative for the year, pointing to broader problems than those afflicting the 
commodity axis. 
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Charts 6 and 7: A bad year for EM equity masks regional differences (USD) 

 

Source: Thomson Datastream, Schroders Economics Group. 6 January 2016. 

Despite its obvious commodity exposure, Russia’s domestic MICEX equity 
market has actually been one of the best performers in 2015, delivering around 
23% in dollar terms. Much of this stems from the favourable entry point, with 
2015 following the particularly sharp end-2014 adjustment in oil. It certainly does 
not reflect a strong economic performance in Russia this year, where a deep 
recession has taken hold. 

One drag on performance was China, though for the first half of the year it was 
one of the strongest performing markets. The rally which began at the end of 
2014 on the back of the Hong Kong Shanghai Connect found new legs in March 
as expectations of stimulus built and the government first implicitly and then 
explicitly endorsed the boom in equities. Convinced of government support for 
the market, investors piled in, with the index 60% higher by June than at the start 
of the year. However, there had been signs of trouble on the way up, with the 
regulator clamping down on margin financing and other practices only to back off 
as it sparked a selloff. It was one such intervention which finally popped the 
bubble, causing a sharp correction which proved deaf to blandishments from the 
regulator and government. At this time it seemed the world suddenly became 
aware that China was slowing, with investors looking at the Chinese market and 
(incorrectly) seeing in the slump a portent of economic collapse, and their panic 
transmitting the sell-off to global equity markets. 

Chart 8: China’s equity market rally and slump 

 
Source: Thomson Datastream, Schroders Economics Group. 6 January 2016. 
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Comparing currency market performances 

The divergence in global monetary policy helped the US dollar have another 
strong year against its main trading partners (+8.3%). The main beneficiary was 
the euro (-7.3%), following the introduction of QE and a negative deposit rate by 
the ECB. Meanwhile, trade weighted sterling was sandwiched between the two, 
but rose on a trade weight basis (+3.8%) thanks to hawkish sentiment from the 
Bank of England. 

Charts 9 and 10: Currency performance in developed markets 

 
Source: Bank of England, Schroders Economics Group. 4 January 2016. 

Elsewhere, a less aggressive Bank of Japan and a lack of safe haven assets 
helped the trade weighted yen to appreciate 4.1% over the year, partially 
revering the depreciation seen in 2014. On the commodities front, both the 
Australian and Canadian dollars depreciated to reflect the weakness in their main 
export markets (-6.5% and -14.9%), with the Canadian dollar falling to its lowest 
level against the USD since 2003. 

Lastly in developed market currencies, the biggest shock of the year was the 
22% appreciation in the trade weighted Swiss franc (CHF) over just two days in 
January after the Swiss National Bank announced it would stop its currency 
interventions to weaken the CHF. Since the initial shock, the CHF has fallen 
back, ending the year up 8.7%. 

In emerging markets, one of the main stories in 2015 was China’s devaluation in 
August. Though only a small adjustment (around 3%), and according to the 
authorities only reflecting a more “market oriented” determination of the currency, 
this change served to prompt fears that China was on the brink of a much larger 
devaluation and for many confirmed the view that the country was headed for a 
hard landing. Ultimately, these fears proved unfounded, and we saw something 
like stability return to markets, though in China’s case this was at least in part 
because of heavy restrictions on further selling. SDR inclusion did little to bolster 
the yuan, and renewed weakness has in fact been visible since the 
announcement. The recent announcement that the PBoC sees a trade weighted 
basket as a more appropriate reference point than the dollar suggests this will 
continue. 
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A flurry of 
announcements 
on the RMB 
helped unsettle 
markets 

Chart 11: China’s currency regime has been under increasing scrutiny 

 
Source: Thomson Datastream, Schroders Economics Group. 6 January 2016. 

Beyond China, collapsing commodity prices dealt a blow to commodity producers 
in Latin America and elsewhere, as reflected in asset prices. Currencies are 
perhaps the cleanest way to see the impact, and as charts 12 and 13 show, a 
number of emerging market economies see their fortunes closely entwined with 
commodities. The weakness in oil has taken a particularly heavy toll on the 
Russian ruble (though returns have held up thanks to high carry), but has also 
acted as a drag on oil exporting economies in Asia and Latin America. 
Meanwhile, the ongoing softness in metals prices has created significant 
headwinds for exporters like Brazil and South Africa. 

Charts 12 and 13: Commodity turmoil has hit EM FX 

 

Source: Thomson Datastream, Bloomberg, Schroders Economics Group. 6 January 2016. Currencies shown in total 
returns. 

Comparing EM debt market performances 

In emerging market dollar denominated debt, the year was a painful one for 
Brazil, with yields climbing around 280 bps. This was driven by a mix of 
economics and politics, with a deteriorating fiscal position as the country’s 
recession deepened on one hand, and political paralysis engendered by the 
ongoing ‘Car Wash’ scandal on the other. December’s downgrade to junk status 
prompted a spike in the USD denominated bond yield. The resignation of 
Finance Minister Levy only worsened the outlook. 

Likely headed in the same direction as Brazil is South Africa, which is also 
battling a commodity related economic slowdown and worsening fiscal picture, 
and which is also capable of some spectacular own goals. Yields jumped 
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dramatically in December on the initially unexplained sacking of the finance 
minister and replacement by an inexperienced and unfamiliar name. Though the 
reaction forced his replacement by a more respected name days later, the 
damage was done and yields only partially recovered. A 2016 downgrade is now 
widely expected. 

Chart 14: Political risks contribute to EM debt underperformance (USD) 

 
Source: Thomson Datastream, Schroders Economics Group. 6 January 2016. 

Lessons from 2015 

Having reviewed events and the performance of markets over the year, we have 
found a few lessons worth considering for 2016: 

– Oil producers more resilient than previously feared. Should not all shale 

producers be bust by now? Why has supply not collapsed yet? It turns out that 

running costs were lower than thought helped by higher productivity. Oil prices 

can stay low for a very, very long time.  

– Greece can check out, but can never leave. Despite all of the political 

upheaval, change in government, referendum, Greece was forced to take the 

deal it was initially offered. The government backed down once truly faced by 

Grexit. The UK should take note.  

– Rumours of Chinese market reforms are greatly exaggerated. 2015 was an 

extraordinary year of Chinese government intervention in markets, the currency 

and the macro economy. Although they would claim they are making progress 

towards liberalising markets, their actions suggest otherwise.  

– Even Super Mario Draghi has his limits. Despite making history by introducing 

QE from the ECB, investors will end 2015 cursing the ECB president for not 

meeting their heightened expectations of additional monetary easing. A closer 

inspection of data would have showed less of a need for more stimulus, but why 

should logic trump animal spirits? 

– US interest rates can rise without a markets apocalypse. Janet Yellen 

showed that with consistent and clear forward guidance, the Fed could raise 

interest rates without causing mayhem. Indeed, her positive message triggered a 

significant rally in risk assets, albeit temporarily. 
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As detailed in the review section, 2015 saw a year of very modest performance 
by risk assets with cyclically sensitive markets such as emerging equities and 
commodities falling significantly in value. The rise in the US dollar had a major 
influence on returns. In this section we look at three key questions for the year 
ahead.  

What will be the effect of the US interest rate rise on global markets? 

The long awaited interest rate increase from the US Federal Reserve (Fed) was 
initially well received by the markets as it was well telegraphed and so did not 
come as a surprise to anyone. Comments from Fed chair Janet Yellen which 
followed the move emphasized the improvement in the US economy which also 
helped market sentiment.  

Going forward though as interest rates rise further we may see more impact on 
markets. As our research note (see page 25) makes clear, US equities have 
tended to rise alongside interest rates in previous cycles, however this is entirely 
driven by corporate earnings growth. Equities tend to de-rate (i.e. the price-
earnings ratio - PE - falls) during Fed tightening cycles so any capital gain has to 
be driven by earnings.  

We are relatively cautious in this respect as the outlook for growth and earnings 
remains lacklustre. Our top down model predicts US economic profits growth of 
just 3% y/y in 2016, a reflection of sluggish nominal GDP growth (4%) and the 
high level of the profit share/margins, which are likely to be pressurised by a 
tightening labour market and lack of pricing power. Dollar strength will also 
continue to weigh on profits.  

For the quoted sector, earnings per share (EPS) growth is likely to be slightly 
higher than the economic measure reflecting the effect of buy-backs and a 
better year for energy companies. We expect 5% growth in operating EPS and 
6% for reported earnings on the large cap S&P500. However, this may be in 
jeopardy if oil prices fall further, or the dollar appreciates by more than expected.  

The problem for the US equity market is that this tightening cycle is coming 
relatively late as the Fed has delayed raising rates for longer than normal. 
Consequently the scope for significant profit gains is behind us, thus leaving the 
market vulnerable to a downward re-rating. The importance of re-rating in driving 
returns since 2012 can be seen from chart 15a, whilst 15b shows the PE is now 
in the upper quartile of its 10 year range.  

Charts 15a and 15b: Drivers of market performance

 
Source: Thomson Datastream, Schroder Economics Group, 4 January 2016. 

It is possible that any de-rating of the US equity market will be limited. De-rating 
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up bond yields sharply in the US. Although the level of unemployment is low in 
the US and wages are expected to accelerate, global deflationary pressures 
remain strong. For example, there is considerable excess capacity outside the 
US, particularly in China, and along with the strong US dollar this means that 
any rise in inflation in 2016 is likely to be contained. This would suggest that we 
see a modest pick up in US Treasury yields in 2016, concentrated at the shorter 
end of the market such that the yield curve flattens as the Fed tightens. 
Nonetheless, unless we see a major boost to EPS, US equities are likely to 
struggle and this influences our overall neutral view on equity.  

Given the pressures facing the US, this perspective means that investors should 
look to equity markets with better earnings prospects for returns. At this point, 
Europe and Japan are best placed to deliver higher EPS as the economic cycle 
is at an earlier stage and central banks are still focussed on keeping monetary 
policy loose and supporting growth. European companies in particular are 
getting the benefit of a cheaper currency. For Japan, the yen remains 
competitive, but has appreciated recently following comments from PM Abe that 
“Japan is no longer in a deflationary period”. Increased risk aversion stemming 
from volatility in China has also led to capital inflows into the yen. 

Before looking at the prospects for emerging markets we turn to the outlook for 
the dollar. 

Will the dollar continue to rise? 

After the gain this year there is a temptation to take profits. There is some 
evidence that the dollar peaks once the Fed begins to tighten policy, a “buy the 
rumour sell the fact” story. Going back to past Fed tightening cycles we found 
that the trade-weighted dollar was on average weaker three and twelve months 
after the first rate rise. Weakness tended to be concentrated in the first few 
months after tightening (see research note below). 

However, this is a small sample (only 8 cycles) and in half the cases the dollar 
was stronger after a year. Moreover, this time appears to be different: it is early 
days, but so far the dollar has firmed since the Fed raised rates. Our central 
view remains that the currency will be supported by the interest rate differential 
in favour of the US, particularly against the euro (see chart 16).  

Chart 16: Rate differentials support USD vs. the euro 

 

Source: Thomson Datastream, Schroder Economics Group, 5 January 2016. 

The added factor which is likely to support the dollar in 2016 is the potential for a 
new currency arrangement in China. Whilst there has been no official 
announcement of a move away from tracking the US dollar, the People’s Bank 
of China (PBoC) published a paper on 11 December highlighting the merits of 
an effective exchange rate, a basket of currencies against the renminbi (RMB) 
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conditions”. Such a move goes alongside the process of inclusion of the 
Chinese currency in the IMF’s Special Drawing Rights basket, and the PBoC’s 
stated desire to move the currency towards a floating arrangement over the 
medium term.  

Should the yuan (CNY) start tracking a trade-weighted basket, then dollar 
strength against the majors such as the EUR or JPY will be magnified by 
appreciation against the CNY. Recent moves suggest this may have already 
begun with the CNY weakening against the USD following a pick-up in the 
effective exchange rate in November (chart 17).  

Chart 17: China: tracking the dollar, or the trade-weighted exchange rate? 

 

Source: Thomson Datastream, Schroder Economics Group, 6 January 2016. 

Whilst the PBoC has highlighted supports for the currency such as the relative 
strength of growth, high productivity and other fundamentals, the drop in foreign 
exchange reserves over the past year indicates that these factors are being 
outweighed by capital outflows at present (chart 18). Consequently, the near 
term path for the CNY is likely to be lower.  

Chart 18: Falling reserves indicate downward pressure on CNY 

 

Source: Thomson Datastream, Schroder Economics Group, 6 January 2016 

 

There are two potential consequences; 

First, as mentioned above, there will be an intensification of deflationary 
pressure in the rest of the world as a result of greater competition from China. 
This reinforces our view that inflation will not be a problem for the developed 
economies in 2016 and that there will be further losses in industries which 
compete directly against China. Such a development would also suppress 
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Dollar strength and 
EM 
underperformance: 
is the relationship 
changing?  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

interest rates and support bond markets. 

Second, and more worryingly, markets could well interpret these moves as a 
sign that China has joined the currency wars. Arguably this would be the natural 
completion of a cycle that began in the US, moved to Japan and then the 
Eurozone as each central bank embarked on a programme of QE and devalued 
its currency.  

Now it would seem that China is catching up. However, such a move can also 
be seen as symptomatic of a weak global growth environment where countries 
have to debase their currencies in order to gain a higher market share. 
Unfortunately, the overall pie is barely growing. This does not bode well for risk 
assets and, as in August last year, markets are currently seeing the CNY 
weakness as a source of volatility. This brings us to our final question. 

Is it time to buy emerging market equity? 
 

As mentioned above, the underperformance of emerging markets and other 
assets linked to growth in the world economy was a key feature of 2015 and 
investors are now asking if these markets have the potential for “pent-up” 
returns. For example, the emerging markets are trading in the lower quartile of 
their PE range in contrast to the US and Europe (ex UK). 

At first glance it would seem that we already have the answer to this question: if 
the USD is to remain strong, or even strengthen further in the near term, then 
emerging markets and commodity prices are likely to continue to struggle. 
Analysts often highlight the link from the dollar to emerging markets 
performance versus developed markets, such that a strong dollar is associated 
with emerging market underperformance (chart 19).  

Chart 19: Emerging versus developed markets and the US dollar 

 

Source: Thomson Datastream, Schroder Economics Group, 6 January 2016 

However that may not be the end of the story. There are two key links from 
dollar strength to emerging market underperformance.  

The first is commodity prices: a stronger dollar pushes down commodity prices 
and hence hits the energy and mining firms which have a significant weight in 
the emerging market equity index. Even after the recent sell off, it is possible 
that we now see a wave of defaults or distressed asset sales as producers 
recognise that prices will be lower for longer (as in our EM default scenario). 
Nonetheless, we also have to recognise that commodity prices have already 
moved a considerable distance and that the supply side response albeit slow, in 
terms of cut backs to investment in the sector, is in train.  

The second is through monetary arrangements. When the dollar rises, countries 
which link their currencies to the US unit are required to tighten monetary policy 
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either through intervention in the foreign exchange market, or by raising interest 
rates. Such a tightening then has an adverse effect on liquidity and growth thus 
hitting the equity market. However, if economies like China are now loosening 
their links to the dollar there should not be the same adverse tightening effects.  

So is the link from a strong dollar to weaker emerging market equities 
weakening? The argument on currency pegs can cut both ways: those without 
strong links to the dollar suffered considerably during the recent crisis and still 
had to tighten as they tried to stem the impact of a weaker currency on inflation. 
This was the experience of the “fragile five” during the taper tantrum of 2013 for 
example.  

So at this stage dollar strength is still seen as a negative for emerging markets 
and investors will want to see a pick-up in global activity in industrial output and 
exports before going back into the cyclical trade. At present there is little 
evidence of this with macro indicators such as the Purchasing Manager Indices, 
export orders, and global trade remaining in the doldrums.  

However, we are not predicting a recession in 2016 and there will be selective 
pockets of strength in emerging economies which can benefit from a more 
competitive exchange rate and ongoing growth in global consumer spending. In 
regional terms we would see EM Europe as best placed whilst Latin America still 
faces significant challenges.  

Summary 

Clearly we have not addressed all the questions for 2016, but the prospect of 
Fed tightening poses a key challenge for a US equity market which is late in the 
earnings cycle. The Fed will not move aggressively given the inflation backdrop, 
but earnings growth will be key to market gains. Meanwhile, the dollar is likely to 
gain support from higher US interest rates and the shift which we believe is 
taking place in Chinese exchange rate policy. This may deter investors from 
emerging markets who will wait for greater evidence of a cyclical upswing, but 
the impact of the USD may now be less than in previous cycles creating 
selective opportunities in the asset class.  

 

Keith Wade, 8 January 2016 
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Research note: The Federal Reserve finally hikes but 
will history repeat itself?  
 
The Federal 
Reserve signals 
the start of a 
hiking cycle 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Interest rates 
are forecast to 
rise to a lower 
terminal level 
than the 
average cycle 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Seven years after the Federal Reserve (Fed) cut interest rates close to zero the 
Federal funds rate has been increased, signalling the start of a new hiking 
cycle. Investors now ask what implications this will have for markets over the 
next year. In this paper we take a look through history at previous Fed hiking 
cycles, analysing the impact initial interest rate increases had on asset prices. 
One area of key focus is the S&P 500, both in understanding how the market 
previously reacted but also why it moved in this manner. While history is not 
guaranteed to repeat itself, it provides a useful step in framing the situation 
at hand. 

In our dataset, we look at the last thirteen hiking cycles, the first in 1955 until 
the most recent cycle in 2004. Table 3 below sets out the hiking periods, with 
the size of interest rate adjustment noted in the last column. Clearly through 
history the size and length of time taken for the moves to be made has been 
varied, with the 1977–80 cycle seeing an 11.75 percentage point (ppt) increase 
in the Fed Funds rate compared to the 1986–87 cycle which saw rates move by 
an amount less than 1.5ppts. Looking at the December Statement of Economic 
Projections, the FOMC projects the longer run nominal interest rate to be 
3.50%. If we take this to be the Fed Funds cycle-end rate, which is 
questionable given many professional forecasters see downside risks to this 
figure (including ourselves with a 2.00% peak Fed funds forecast), it would 
represent one of the lowest cycle-end level of rates seen in recent times. 
Moreover, the increase this cycle would be 3.25%. This is below the average 
rate change noted in Table 3 and according to FOMC forecasts would be 
spread over at least the next 36 months. In simple terms, rates this cycle are 
expected to rise slower, by a smaller amount and to a lower terminal rate than 
the average cycle.  

Table 3: Hiking cycles and Federal Funds rate 

Cycle dates Federal funds rate adjustment 

First hike in 
cycle 

Last hike in 
cycle 

Cycle length 
(months) 

Pre-cycle 
rates level 

(%) 

Cycle-end 
level of rates 

(%) 

Total rate 
increase in 
cycle (%) 

Jun-55 Sep-57 27 1.5 3.5 2 

Aug-58 Oct-59 14 0.75 4 3.25 

Aug-63 Aug-66 36 3 5.5 2.5 

Dec-68 Jun-69 18 5.75 9 3.25 

Mar-72 Apr-74 25 4 11 7 

Aug-77 Mar-80 31 4.75 16.5 11.75 

Oct-80 Dec-80 2 11 17.5 6.5 

May-83 Aug-84 15 8.75 11.5 2.75 

Dec-86 Sep-87 9 5.88 7.25 1.37 

Mar-88 Feb-89 11 6.5 9.75 3.25 

Feb-94 Feb-95 12 3 6 3 

Jun-99 May-00 11 4.75 6.5 1.75 

Jun-04 Jun-06 24 1 5.25 4.25 

Dec-15 
  

0.25 

  Average length 18 Average rate change 4.05 

Source: Thomson Datastream, Federal Reserve, Robert Shiller, Schroders Economics Group, updated 24/11/2015, 
monthly data since 1953. 

Asset class performance: 

We start with the S&P 500, looking at price performance 24 months before and 
after the first Fed hike in the cycle. We index the performance of the S&P 500 
to 100 at the date of the first hike and examine this across the thirteen cycles 
noted above. Standard deviation bands are used to show how varied the 
results are across the sample, with the results shown in chart 20. The results 



Schroders Global Market Perspective 

 

26 

 
 
 
S&P500 a solid 
performer when 
the economy 
stays strong 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
These price 
gains are given 
by a better 
earnings picture 
while PEs de-
rate 
 
 
 
 
 
 

are very clear; the S&P 500 exhibits positive performance on both a 12 month 
and 24 month horizon following the first rate hike.  

Charts 20 and 21: A Christmas gift to last for the S&P 500? Only when the 
economy stays strong following the move  

 
Source: Thomson Datastream, Federal Reserve, Robert Shiller, Schroders Economics Group, updated 15/12/2015, 
monthly data since 1953. 

Intuitively this result makes sense. Hiking cycles have generally been 
associated with stronger domestic growth and robust earnings in the corporate 
sector. The central bank has deemed the domestic economy strong enough for 
a hike to occur, with the market interpreting it positively. We should note a slight 
caveat to this though, with chart 21 providing the evidence. For positive returns 
to occur, the length of time until the next recession needs to be sufficient. 
Eleven hiking cycles have seen the first recession occur 20 months or more 
after the first hike, with on average these cycles seeing the S&P 500 advance. 
In the case where a recession came in under 20 months, negative performance 
was the result. In fact, in the 4 cycles where real GDP growth y/y has been 
weakest 24 months following the first hike, the S&P 500 has seen the worst 
returns out of the sample investigated

1
. How growth responds to the change in 

monetary conditions will therefore be key.  

However, it is important to understand what these price gains have been 
caused by. The answer is earnings. In fact, price-earnings (PE) ratios have on 
average actually been a drag on performance, with chart 23 showing the PE 
ratio falling on both a 12 and 24 month basis following the first move by the 
Fed.  

Charts 22 and 23: Earnings a boost while PE acts as a drag  

 
Source: Thomson Datastream, Federal Reserve, Robert Shiller, Schroders Economics Group, updated 15/12/2015, 
monthly data since 1953. 
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Treasury yields 
historically rise 
following interest 
rate hikes 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Profit margins 
are already high 
by historical 
comparison 
 
 
 
 
 
 

This is consistent with an improving economic backdrop boosting earnings, 
while the Fed tightens financial conditions leading to a fall in equity valuations.  

Trailing PE ratios are driven by a combination of the pay-out ratio, the market 
earnings growth rate and the applicable discount rate. As the pay-out ratio and 
growth rate increase, the PE ratio increases. However, as the discount rate 
increases, the PE ratio falls. If we use the 10 year treasury as a proxy for the 
discount rate implied in the price of US equities, some of the PE de-rating may 
be explained. In chart 24 we index US treasury yields at the date of lift-off to 
100, with a move to 110 illustrating an increase in yields (from 2% to 2.2% for 
example) and therefore a fall in bond prices. Although on average treasuries 
rallied up until the -4m mark, the sell-off in the immediate lead up and following 
time ‘0’ is fairly marked. Treasuries appear to be very sensitive to the first hike 
in the cycle, with impending central bank action prompting investors to exit the 
long duration trade.  

Chart 24: Treasury yields rise in hiking cycles   

 
Source: Thomson Datastream, Federal Reserve, Robert Shiller, Schroders Economics Group, updated 15/12/2015, 
monthly data since 1953. 

Although a higher treasury yield means borrowing is more expensive, it is also 
symptomatic of a stronger underlying economy as growth is assumed to be 
able to withstand higher rates. This is encapsulated to an extent in the earnings 
improvement, with corporates typically performing very well post Fed hiking. 
We should note though that if we look at the PE ratio as a proxy for market 
growth expectations, and earnings come through exactly as the PE ratio 
indicates, one should expect a straight transfer from the PE to the earnings 
component. By this logic, a natural de-rating may occur if earnings growth is 
deemed to have peaked in line with expectations. 

However, if we expect the PE to de-rate following lift-off due to tighter financial 
conditions, the question is then whether earnings have the capacity to improve 
to cover this underperformance. As shown in chart 25 below, corporate 
earnings as a % of nominal GDP are currently at elevated levels compared to 
history, having reached new peaks in recent times. Net profit margins are fairly 
high also.  

The shaded regions in charts 25 and 26 indicate past hiking cycles, with the 
main observation being that the profit share tends to rise as the economy 
progresses through the hiking cycle, normally peaking fairly late. However, one 
may suggest current levels have already peaked, with earnings as a share of 
nominal GDP close to 1ppt lower than was the case last year. The case for a 
further improvement in earnings may therefore not be as strong as in past 
hiking cycles, especially with an increase in wages still expected to come 
through. On our forecast, if profits as a share of nominal GDP and margins  
stabilise at current levels, nominal earnings should rise as the economy grows 
(see strategy note above). Although not as robust as in past cycles, such a 
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Is the dollar 
peaking? Buy 
the rumour sell 
the fact? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

scenario would represent a pick-up that may help ameliorate a de-rating 
backdrop.  

Charts 25 and 26: Corporate profits and margins at elevated levels 

 
Source: Thomson Datastream, Bloomberg, Schroders Economics Group, updated 24/11/2015, quarterly data since 
1950 and annual data since 1996. 

Many commentators have noted the path of the US dollar as a hindrance to not 
only the US manufacturing sector, but also external economies such as the 
emerging markets. What effect have hiking cycles had on the USD? 

Chart 27: Trade weighted US dollar initially underperforms following first 
hikes  

 
Source: Thomson Datastream, Schroders Economics Group, updated 15/12/2015, monthly data since 1975. 

On a 3 and 6 month basis following the start of a hiking cycle, the trade 
weighted US dollar has averaged performance of -1.2% and -2.8% 
respectively. If we move further along through time, the dollar does begin to 
strengthen, seeing positive performance on average 18 months after the first 
move by the Fed. However, these returns further out seem to be more varied 
as shown by the standard deviation lines, with only four out of the eight cycles 
since 1975 seeing dollar strength in the +18m period. This is compared to six 
cycles seeing negative dollar performance in the +3m period. A slight caveat to 
this is that the sample size is fairly small. Additionally, each cycle occurred 
under a different set of economic conditions, meaning a single explanation that 
fits all cases may be difficult to find. Instead, it is likely to be a combination of 
factors, which include (but are not limited to): a slower hiking cycle than 
anticipated, a closing of expected relative interest rates and the ‘buy the rumour 
sell the fact’ trade playing through.  
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However, in the past with the US hiking, other major central banks such as in 
Europe have not been far behind. At the moment conditions in the world seem 
slightly different. As shown in chart 27, this cycle the trade weighted USD has 
been on a steady upward path over the last 24 months, compared to the norm 
of slight depreciation in the Fed rate hike run-up. Although Europe and the US 
have diverged in cycles before, never has unconventional monetary policy been 
tested to such limits against a setting of the US raising rates. This gives rise to 
the currency carry trade, which is where investors have undoubtedly parked 
cash in higher interest earning US assets over the low (if not negative) rate 
areas of Europe (see the Strategy note above for more on the outlook for the 
dollar post the Fed rate hike).   

Conclusion 

The Fed rate hike poses important questions for asset prices. With the current 
earnings level already very high compared to previous cycles, questions will 
surely be asked about how far they can improve going forward. If they do 
weaken with margins constrained by high wage costs, we could be in an 
environment that sees both the S&P 500 and US treasuries underperform. The 
correlation between bonds and equities that troubles asset allocators may 
continue, with portfolio hedging being left more to opportunistic option 
purchases where timing is key.  

What is integral to any asset is the current value attached to it by an investor. 
US treasuries, and therefore equity markets, will be priced to some extent 
based on current expectations of what the Fed will deliver in the coming years. 
This will be determined itself by a combination of the growth and inflationary 
mix that is seen. With the Fed expected to tighten less aggressively than was 
the case in past cycles, financial conditions may be contained to an extent. 
Although this could potentially limit PE de-rating, it may not protect earnings 
from the headwinds that are still to come, warranting a more cautious outlook 
on the S&P500.  

 

Harvinder Gill 

Economist and Strategist, 16 December 2015 
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Market Returns 
  Total returns Currency December Q4 YTD 

Equity 

US S&P 500 USD -1.6 7.0 1.4 

UK FTSE 100 GBP -1.7 3.7 -1.3 

EURO STOXX 50 EUR -6.7 5.8 7.3 

German DAX EUR -5.6 11.2 9.6 

Spain IBEX EUR -7.8 0.9 -3.5 

Italy FTSE MIB EUR -5.7 0.8 15.8 

Japan TOPIX JPY -1.9 9.8 12.1 

Australia S&P/ASX 200 AUD 2.7 6.5 2.6 

HK HANG SENG HKD -0.4 5.4 -3.9 

EM equity 

MSCI EM LOCAL -1.0 1.6 -5.4 

MSCI China CNY -1.3 4.0 -7.7 

MSCI Russia RUB -2.6 4.7 22.9 

MSCI India INR 1.7 -0.1 -1.6 

MSCI Brazil BRL -4.1 -3.8 -12.5 

Governments 
(10-year) 

US Treasuries USD -0.3 -1.5 0.9 

UK Gilts GBP -1.0 -1.3 0.8 

German Bunds EUR -1.4 -0.3 0.2 

Japan JGBs JPY 0.5 1.0 1.8 

Australia bonds AUD 0.2 -1.2 2.2 

Canada bonds CAD 1.7 0.8 5.7 

Commodity 

GSCI Commodity USD -8.6 -16.6 -32.9 

GSCI Precious metals USD -0.6 -5.0 -11.1 

GSCI Industrial metals USD 3.3 -6.6 -24.5 

GSCI Agriculture USD -1.2 -3.6 -16.9 

GSCI Energy USD -15.3 -24.9 -41.5 

Oil (Brent) USD -19.1 -24.9 -36.1 

Gold USD -0.1 -4.7 -10.4 

Credit 

Bank of America/Merrill Lynch US 
high yield master 

USD -2.6 -2.2 -4.6 

Bank of America/Merrill Lynch US 
corporate master 

USD -0.9 -0.6 -0.6 

EMD 

JP Morgan Global EMBI USD -1.5 1.5 1.2 

JP Morgan EMBI+ USD -1.3 1.8 1.8 

JP Morgan ELMI+ LOCAL 0.4 1.3 5.0 

Currencies 

EUR/USD   2.7 -3.0 -10.6 

EUR/JPY   0.4 -2.5 -9.8 

JPY/USD   2.3 -0.5 -0.9 

GBP/USD   -2.1 -2.6 -5.3 

AUD/USD   1.0 4.3 -9.0 

CAD/USD   -3.4 -3.8 -15.7 

Source: Thomson Datastream, Bloomberg, 31 December 2015.  

Note: Blue to red shading represents highest to lowest performance in each time period. 
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