
The euro area emerged from recession, adding to confidence in the recovery in the developed world. 
This pushed government bond yields higher, with the yield on a US 10-year treasury bond hitting the 
highest level since July 2011. Downward pressure on emerging market currencies resumed, with the 
Indian Rupee hitting new lows against the US dollar. Commodity prices have drifted higher, with the 
political crisis in Egypt helping to push the oil price higher.
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The price of Brent oil has returned to its  
one-year average while the price of West 
Texas intermediate, the benchmark price in 
the US market, has hit a new high for the year. 
Events in Egypt are significant since the Suez 
Canal remains the key shipping lane for crude 
bound for Europe and the US. However, for 
now there has been no disruption to the flow 
of crude through the country. 

More significant are events in Iraq, Nigeria  
and Iran, all major producing nations. Tensions 
in Iraq are on the rise, with civilian casualties  
at their highest point since the US invasion.  
In Nigeria, militant groups have recently 
announced they are restarting their campaign 
against oil companies, leading several major 
producers to suspend their onshore 
production. Offsetting these concerns, 

tensions between the West and Iran have 
eased following the Iranian election and this 
could bring significant supply back on to  
the market. There is a lack of excess supply, 
which means that the oil price should be 
supported at these higher prices. However, 
global demand does not look sufficiently 
strong to bring about the sort of spike in price 
that would threaten our growth forecasts.

A September to remember?

Hedge fund managers are a secretive bunch. 
However, a recent meeting with a seasoned 
macro trader revealed one insight into his 
approach. He has concluded that over his 
career he has rarely made money over the 
months of June, July and August. So he 
trades as little as he can get away with over 

Source: Bloomberg. Past performance is not a guide to future performance.
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•  After a relatively quiet summer, 
September brings a number  
of events with the potential to  
impact markets.

•  The talk of reining back quantitative 
easing in the US back in May pushed 
bond yields higher and hit all 
markets. We set out our expectations 
for US monetary policy and what  
this might mean for investors.

•  High quality companies offering  
a predictable yield have performed 
well, but companies more exposed  
to the economic cycle now look  
more attractive.
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these summer months. If your competitive 
advantage is being correctly positioned for 
policy change, you need the policy makers  
at their desks and not on the beach. Macro 
traders and asset allocators have indeed 
enjoyed a quiet few months, unless they 
happened to be based in Cairo, but life is 
about to get more interesting. The next few 
months will see a series of events with at  
least the potential to move markets.

September is expected to see Angela Merkel 
returned as German Chancellor, but seeking  
a new coalition partner. The polls are pointing 
towards a grand coalition between Merkel’s 
CDU/CSU partnership and the more left 
leaning SPD party. The SPD policies are  
seen as more supportive of the stressed 
peripheral nations. They would like to see  
the private sector taking more of the burden  
of restructuring, which, if they get their way, 
could be negative for the banking sector. 

However, the real concern amongst market 
participants is that the calm in peripheral debt 
markets is due to the authorities avoiding all 
contentious issues until the elections are out 
of the way. When the debate resumes, the 
rolling crisis may re-emerge. Still, from a 
fundamental perspective, the fact that the 
euro area has emerging out of recession is  
a significant positive. Ultimately economic 
growth is the key ingredient for solving the 
regions debt problems.

The US President is expected to propose a 
candidate to replace Ben Bernanke as head  
of the US Federal Reserve in the autumn.  
The short-list appears to be Janet Yellan,  
the current vice chair, and Larry Summers, 
who served as secretary to the Treasury under 
Bill Clinton. Yellen would ensure status quo,  
so the appointment of Summers could upset 
markets as he would represent more of an 
unknown quantity. However, in reality their 
policies and credentials are very close.

The US authorities will also need to reach  
a series of compromises over the budget  
and the debt ceiling. This is becoming a very 
familiar tale and it is likely that the country’s 
rulers will once again reach a last minute deal 
to avoid the automatic cutbacks that could 
derail the economic recovery.

Less clear is what is on the agenda for the 
next major gathering of the Chinese 
communist party at the third plenum, 
expected to take place in October. What  
is apparent is that credit growth has been 

excessive over the last four years. There  
are signs that the authorities are willing to 
accept a lower rate of growth that would be 
consistent with a more prudent approach  
to lending. However, more recently there has 
been signals that the slowdown has gone  
far enough, with Premier Li reported to have 
said that 7% is a floor that will not be crossed. 
We wait to see the extent of the reforms 
announced at the October Plenum. In the 
meantime, industrial overcapacity continues to 
weigh on corporate profitability, with producer 
prices in decline since February 2012.

Finally, the Japanese government will unveil  
its plans for the introduction of a consumption 
tax. The last increase was in 1997 and the 
economy subsequently went into a recession, 
albeit this was against the backdrop of the 
Asian crisis. The current planned increase 
from 5% to 8% in 2014 and a further hike  
to 10% in 2015 represents an obvious threat 
to growth. However, it seems likely that the 
government will announce additional 
measures to ensure that the recovery is not 
undermined. The alternatives that have been 
aired are a cut in corporation tax or changing 
the tax increase to a 1% rise every year for  
five years. The sense of urgency in the Abe 
administration means we would be surprised  
if there was no policy counterweight to the tax 
increase. Meanwhile the spread between the 
US 10-year yield and the Japanese 10-year 
yield is at new highs. This is consistent with 
the divergent expectations for monetary policy 
and makes it likely we will see a resumption  
of yen weakness.

What rising rates mean for equities

How worried should equity investors be about 
higher interest rates?

In June, the US Federal Reserve let the market 
know that its bond-buying programme will  
be cut in the autumn unless data deteriorates. 
This first step towards a tightening of monetary 
policy led to a simultaneous sell-off in equities 
and bonds. Most equity markets have since 
recovered but, as I write this (15 August), 
good economic data in the US is once again 
proving to be bad news for holders of both 
equities and bonds. We remain cautious  
on government bonds as we expect the 
improving economic outlook to persist and 
expect this to eventually lead to higher 
short-term interest rates. This will be priced 
into bond markets well in advance. So can 
equities rally as bond yields rise? History tells 
us that there is no straightforward answer to 
this question.

The late 1950s and early 1960s saw equities 
perform strongly at the same time as bond 
yields rose. Soaring inflation in the 1970s saw 
investors flee both equities and bonds, helping 
to drive a spectacular rise in the price of gold.

The great bull run in equities from 1982 to 
2000 included a number of periods when 
interest rates rose. Yet while the key to 
success was to stick with equities, this  
period saw a number of bubbles pricked  
by unexpected increases in bond yields. 

The rise in yields in 1983 saw personal 
computer stocks such as Commodore,  
Atari, and Wang Labs drop by 50% to 70% 
from their 1983 highs. 

The rise in yields in 1987 was one driver 
behind the crash that greeted me as I joined 
the fund management industry in September 
of that year. Most markets recovered their 
losses over the following years but this ended 
an era of speculative excess for a number  
of overly leveraged Australian entrepreneurs.

The unexpected hike in interest rates in 1994 
led to US equities and bonds suffering, but  
the decline in the S&P was not dramatic and  
it recovered the next year. In contrast, many 
emerging country stock indices halved. The 
Mexican economy suffered a major crisis.  
The Thai stock market still trades below its 
1994 peak. 

What lessons can we learn from these 
episodes? Rising bond yields proved to be  
the trigger for major declines in speculative 
stocks, overly leveraged companies, 
overvalued stock markets and countries  
that had attracted hot money inflows despite 
structural flaws. Today, most equity markets 
are trading at reasonable valuations.  
Company balance sheets are generally  
in a strong position. 

However, there are two parts of the market  
we would highlight as vulnerable to rising 
rates. First, a sustained period of low interest 
rates has led to a desperate search for yield 
and investors are overpaying for companies 
offering both high dividend yields and strong 
balance sheets. In essence, these are the 
companies that look most like bonds and so  
it should come as no surprise that these are 
the most vulnerable to a downturn in the  
bond market. Second, a number of emerging 
economies have enjoyed strong capital  
inflows despite structural flaws. Now many  
are suffering both high inflation and slowing 
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growth. Four years of record inflows into 
emerging bonds have turned to outflows and 
they remain vulnerable to further declines.

The outlook for income equities

How should investors balance quality versus 
value, dividend yield versus total return?  
A focus on quality sounds like an entirely 
appropriate strategy when expectations are 
that the world is in for a prolonged period of 
sub-par growth. A focus on dividends is also 
understandable at a time when government 
bonds in the UK, US and Germany offer yields 
below both equity markets and expected 
inflation. Yet a plethora of new products 
offering “sustainable dividends” and “quality 
income” raises the question of whether too 
much money is chasing the same theme, 
meaning investors are paying too much for  
a predictable yield.

An understanding of sentiment is an important 
tool for an investor. The long-term sentiment 
cycle below can be applied to any investment. 
The best returns for long-term investors are to 
be had by buying investments that are out of 
fashion, at the right price, and selling when  
the market values these investments on the 
basis of some form of a new paradigm for  
that asset class. 

What is quality?

There is no one definition of quality. “In Search 
of Excellence” by Tom Peters and Robert 
Waterman was published in 1982. It identified 

43 ‘excellent’ companies, which they then 
studied in order to unlock their secrets. This 
helped launch Peter’s career as a management 
guru. Yet two years later Business Week ran  
a cover story entitled “Oops! Who’s Excellent 
Now?”, which pointed out that nearly a third  
of those companies were now in serious 
financial trouble. Quality appears to be a 
fleeting concept.

Our quantitative equity team have analysed 
three measures of quality to understand if 
investors are overpaying for certainty. They 
find that the premium being paid for a high 
stability recently reached record levels looking 
at data going back to 1990. However, 
investors are not overpaying for either high 
profitability or high financial strength. It is 
therefore still possible to build a portfolio of 
global stocks that offers both quality and 
value. But it is necessary to accept that the 
revenues of the companies you are buying  
are more exposed to the business cycle.  
This seems appropriate at a time when 
leading indicators are pointing towards a 
sustained period of growth, but does leave 
portfolios more vulnerable if these indicators 
turn out to be overly optimistic.

How sustainable are dividends? 

Dividends appear well supported by current 
earnings. However, investors need to consider 
whether current high levels of profitability will 
be maintained. Indeed, the level of corporate 
profits as a percentage of GDP is at a 60 year 
high. Finance academic Professor Stephen 

Wright argues that profitability is a particularly 
reliably mean reverting series over the 
long-term. This means it is dangerous to  
base estimates of long-term value on current 
earnings. There are already signs that returns 
are starting to normalise in Healthcare, 
Materials and Energy sectors. 

However, it is also possible to underestimate 
the potential boost from technological 
innovation. In “The New Division of Labour” 
published in 2004, Frank Levy and Richard 
Murnane presented a spectrum of information 
processing tasks from the straightforward to 
the complex, which included techniques such 
as pattern recognition. They concluded that 
computers would be incapable of certain 
complex tasks such as driving a car. Yet, just 
six years later, Google achieved just that. The 
only accident in a 140,000 mile journey came 
when the car was rear-ended at traffic lights. 

This ability to complete complex tasks means 
that computers could soon be replacing 
human workers in a wider range of professions 
such as medicine, accountancy and law. For 
example, computer translations have reached 
the stage where they are good enough for 
business purposes. 

Robotics has also made significant progress 
due to advances in software, sensors and 
controllers. The cost of robots is approaching 
the unit cost of factory labour in low-wage 
sectors, such as China’s electronics industry.  
Japanese company Fujitsu is the world’s third 
largest maker of computing products after  
HP and Lenovo. The company recently 
announced that some of its PCs and mobile 
phone capacity would return home from 
Southeast Asia, with multifunction robots that 
can solder and assemble parts replacing the 
Thai and Filipino workers. Fujitsu expects the 
move to slash personnel expenses by 30%. 
Canon, the world’s largest digital camera 
vendor with a 20% global market share, said 
that it is “fully robotizing” its digital camera and 
lens factories. Canon has promised not to cut 
jobs and intends to shift existing employees  
to other roles as it gears up for machine-only 
production by 2015. 

These developments mean that the  
downward trend in labour’s share of income  
is set to continue. This has worrying social 
consequences as it also increases the 
inequality of income. Indeed, the past  
decade was the first to see a decline in real 
median household income since the Great 
Depression. It was also the first decade to  

Out of Fashion

Forgotten assets;
no good reason
seen to buy

Rapid falls;
fund closures;
panic

Assets thought
of as a ‘core’
holding despite
price falls

Aggressive 
buying; 
THE asset to own

Prices rise, some
recognition of
new trend

Investors recognise
fundamentals have
changed and sell

Broad based buying
Investors note the 
price falls but maintain 
fundamentals are 
unchanged Early Adoption

Participation

New ParadigmBlind Faith

Acknowledgement

Acceptance

Capitulation

The Long Term Sentiment Cycle



Schroders Market Review and Outlook

see no new net job creation over this same 
period. However, for investors in equities, 
these technological advances act to support 
high margins.

Can investors expect a focus on 
dividends and quality to deliver long-term 
outperformance?

Academic studies have identified two reliable 
risk premiums within equity markets for 
long-term investors. The Dimson, Marsh, 
Staunton study of 112 years of equity market 
returns shows that smaller outperformed their 
larger peers. This can be seen as a reward for 
investing in shares that are less liquid and 
companies that will have less access to capital 
in times of stress. A value focus also yields 
superior returns over the long-term. Here 
investors succeed by avoiding overpaying for 
glamorous growth stocks. They are also taking 
on additional risk associated with times of 
market stress since value stocks tend to 
underperform when market liquidity dries up.

Within the high yield bond market,  
avoiding the lowest quality issues has been  
a successful strategy over the long-term.  
In “Expected Returns”, Antti Ilmanen finds  
that the riskiest subsector fared the worst. 
Poor returns may be caused by “some 
combination of a reach-for-yield mentality, 
overoptimistic cyclical views, investors’ 
excessive confidence regarding their timing 
and/or selection ability and lottery-seeker 
preference for the riskiest assets.” 

It is somewhat less clear that quality generates 
long-term outperformance for equity investors. 
Charles Ellis described investing as a loser’s 
game. He compares investment with tennis, 
where professional players win matches by 
winning more points than their opponents.  
In contrast, amateur players win matches by 
playing safe and letting their opponents lose. 
He characterises investment as a loser’s game 
where superior performance comes from 
avoiding overpaying for glamorous stocks  
and avoiding value traps. 
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A strict dividend strategy should be seen  
as a constraint on portfolio construction and 
therefore should not be expected to lead to 
outperformance over the long term. High 
yielding companies, on average, tend to have 
lower profitability and higher financial leverage. 

A strategy fully focussed on yield would  
have missed out on the biggest asset 
allocation opportunity of the decade: adding 
an exposure to gold. It would also have 
missed out on the rise of Apple, now the 
world’s largest stock, which started paying  
a dividend just around the time that the share 
price peaked.

An additional consideration is the fact that 
“lately the relative returns of stocks with the 
highest dividend yields have been unusually 
correlated with the total return of the Long 
Bond, in fact far more than at any point in  
the last 85 years”, according to Empirical 
Research. For investors who are concerned 
about the valuation of government bonds, 
high yielding equities may ultimately prove  
to be the worst hiding place within the  
equity market. 

To conclude, a simple focus on high yielding 
companies is a risky strategy. In contrast,  
a fundamentally driven approach that identifies 
companies growing dividends and companies 
with the scope to produce positive dividend 
surprises can yield attractive returns. A focus 
on quality will not always produce attractive 
returns but remains sensible where it is not 
necessary to pay a premium price for these 
qualities. But more traditional value stocks 
have been notable laggards and offer upside 
with less vulnerability to a rise in bond yields.


