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Introduction 

The third quarter saw an intensification of the trade wars between the US and China with President Trump 
increasing tariffs and imposing restrictions on US companies exporting to China. China responded with tariff 
increases of its own and directed companies to reduce business with the US. At the time of writing the trade talks 
are ongoing, but the result has been a downgrade to global growth expectations and a significant rally in 
defensive assets such as sovereign bonds and gold.  

Assets which rely on economic activity weakened, but after an initial sell-off equities rallied as central banks 
eased policy and investors sought interest rate sensitive plays. The focus was on the Federal reserve (Fed) which 
cut rates twice during the quarter and the European Central Bank (ECB) which cut rates and restarted asset 
purchases (quantitative easing, QE). The Bank of Japan (BoJ) also signalled easier policy and consequently, 
despite the Fed easing, the US dollar continued to attract capital and strengthened during the period. The dollar 
trend was reinforced by its safe haven status during a period of political uncertainty, an outcome which weighed 
on emerging markets. 

In terms of asset allocation we remain neutral on equity markets and have reduced our exposure to the more 
cyclical emerging markets (EM). We are long duration, despite low yields, and long gold as a hedge against a 
weaker growth outcome as flagged by our scenarios.  We continue to seek returns through credit and carry 
strategies. This quarter our research notes focus on recession risks in the US in 2020 and how investors can 
respond to heightened geopolitical risk. 

Keith Wade 

Chief Economist and Strategist, 9 October 2019
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Asset allocation views: Multi-Asset Group 

Global overview 

We are downgrading our forecasts for global growth as a consequence of the 
recent escalation in the trade war between the US and China. We now expect 
GDP growth of 2.6% this year and 2.4% next, down from 2.8% and 2.6% 
respectively. In an environment of growing geopolitical risk and cyclical 
concerns, there have been downward revisions to all the major regions for both 
2019 and 2020. If the forecast is realised, global growth in 2020 would be similar 
to 2008, just before the great recession of 2009.  

The inflation forecast has been lowered in part to reflect weaker growth, but 
also due to lower oil price expectations. Interest rates are set to fall faster and 
further around the globe, but we expect the lags from easier policy to be long 
as cautious banks and borrowers take time to respond. We would also note that 
economic uncertainty will not be shifted by simply lowering the cost of credit. 

The balance of risks to our baseline view remain skewed toward stagflation, 
though the individual scenario with the greatest weighting is the deflationary 
‘Global recession’ outcome. The introduction of two stronger 
growth/productivity boost scenarios, as well as the reflationary ‘Global fiscal 
expansion’, serve to illustrate the potential for an upside surprise. 

With inflation remaining low and concerns around the cyclical outlook 
mounting, we expect central banks to continue on their recent easy money 
path. We expect the Fed will cut rates in December and twice more in 2020 
(March and June) before stepping back during the presidential election. This 
would leave the policy rate at 1.25% by year-end 2020, with what started as an 
insurance cut morphing into a more conventional easing cycle.  

We also see lower interest rates elsewhere, with the ECB and the Bank of Japan 
both set to deliver cuts in December. The ECB is also set to restart €20 billion 
worth of QE purchases a month, for an as-yet-undetermined duration. The Bank 
of England is not expected to raise rates until late in 2020 and only then on the 
contentious assumption that the UK achieves a Brexit deal with a transition 
period. In China, we see fiscal policy being eased more than previously expected 
and have more interest rate cuts for next year.  

We remain neutral on global equities, as liquidity conditions and low rates are 
cushioning the weak cyclical backdrop and geopolitical volatility. Global equity 
valuations appear fair compared to the long-term history, while our price 
momentum indicator has so far stayed above its critical threshold.  

Within equities, we have downgraded the US to neutral. Valuations are fair, if 
slightly expensive, but earnings expectations have started to slip slowly after 
showing signs of stabilisation. A further softening of the cyclical picture would 
have troubling repercussions for US earnings in 2020. 

We downgrade EM to neutral after recent escalations in the US-China trade 
dispute, with the general slowdown in global trade posing a particular risk for 
those markets with an export focus. Our view on Europe ex. UK has shifted from 
neutral to negative after a sharp deterioration in consensus forecast for 2019 
earnings. We also remain negative on UK equities, with uncertainties around 
policy direction and the continued risk of a ‘hard Brexit’ still weighing on both 
investor sentiment and capital expenditure. 

Economic overview 

Central bank policy 

Implications  
for markets 
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We remain neutral on Japanese equities; though valuations are attractive, 
export weakness and a strong yen remain a drag on the market. The recent 
sales tax hike presents another headwind and will make upcoming data difficult 
to interpret. Looking across Pacific ex. Japan, we recognise the high dividend 
nature of the market as a positive, but weak momentum and lacklustre earnings 
prospects keep us neutral for now. 

Turning to the duration view, we remain positive on government bonds despite 
somewhat stretched valuations. Continuing evidence of weakness in the global 
manufacturing cycle and additional central bank liquidity should be supportive 
of sovereign bonds. Moreover, their hedge potential in periods of market stress 
is another benefit. In bond markets, we retain our positive stance on US 
Treasuries (USTs), German Bunds, UK gilts and Japanese government bonds 
(JGBs), as economic and political uncertainty continues to keep investors wary. 
Trade war concerns and the weakening of economic activity should benefit USTs 
and JGBs. UK gilts remain underpinned by concerns about the path of the Brexit 
process. We remain positive on German Bunds due to the ECB becoming more 
dovish, the lack of inflation pressure and from a carry perspective. We are 
neutral on both local currency emerging market debt (EMD) and USD (US dollar) 
EMD, despite the Fed becoming more dovish, as trade threats weigh. 

Turning to the credit markets, we remain positive on the asset class. Despite 
concerns over fundamental quality, the technical picture is supportive as central 
banks ease liquidity conditions. We have upgraded US investment grade (IG) as 
we believe more attractive valuations and liquidity continue to offset structural 
and fundamental worries. We downgraded European IG bonds to neutral on 
concerns over the potential adverse impact of rising leverage on earnings and 
costs. On high yield (HY) credit, we have upgraded the US to positive and have 
downgraded our view on European HY to neutral. We expect the technical 
picture, with more demand relative to supply, to support US HY despite fears 
about fundamental credit quality. In Europe, less appealing valuations and 
weakening fundamentals will likely weigh on HY credit. 

Our outlook on the broad commodity complex remains neutral due to the 
negative carry and price momentum behind the market. We are positive on gold 
as a hedge gaining further support from negative real yields and the potential 
for USD weakness. We are now neutral on agriculture because poor 
fundamentals appear priced in. We are neutral on the energy market, despite 
geopolitical risk, as economic sentiment is weakening. Global growth concerns 
are the reason for maintaining our neutral stance on industrial metals too. 

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

Region  Region  Sector  Sector    

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

– 
+   

Europe ex. UK - (0)      UK gilts + Index-linked + Commodities 0    

UK –    Eurozone Bunds + US IG 
EU IG 

+ (0) 
0 (+)  Gold +   

Pacific ex. 
Japan 0  Emerging market 

debt (USD)  0 US HY 
EU HY 

+ (0) 
0 (+)     

Japan 0 Emerging market 
debt (local currency) 0       

Emerging 
markets 0 (+)           

Key: +/- market expected to outperform/underperform (maximum ++ to minimum – -) 0 indicates a neutral position.  
Note: 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. The views for equities, government bonds and commodities are based on return relative to 
cash in local currency. The views for corporate bonds and high yield are based on credit spreads (i.e. duration-hedged). Source: Schroders, October 2019. 
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Regional equity views  

Key points 

0  Equities  

0 (+) US Within equities, we have downgraded the US to neutral. Valuations are fair, if 
slightly expensive, but earnings expectations have started to slip slowly after 
showing signs of stabilisation. A further softening of the cyclical picture would have 
troubling repercussions for US earnings in 2020.  

Though looser monetary policy is set to support medium term performance for US 
stocks, cyclical risks remain and the ongoing trade war remains a headwind for 
markets. 

–  UK We stay negative on UK equities amid the ongoing political uncertainty surrounding 
Brexit and a potential general election. This uncertainty continues to weigh on 
business confidence and investor sentiment, with the GDP contraction in Q2 doing 
little to alleviate these concerns.  
Given the low levels of confidence, we feel that even a weak GBP may not be enough 
to support the market. 

- (0) Europe  
ex. UK 

We downgrade European equities after a sharp deterioration in consensus 
forecasts for 2019 earnings. This has been driven by a worsening outlook for 
margins, which have recently turned negative. 
There has also been concerning macro data throughout the region and, while fiscal 
policy could provide a boost, such packages appear unlikely to manifest soon. 

0  Japan While we don’t expect the October VAT hike to have the same economic hit as the 
2014 hike, export weakness and a strong yen continue to be a drag for Japanese 
equities.  We don’t see the BoJ easing monetary policy until December, though are 
cognisant that this liquidity boost may be brought forward to October. 

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

Growth momentum in the region continues to be weak, with expectations of further 
accommodative monetary policies already baked in. The high dividend nature of the 
market is a positive, but lacklustre earnings prospects keep us neutral. 
 

0 (+) Emerging markets Valuation is a positive but our composite momentum indicator is showing warning 
signs, with renewed pressures from trade conflicts raising the risks for those 
markets with an export focus.  

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

Key points 

+ Bonds  

++  Government Valuations in the government space still remain expensive as yields remain at or 
near historically low levels. Cyclical risks around the globe are still very much present 
and recession risks stay elevated. Major central banks have become more 
accommodative with policy, supporting government bond markets, as recession 
risks rise. Overall, the efficacy of bonds as a defensive asset during periods of stress 
continues to provide a tailwind and with the risks of a stagflationary environment 
still relatively low, we maintain a positive view. 
We remain constructive on US Treasuries because of the weak cyclical outlook. 
Overall activity remains positive but appears to be rolling over and risks are elevated 
due to ongoing rhetoric on trade wars between the US and China and the fade in 
fiscal support. As a result, the Fed has moved in a more dovish direction and after 
two rate cuts so far in H2 2019, the market has almost fully priced in another cut in 
2019 and two more in 2020.  
Although expensive, we remain positive on German Bunds, especially as the ECB is 
keeping a dovish stance in trying to increase growth and raise inflation back to its 
target. Nonetheless, the economic backdrop has weakened and monetary support 
will continue for a prolonged period with little sign of a more supportive fiscal 
stance. Increased liquidity and investors seeking yields higher than cash rates 
should benefit longer duration bonds. 
We have maintained our positive Gilts view, which will remain beneficiaries of the  
uncertainty surrounding Brexit and ongoing political ambiguity. Economic activity 
also remains weak,  highlighted by the fall in industrial output and retail sales.  
We also remain positive on Japanese government bonds given weak activity and the 
threats to export demand due to trade wars with South Korea. 

 
 
 
+ (0) 
0 (+) 

Investment grade 
(IG) corporate 
 
US 
EU 

We have become more positive on US credit due to attractive valuations, against an 
unusually benign backdrop, as low interest rates are keeping default rates low.  
We have downgraded European credit to neutral as increasing leverage is making 
any deterioration in earnings or increase in interest costs a potential negative 
catalyst.   

 
 
 
+ (0)  
0 (+) 

High yield (HY) 
 
 
US 
EU 

We upgraded our view on US HY to positive as a more supportive technical picture 
is combined with a benign credit backdrop. Nonetheless, we continue to have 
concerns over fundamental credit quality. 
In Europe we have downgraded our view to neutral as fundamentals are weakening 
and valuations have become less appealing after spreads tightened in recent 
months.  

0  EMD USD-
denominated 

We retain our neutral stance. Recent spread tightening has continued and 
consequently valuations levels have become more unattractive. From an EM local 
currency perspective, we have downgraded to neutral. Nonetheless, the dovish tone 
coming from major central banks should be supportive as investors search for yield. 0 (+)  EMD local currency-

denominated 

+ Index-linked We retain our positive view on US-breakevens as the ongoing impact of tariffs is 
likely to continue to feed into inflation moving into 2020. Additionally, the potential 
for USD weakness also provides an upside price risk for the US economy 

Note: The views for government bonds are based on return relative to cash in local currency. The views for corporate bonds and high yield 
are based on credit spreads (i.e. duration-hedged). Key: +/- market expected to outperform/underperform (maximum ++ minimum – -) 0 
indicates a neutral position. 



 or For professional investors and advisers only 
 

 

 Global Market Perspective 8 

 
 
 

Alternatives views 
Key points 

0  Alternatives  

0 Commodities Overall we remain neutral on commodities given negative momentum and carry but 
we are positive on gold as a key macro hedge for portfolios. Rising growth risks to the 
global economy and political uncertainty should remain supportive. Additionally, the 
increasingly dovishness stance from central banks underpins the negative real rate 
environment, in turn improving the medium-term outlook for bullion.  
In the energy market, we maintain our neutral stance despite the positive momentum 
from recent geopolitical tensions. Dulled global demand and elevated US stocks look 
to offset the supply risk coming from the Middle East. The market is also comfortable 
about the Saudi commitment to fill the gap created by the Iran sanctions.   
We remain neutral on industrial metals. Global growth concerns have weighed on 
metals, capping any potential gains. However, the downside is limited due to increased 
central bank stimulus and the potential for further stimulus from Chinese authorities. 
We upgrade to neutral our view for agriculture despite the negative impact of the US-
China trade war and the decreased possibility of a resolution in the near-term.  Poor 
growing conditions also remain but overall negativity appears largely priced in. 

– UK property We forecast negative all property total returns in 2019, but the average will mask a 
huge variation across real estate sectors. For example, secondary shopping centre 
values could fall by 20% or more this year, whereas industrial and regional office capital 
values should be stable, assuming the economy avoids recession. Our main focus for 
diversified portfolios is on industrial/logistics serving large population centres and 
offices in cities such as Bristol, Leeds and Manchester. We also like certain niche types 
such as retirement villages and social supported housing where demand is driven by 
long-term structural factors and there is a shortage of good quality accommodation.  
Office take-up was steady through the first nine months of 2019, with tech, media and 
serviced office providers making up for lower demand from banks and professional 
services. In general, office markets seem to be well placed to withstand a period of 
economic weakness. Industrial rental growth has eased to 3% in 2019 from 5% in 2018. 
We expect that distribution warehouse rents will be flat over the next 18 months. Rents 
on multi-let industrial estates should rise slowly, reflecting the growth of last-mile 
deliveries and low levels of new building. We expect retail rents to fall by 20% on 
average over the next five years, as online sales rise from 19% of retail sales to around 
25-30%. Lower rents will help some retailers (e.g. discounters) and leisure operators 
(e.g. gyms, vegan restaurants) expand, but they are unlikely to fill all the vacant space. 

+ European 
property 

Although the value of investment transactions in continental Europe has fallen by 5-
10% from its peak in 2017 (source Real Capital Analytics), most of the decline has been 
due to the retail sector. In general, the office and industrial sectors have remained 
liquid and there has been an increase in transactions of other types, including 
apartments, care homes and hotels. We expect the next 18 months will see a further 
fall in office and industrial yields, as the decline in sovereign yields increases the 
attractiveness of real estate. If at some point bond yields rise, this leaves office and 
industrial capital values more exposed. Conversely, shopping centre yields will 
probably rise by 0.5-1.0% over the next 18 months, as investors price in lower rents. 
Schroders forecasts total returns of between 7-10% p.a. on European offices and 
industrials in 2019-2020, based on an income return of 4-5% and capital growth of 3-
5%. In the office market we see most value in either re-development projects in central 
business districts, or in stabilised assets in adjacent areas where rents are rising from 
a low base and yields are higher. In the industrial market we favour multi-let estates 
and smaller distribution warehouses where yields of 5% or higher are available. We 
see value in hotels with management agreements. We are cautious on retail because 
current yields don’t reflect the risk of falling rents, as sales migrate online. 

Note: Property views based on comments from the Schroders Real Estate Research team. The views for commodities are based on return 
relative to cash in local currency. The views for corporate bonds and high yield are based on credit spreads (i.e. duration-hedged). 
Key: +/- market expected to outperform/underperform (maximum ++ minimum – -) 0 indicates a neutral position. 
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Economic views

Global economy: teetering on the edge 

Our outlook for global growth is that of a broad-based slowdown, both near-
term and looking through to 2020. Headline growth figures have been trimmed 
0.2% for both this year and next, with GDP growth of 2.6% and 2.4% now 
pencilled in respectively. 

Growth prospects will continue to be influenced by developments in Sino-US 
relations. Our current view is that there will not be a significant resolution to the 
trade war before year-end 2020. This does not preclude a so-called ‘interim-deal’ 
being agreed, though such a deal would likely lack a genuine economic impact. 

Continuing the theme of uncertainty and geopolitical risk, we view a delay to 
Brexit as the most likely course of proceedings, with a deal being finalised in 
March 2020 and followed by a transition period. However, with possibilities 
ranging from an imminent ‘hard Brexit’ to an eventual second referendum, we 
note that our base case is far from certain. 

We expect most central banks to respond to this economic slowdown by cutting 
rates, as many have already begun to do. We foresee Japan and the ECB pushing 
rates further into negative territory by the end of 2019 (to -0.3% and -0.6% 
respectively) before holding at that level through 2020. In the US, where the Fed 
has more scope for easing following the monetary tightening of recent years, 
we expect three further cuts (to 1.25%) by June 2020. Meanwhile, EM central 
banks look set to lean in favour of more policy easing despite the increased 
inflationary outlook (see below). In particular, the central banks of India and 
Brazil have shown a willingness to aggressively get ahead of the curve.  

On the inflation front, we anticipate lower headline Consumer Price Index (CPI) 
inflation across much of the developed world. Lower oil prices are set to bring 
down energy prices, while anaemic global GDP growth will act as a drag on 
inflationary pressures. Conversely, we revise up our inflation forecasts for many 
of the emerging markets as a combination of a slightly stronger dollar and 
rising food prices take their toll. The recent spike in EM currencies, and the 
inflationary pass-through of such moves, adds further to the upwards pressure 
in these regions.  

We see a stronger USD through end-2019, but weaker overall by year-end 2020 
as the Fed’s looser monetary policy takes hold. An escalation in the trade wars 
will likely prompt Chinese policymakers to continue to allow the renminbi (CNY) 
to depreciate. A weaker euro in 2019 could begin to rebound in 2020 as the 
impact of the ECB’s stimulus becomes apparent in the economic numbers. 
 
Chart 1: Global growth and forecast 

 
Source: Refinitiv Datastream, Schroders Economics Group. August 2019. 
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Risks are skewed toward stagflation and deflation 

Full details of the scenarios can be found on page 12.  

We have updated our scenarios to reflect the current balance of risks around 
the baseline. Our separate recession scenarios (‘US recession 2020’ and 
‘Recession ex. US’) have been rolled into one ‘Global recession’ to reflect the 
synchronised slowdown in global activity. This downturn is more severe than in 
our baseline as corporate cut-backs hit both capital spending and employment 
much harder, forcing a more significant adjustment in consumer spending.  

Given the change in our baseline we now have "US-China trade deal" as a 
scenario where tariffs between the two nations are cut, resulting in a better 
growth-inflation outcome. We retain our more adverse trade scenario which 
becomes a ‘Global trade war’, where the US increases tariffs even further (to 
50%) and commences a new skirmish with Europe and Japan on autos.  

Continuing the conflict theme we add a currency war scenario (‘USD 
intervention’) where the US sells dollars to drive its currency down by 20%. This 
then moderates to a 10% devaluation as policy is eased elsewhere to offset 
currency appreciation and tighter financial conditions. After initial volatility, 
global growth ends up being stronger as a result of the boost to the US, central 
bank easing elsewhere and the positive effects of a weaker USD on global trade.  

On the inflation front, we drop our ‘Oil jumps to $100’ scenario as prices have 
not responded to increased tensions in the Gulf as anticipated. Supply concerns 
have been alleviated by strong US production, whilst the demand outlook 
remains weak. Instead we introduce a ‘Food price shock’ where the UN FAO 
(Food and Agriculture) index jumps by 50% on failed harvests and supply 
shortages, which feeds directly into higher consumer inflation. The emerging 
markets are hit badly as food accounts for a considerably higher proportion of 
household consumption than in developed economies. 

On the fiscal side we have extended our China stimulus scenario into a broader 
‘Global fiscal stimulus’ where governments cut taxes and increase spending 
around the world.  

Finally, we retain our ‘Italian debt crisis’ scenario. Recent developments make 
this less likely with the Five Star movement forming a new coalition with the 
more moderate PD party.  Nonetheless the new government stilll needs to keep 
its budget withing EU guidelines and the risk of a widening of Italian bond 
spreads, which undermines the country's debt dynamics, remains.  

Chart 2: Scenario analysis – global growth and inflation impact 

 
Source: Schroders Economics Group. August 2019. 
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The impacts of the different scenarios on growth and inflation are shown in 
Charts 2 and 3. Deflationary risks remain high but it can be seen that the 
balance of probabilities is skewed towards a stagflationary outcome (three 
scenarios accounting for 17%). Such scenarios would result in an environment 
characterised by higher inflation and lower global growth than the baseline. 

Chart 3: Scenario probabilities  

 
Source: Schroders Economics Group. August 2019.
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Table 2: Scenario summary 

  Summary  Macro impact 
1

. 
Italy  
debt crisis 

Although Italy has reached an agreement with the 
European Commission on its budget for this year, we 
would expect renewed tension between Rome and 
Brussels in 2020 as the next budget is formulated. 
Markets fear another more serious dispute, pushing 
the 10-year BTP (Italian government bond) yield up to 
6%. After a couple of failed auctions, the government 
is forced to seek help from the rest of the EU in the 
form of a bail-out. There is some knock-on effect to 
other peripheral bond markets. A technocrat is 
installed as Italian prime minister, and the ECB’s 
Outright Monetary Transactions (OMT) programme is 
activated. QE is stepped up as the eurozone faces a 
deep recession. The threat of restructuring/default on 
Italian debt remains, but yields eventually return to 
more manageable levels thanks to the ECB and 
change in domestic policy. 

Stagflationary. The principal impact is weaker 
global growth with all regions affected as Italy drags 
eurozone growth lower and the increase in 
uncertainty weighs on confidence and spending 
around the world. On inflation the picture is more 
mixed: for the eurozone, this is a stagflationary 
scenario due to the euro (EUR) falling to 0.99.  The 
US and Japan see their currencies appreciate, and 
combined with lower oil prices and a shock to 
financial markets, both see lower growth and 
inflation compared to the base. The impact on EM is 
more mixed. China intervenes to prop up the CNY, 
but Brazil, India and Russia all see foreign exchange 
(FX) depreciation as global risk aversion rises, 
making this a stagflationary scenario in EM. 

2.  Global fiscal 
expansion 

Following the populist expansion in fiscal policy in the 
US, other countries decide to follow suit either due to 
changes in governments, or in response to populist 
movements. The G7 and BRIC economies all loosen 
fiscal policy significantly through a combination of tax 
cuts and spending increases. 

Reflationary: Fiscal loosening boosts confidence, 
along with GDP growth. Some economies with low 
rates of unemployment see wage pressures rise, 
causing domestically generated inflation, while 
others with slack remaining, still see higher inflation 
through commodities and higher import prices. 
Central banks respond by tightening monetary policy 
more quickly, which eventually cools activity. 

3.  Global trade 
war 

The US administration decides to impose tariffs on auto 
imports from the rest of the world thus extending the 
trade war into new territory. Meanwhile the dispute 
with China worsens as trade talks fail and the US 
increases tariffs on imports from China. 

Stagflationary: Higher import prices push inflation 
higher whilst weaker trade weighs on growth. Capital 
spending is also hit by the increase in uncertainty and 
the need for firms to review their supply chains. 
Central banks are expected to focus on the weakness 
of activity and ease policy by more than in the 
baseline. 

4.  Food price 
shock 

A continuation of the year's extreme weather combined 
with African Swine Flu decimating pig populations 
across Asia leads to a spike in food prices, with crop and 
meat prices both impacted. In this scenario, a broad 
measure of global food prices sees a 50% rise by the 
end of this year in USD terms. This is particularly painful 
for emerging markets where food constitutes one third 
to one half of consumer price baskets. 

Stagflationary: Higher food prices feed through 
rapidly into inflation putting a squeeze on consumers 
worldwide, with more pronounced effects in 
emerging markets. Policy tightening by the Fed and 
other central banks is limited as policymakers weigh 
higher inflation against weaker growth. 

5.  USD 
intervention 

Unhappy about the strength of the USD, President 
Trump decides to intervene in the FX market directly, 
devaluing the trade-weighted dollar by 20%. The 
depreciation is achieved against most currencies 
including many EM currencies that typically track the 
USD. Central banks around the world react by lowering 
interest rates to try to reverse the move, but this is only 
partially achieved over the course of 2020. 

Productivity boost: A weaker dollar helps boost 
global trade thanks to cheaper export financing. 
Looser credit conditions lift activity, particularly in 
emerging markets. Inflation outside of the US falls, 
boosting purchasing power of households. 

6. US-China 
trade deal 

The US and China agree a trade deal including the 
removal of all tariffs and non-tariff barriers. Business 
confidence is lifted and global trade increases as a 
share of GDP, with the most competitive benefiting the 
most. 

Productivity boost: More integrated global supply 
chains boost productivity and lowers costs in 
manufacturing. Savings are passed on thanks to new 
intense competition, helping to lower global inflation. 
Lower prices mean increased demand for goods, 
helping to boost GDP growth. 

7.  Global 
recession 

The slowdown in Europe, China and Japan gathers 
momentum as contracting export growth undermines 
business confidence causing capital spending to 
contract. Meanwhile, the US economy proves to be 
more fragile than expected and this causes business 
and households to retrench. Output begins to contract 
at the start of 2020 thus bringing an end to the cycle 
whilst commodity prices and inflation fall. The Fed 
eases, but markets slump on fears of a wider global 
recession. 

Deflationary: Weaker growth drags global trade 
lower, hitting the US which is also affected by 
increased market volatility and tighter financial 
conditions. The USD is expected to strengthen putting 
added pressure on EM. Monetary policy is eased 
around the world. 

Source: Schroders Economics Group. August 2019. 
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How investors could respond to rising 
geopolitical risk

In the previous edition of the Global Market Perspective we discussed 
the nature of geopolitical risk, its impact on the economy and 
markets and why we believe it is increasing. In this piece we look in 
more detail at the behaviour of markets during periods of heightened 
geo-political risk and how investors might incorporate it as an input 
into their portfolios. 

History has taught us that geopolitical tensions have the potential to lower stock 
prices while boosting returns for safe haven assets, highlighting why investors 
should care about geopolitics. In the past 30 years, three major conflicts, the 
Gulf War in 1990, the 9/11 terrorist attack and the following Iraq war in 2003, 
shook financial markets significantly. As shown in table 1, both the S&P 500 
Index and the MSCI World Index fell sharply during these periods of heightened 
geopolitical risk, while safe haven assets such as the US 10-year government 
bond and gold witnessed substantial positive returns. 

Table 1: Cumulative returns during geopolitical events (%) 

 S&P MSCI World Gold US 10-year 

Gulf War (Aug 1990 – Feb 1991) -14.2 -9.6 6.4 1.9 

9/11 terrorist attack (Sep – Oct 2001) -14.9 -14.7 8.9 4.1 

Iraq War (Jan – Mar 2003) -10.2 -9.0 9.6 5.6 

Source: Refinitiv Datastream, Schroders Economics Group. 30 September 2019. 

It is important to note that, in each of these historical examples, equities initially 
fall as markets assess risk, but within a few months they typically rise strongly. 
During the Gulf War, the S&P 500 started to recover  five months from the 
beginning of the conflict. In the two subsequent events, stock markets 
rebounded more quickly, with both the S&P500 and MSCI World indices 
recording positive returns two months after the attack on the twin towers, and 
after three months into the Iraq War. 
 
In this section we look in more detail at the interaction between geopolitical risk 
and market behaviour, analysing returns of different asset classes over periods 
of heightened geopolitical tensions. Our analysis suggests that investors should 
take into account geopolitical risk when making tactical allocation decisions, as 
investing in safe haven assets as soon as geopolitical tensions rise delivers 
better risk-adjusted returns.  
 
We constructed a risky and a safe portfolio and compared their returns and 
Sharpe ratios in periods of elevated geopolitical risk as identified by the 
Geopolitical Risk Index (“GPR”). The index reflects automated text-search results 
of the electronic archives of 11 national and international newspapers. The 
index captures the number of mentions of key words such as military tensions, 
wars, terrorist threats or events1. Our safe portfolio allocates 50% of its assets 
to the US 10-year benchmark government bond and the rest of its weight 
equally distributed among gold, Swiss franc and Japanese yen. The risky 

                                                           
1 For more detail see “Measuring Geopolitical Risk” 9 November 2017 by Daniel Caldera and Matteo 
Iacoviello. 

Keith Wade 
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portfolio is made up of 50% in the S&P 500, and the rest of its weight is allocated 
to the MSCI World Index (25%) and the MSCI Emerging Market (EM) equity index 
(25%). After 2007 we also include a basket of local EM sovereign debt made up 
of local sovereign bonds of Turkey, Brazil, Mexico, Russia and South Africa1. 

Chart 1: The GPR Index 

 
Source: “Measuring Geopolitical Risk” by Dario Caldara and Matteo Iacoviello at 
https://www2.bc.edu/matteo-iacoviello/gpr.htm. Schroders calculations and annotations, 30 
September 2019. 

 
As highlighted in chart 1, we focus our attention on five different periods of 
heightened geopolitical risk, defined as periods in which the GPR index rises 
above 100 points. Data for the GPR Index is available on a monthly basis starting 
from 1985. We do not form any judgement about timing and simply calculate 
the total return and Sharpe ratio of each portfolio in periods where the GPR 
index goes above our selected threshold (i.e. from when GPR>100 until 
GPR<100). 

Table 2: How our portfolios reacted to heightened geopolitical risk 
  Safe portfolio Risky portfolio 60/40 

  Length 
Return      

(total 
change) 

Sharpe ratio 
(annualised) 

Return      
(total 

change) 

Sharpe ratio 
(annualised) 

Return                   
(total 

change) 

Sharpe ratio 
(annualised) 

1.   Gulf War (Aug 1990 - Feb 
1991) 

7 
months 8.2 1.0 -6.3 -1.0 -0.5 -0.9 

2.   9/11 and Iraq Invasion (Sep 
2001 - Jun 2003) 

22 
months 18.4 1.3 -16.0 -0.6 -2.2 -0.3 

3.   Madrid and Moscow 
bombings (Mar - Oct 2004) 

7 
months 2.0 0.4 -0.9 -0.3 0.3 -0.1 

4.  Crimea and ISIS (May 2014 - 
Feb 2015) 

6 
months 1.8 0.4 4.0 1.3 3.1 0.9 

5.  North Korea - Trump (Aug 
2017 - Jan 2019) 

18 
months 0.7 0.4 1.6 0.3 1.2 0.3 

Source: Refinitiv Datastream, Schroders Economics Group. 26 September 2019. 

Gulf War (1990–91) 

The first significant event for financial markets was the Gulf War at the 
beginning of the 90s, a 7-month long war waged by coalition forces from 35 
nations led by the United States against Iraq. As summarised in table 2, while 
the risky portfolio suffered a loss of 6.3% from the beginning to the end of the 
war in February 1991, the portfolio made of safe-haven assets was up by more 
than 8%.  
                                                           
1 The risky basket then becomes S&P500 (50% ), with the rest of the portfolio equally divided 
between the MSCI World Index, the MSCI EM equity index and EM sovereign debt 
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9/ 11 & Iraq invasion (2001-03) 

Chart 1 above shows that 10 years after the end of the first Gulf War, the GPR 
Index spiked dramatically in 2001, due to the notable impact of the 9/11 
terrorist attack, after which the average level of geopolitical risk doubled.  9/11 
and the following Iraq invasion created a period of elevated geopolitical 
tensions that lasted for 22 months, the longest period according to the GPR 
Index, during which the safe portfolio recorded gains of 18%, while the risky 
portfolio lost 16%.  

Madrid & Moscow bombings (2004) 

Terrorist attacks increased geopolitical risk later on in 2004, with the Moscow 
and Madrid bombings. The Madrid train bombings, three days before the 
March general elections in Spain, constituted the deadliest terrorist 
attack carried out in Spain and Europe since the 1988 bombing of Pan Am 
Flight 103 in Scotland, while Moscow was shaken by four separate attacks by 
suicide bombers over a period of 7 months. The safe portfolio delivered a 
better performance than the risky assets in this case as well, recording a 
positive return of 2% versus a loss of 0.9%. 

Crimea & ISIS (2014-15) 

After a 10-year period in which the GPR Index remained mostly below its post 
9/11 average, geopolitical risk increased significantly again in 2014 as tensions 
rose between Ukraine and Russia after the Russian annexation of the Crimea 
peninsula and ISIS military operations escalated in Iraq and Syria. Over this 
period, the risky portfolio delivered a higher return than the safe portfolio, 
and it was characterised by a better risk-adjusted performance (1.3 vs. 0.4).  

North Korea-US tensions (2017-19) 

Finally, the last period of geopolitical uncertainty started in the summer of 2017, 
when North Korea conducted a series of missile and nuclear tests that showed 
the country's ability to launch ballistic missiles beyond its immediate region. 
Tensions between North Korea and the US eased significantly in January 2018, 
but geopolitical risks remained elevated amid Trump’s trade wars with China, 
Canada, Mexico and Europe. Over this period, despite the risky portfolio 
recording a gain of 15% compared to a smaller gain of 11% for the safe portfolio, 
risk-adjusted performance continues to suggest that investors would have been 
right to allocate money to the safe portfolio.  
 

Summarising our results, empirical analysis shows that the portfolio made up 
of safe haven assets delivers risk-adjusted returns higher than the risky 
portfolio, in four out of five geopolitical risk periods we considered based on the 
Sharpe ratio. We also investigated whether a 60/40 portfolio (60% invested in 
risky assets and 40% in safe heaven assets) could perform better than the safe 
portfolio. Interestingly, our analysis suggests that the diversified portfolio does 
not improve the risk-adjusted performance and that asset allocators should 
invest in the safe portfolio as soon as tensions start to rise and the GPR passes 
100. 

We also investigated if the safe portfolio continues to be the best strategy at 
points of extreme geopolitical risk, i.e. when the GPR index goes above 200. 
Here we found the results were more mixed as the risky portfolio delivers the 
best performance in three out five periods we considered. Table 3 shows the 
return of each portfolio in the time window that starts with the GPR going above 
200 to when political tensions de-escalate (GPR< 100). We would note that some 

https://en.wikipedia.org/wiki/Terrorism
https://en.wikipedia.org/wiki/Terrorism
https://en.wikipedia.org/wiki/Pan_Am_Flight_103
https://en.wikipedia.org/wiki/Pan_Am_Flight_103
https://en.wikipedia.org/wiki/North_Korea
https://en.wikipedia.org/wiki/Ballistic_missile
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of these periods are quite short, however they highlight the point that risky 
assets do begin to recover before the risk index falls back to normal.  These 
results may also indicate that risky assets have discounted a large part of the 
risk by the time the GPR reaches the extreme level of 200. 

Table 3: Portfolio returns at points of extreme risk (time window from 
GPR>200 to GPR<100) 

  Safe 
portfolio 

Risky 
portfolio 60/40 

Gulf War (Jan – Feb 1991) 1.2 7.8 5.2 

9/11 and Iraq invasion (Sep – Jul 2003) 21.3 -10.4 2.3 

Crimea (Aug – Dec 2014) -3.4 1.0 -0.7 

North Korea (Aug 2017 – Feb 2018) 1.4 17.1 10.9 

Trump (Mar 2018 – Mar 2019) -0.7 -4.3 -2.8 
Source: Refinitiv Datastream, Schroders, 26 September 2019. 
 

Identifying shifts in geopolitical risk is difficult and, as discussed above, stock 
prices often recover within a few months from the end of tensions. 
Consequently, we ask whether investors should simply ignore the risks and 
remain invested in risk assets. As we have seen this would mean greater 
volatility, but could leave investors better off in the long run.  

For each of the five selected events we extend the time horizon of our empirical 
analysis to six months after the end of geopolitical tensions to explore what 
would have happened if investors were willing to stay invested in risk assets and 
wait for the cloud of uncertainty to lift. We then compare this against holding a 
safe portfolio for the period, a 60:40 (stocks: bonds) portfolio and a dynamic 
portfolio where the investor starts with a safe portfolio as soon as tensions start 
to rise (i.e. GPR>100) and then switches back to the risky portfolio when tensions 
dissipate (i.e. GPR<100). In this case we take transaction costs into account as 
the portfolio is actively traded. We also take into account the fact that there is 
one-month lag in the GPR data between the latest reading and its release. 

First, when we analyse returns over the extended period of time the safe 
portfolio underperforms the risky portfolio in all cases except in the 9/11 and 
Iraq invasion event (see charts 2 to 6). Even though the risky portfolio started to 
bounce back towards the end of the Iraq invasion in Q2 2003 it was unable to 
make up the losses experienced during the conflict and match the safe 
portfolio.  Overall, though, the analysis suggests that if investors are willing or 
able to ignore volatility, then investing in the risky portfolio represents a better 
strategy than a safe portfolio, as it delivers a higher return in four out of the five 
periods we considered. It also scores better than the safe portfolio in risk 
adjusted terms in each of these four periods (chart 7).  With the exception of the 
2014-15 Crimea and ISIS event, risk assets perform particularly well in the six 
months after the indicator falls back below 100. 

It is important to highlight the fact that markets are driven by a range of factors 
beyond geopolitical risk. For example, as shown in charts 4-6, during bull 
market periods (2003-2004, 2014 and 2017) the risky portfolio delivers higher 
returns than the safe portfolio, even when geopolitical tensions rise. For 
example, the Jobs and Growth Tax Relief Reconciliation Act of 2003, the so-called 
“Bush tax cuts”, and global growth synchronisation in 2014 and 2017 provided 
a substantial boost to stock prices, offsetting the negative impact derived from 
rising geopolitical risk.  

Should investors ride 
out geopolitical risk? 

Risky vs safe portfolios 
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We found that there were gains to be made from taking a more active approach: 
the dynamic portfolio where investors switch on the signal from the GPR 
delivers a return higher than the risky portfolio in three out of the five events 
and performs better than the safe portfolio in three out of the five periods. 
Moreover, as shown in chart 7, these findings are in line with the results of the 
analysis of risk-adjusted returns. The dynamic portfolio provides Sharpe ratios 
higher than the risky portfolio in three out of the five periods we considered 
and higher than the safe portfolio in three out the five periods. 

Chart 2: Cumulative returns  
(Gulf War)                            

Chart 3: Cumulative returns  
(9/11 and Iraq invasion) 

  
 

Chart 4: Cumulative returns  
(Madrid and Moscow bombings)                        

Chart 5: Cumulative returns  
(Crimea and ISIS) 

  
                                                                                                                              

Chart 6: Cumulative returns (North Korea and trade wars)           

 

Source: Refinitiv Datastream, Schroders, 26 September 2019. 
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Chart 7 and table 4: Sharpe ratios1   

 

  Safe 
portfolio 

Risky 
portfolio 

60/40 
portfolio 

Dynamic 
portfolio 

Gulf War -0.21 0.13 0.04 0.30 

9/11 and Iraq 
Invasion 1.17 0.14 0.43 1.12 

Madrid and 
Moscow 
bombings 

0.18 1.08 1.01 1.55 

Crimea and ISIS 1.05 1.89 1.74 1.09 
North Korea and  
trade wars 0.29 0.41 0.37 0.21 

 

Source: Refinitiv Datastream, Schroders, 26 September 2019. 

Our analysis shows that geopolitical risks can have a significant but temporary 
impact on asset returns, lowering stock prices while supporting safe haven 
assets. The first part of this empirical study shows that a safe portfolio delivers 
the best risk-adjusted returns during periods of heightened geopolitical risk. In 
the second part of the study, where we extend the time window of our analysis 
to six months after the period of heightened geopolitical risk, the results 
suggest that in absolute terms a risky portfolio delivers a return higher than a 
safe portfolio in four of the five examples shown above.  This would suggest 
that given a choice between a safe or risky portfolio, investors should favour the 
latter and ride out geopolitical events. 
 
Taking a step further though we find that a dynamic portfolio, that holds safe 
haven assets when tensions become elevated, and switches to risky assets 
when they dissipate, delivers a higher total return than a risky portfolio in three 
out of the five periods we considered and in three out of five when compared 
to a safe portfolio. 
 
If investors are not willing to ignore volatility, chart 7 and table 4 suggest that 
the results of the risk-adjusted returns analysis are not different from what we 
have found when analysing returns in absolute terms. In particular, among the 
five periods we considered, a dynamic portfolio improves the average Sharpe 
ratio by 13 bp when compared to a risky portfolio and a diversified portfolio, 
and by 36 bp when compared to a safe portfolio.  
 
We recognise that this analysis is based on a relatively small sample size of five 
periods which are unlikely to repeat in exactly the same way. Nonetheless, we 
find that investors should not ignore geopolitical risk as there are benefits to 
portfolio performance from switching to safe haven assets when the GPR 
becomes elevated. We do not advocate adopting the mechanistic approach we 
have adopted for the analysis, but the work we have done bears out the 
conclusion that geopolitical risk is important and can be of benefit in active asset 
allocation.  Note that this applies even though we have not tried to optimise the 
level at which to make the switch or tried to predict movements in the GPR. 
 
Although there has been a significant increase in the GPR during the Trump 
presidency, the emergence of China as a global superpower and the rise of 
populism means this is unlikely to change soon. Despite the recent agreement 
between the US and China to resume trade talks at the Osaka G20 meeting, 
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tensions between the two nations remains high and the GPR index remains 
elevated. It is also the case that the scope for central banks to ease policy and 
provide relief to risk assets as an offset to heightened political risk is less than 
in previous episodes, given the low level of interest rates and size of central 
bank balance sheets. Consequently, taking geopolitical risk into account when 
choosing portfolio strategy will be increasingly important for investors.  
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US recession 2020? 
“People stop buying things, and that is how you turn a 
slowdown into a recession.” 

Janet Yellen, Former Federal Reserve Chair  
In the Q3 Global Market Perspective, the paper ‘US recession risk: echoes of 
1998 or 2001?’ discussed the risk of a US recession by comparing the current 
economic environment with the historical episodes of 1998 and 2001, within 
the context of the business cycle. In this paper, we analyse the potential for a 
US recession in 2020 through the lens of the US bond and labour markets. 

Chart 8: The US yield curve 

 
Source: Refinitiv Datastream, Schroders, 04/10/19. 

The bond market has a decent track record of predicting the possibility of 
recession for the US economy. With nearly one exception, in 1966, every time 
that the US yield curve has inverted1, the US has entered recession within 18 
months, at an average lead time of 10 months. The most recent yield curve 
inversion - in May this year, five months ago - suggests that, on this measure, 
the US economy is potentially destined for an imminent recession. 
 
Indeed, one of Schroders’ recession models, which utilises the yield curve to 
predict the potential for a recession within the next 12 months puts that 
probability at around 40% - an elevated level, and above its critical threshold 
level of 25%. With one exception, in 1966, every time the recession probability 
has breached the critical level, a recession has ensued. 

Chart 9: Recession probability model 

 
Source: Refinitiv Datastream, Schroders, 04/10/19. 

                                                           
1 An inverted yield curve here is defined by the UST 10-yr bond yield being lower than the 3-month 
T-bill rate at month-end. 
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There is some contention that the yield curve is ‘broken’ and as such, its 
signalling of a recession is misleading, if not outright fallacious. The 
contention is that the quantitative easing (QE) policies initiated by the US 
Federal Reserve (Fed) following the financial crisis have artificially lowered 
long-end rates, and in turn rendered the yield curve flatter than it should 
ordinarily be. The consequence is that the inversion of the curve would not 
have occurred without such bond buying activities, and would not therefore 
be predicting a recession.  
 
Current arguments against the yield curve being a good predictor of a 
recession seem somewhat unconvincing: firstly, short-end rates are much 
lower than in previous times that the yield curve has inverted. The Fed has had 
to lower rates because the economic environment has been worse than that 
following previous recessions, providing a partial offset for the impact of QE at 
the long-end of the curve. The Fed funds rate since the financial crisis has 
averaged 0.7%, which is 680bps lower than in the years leading up to any 
other recession since the 1950s. Although QE has likely had an additional 
impact over and above the effect on the curve from aggressive rate cuts at the 
short-end and forward guidance, the actual impact of QE is difficult to 
disentangle. In previous periods of curve inversion many other reasons were 
offered for the yield curve being ‘broken’. 
 
Secondly, the yield curve has been ‘compromised’ by QE for over a decade, 
because the Fed first began implementing QE in 2008 - significantly, the 
current inversion is occurring when the Fed has been reducing its balance 
sheet. As the Fed’s balance sheet is now declining, the market is expecting 
significantly lower interest rates to come - indicating that the US economy is 
relatively more impaired than any time since the financial crisis. 
 
The New York Federal Reserve has several models to forecast a US recession: 
one has a similar methodology to the one described above, yielding a similar 
result. Interestingly however, another, which uses the excess bond premium 
(EBP) places the probability of recession at a far lower level. The EBP uses 
information contained in corporate bond spreads to gauge risk appetite in the 
corporate bond market. Specifically, the EBP strips out the spread directly 
attributable to expected corporate default risk and retains information that 
relates to corporate cash flows. As a result, the information gleaned relates 
specifically to overall credit market sentiment in the corporate bond market, 
‘beyond the compensation that investors in the corporate bond market 
require for expected defaults’ for firm-specific reasons.  
 
Chart 10: Excess bond premium probability model 

 
Source: New York Federal Reserve, Schroders, 04/10/19. 
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Importantly, the recession probability based on the EBP is lower than the level 
that the was indicated as the potential for recession in 2016 (chart 10). Most 
recently, the excess bond premium probability peaked in February 2016 at just 
over 60%, while the current reading is just 10%. However, the EBP does 
produce more false signals than the sovereign yield curve when identifying 
upcoming recessionary periods. 
 
It’s not all doom and gloom though. The US economic cycle is currently the 
longest on record, and the jobs market remains an area of strength for the US 
economy.  

Chart 11: Longest expansion on record 

 
Source: Refinitiv Datastream, Schroders, 04/10/19. 
 

US consumer balance sheets remain in a solid shape. Workers in the US have 
begun to work fewer hours, but earnings growth remains healthy, and 
consequently real aggregate income growth remains relatively robust. Real 
aggregate weekly incomes1 have a strong correlation with consumption 
expenditures in the US and show that the US consumer balance sheets remain 
healthy and should be supportive of further growth in economic activity going 
into 2020.  
 
Chart 12: Household income and consumption remain healthy 

 

                                                           
1 Real aggregate weekly income combines the number of workers in the US, the average hours 
worked on a weekly basis, and the average weekly earnings, adjusted for inflation to give an 
indication of the state of the household balance sheet. 
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Source: Refinitiv Datastream, Schroders, 04/10/19. 

However, this is a coincident indicator and it appears that the momentum in the 
jobs market appears to be losing steam, as the rate of jobs growth slows. If this 
continues, a period of economic slowdown (or outright recession) is likely to 
come sooner rather than later.  

Chart 13: Manufacturing and services jobs 

 
Source: Refinitiv Datastream, Schroders, 04/10/19. 
 

Leading indicators in the jobs market are also highlighting the need for a 
cautious approach. The US Conference Board’s Employment Trends Indicator 
(ETI) has stabilised, potentially reaching a turning point. Although previous 
recessionary periods followed after the ETI has rolled over, a similar stabilising 
trend occurred in 2014/2015, before the economic expansion continued.  

Chart 14: Employment Trends Index 

 
Source: Refinitiv Datastream, Schroders, 04/10/19. 

Although there are some indications that growth is slowing, a recession is not 
necessarily imminent. Monetary policy remains very accommodative, with rates 
near zero for most major economies. Nonetheless, investors should be wary 
about becoming too cyclical in their positioning, as it appears the economic 
cycle is at least at a critical juncture. Cyclical equity sectors have 
underperformed more defensive sectors (and those being driven by rising 
central bank liquidity).  
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Additionally, Schroders is forecasting a profits1 recession for US domiciled 
companies, with the squeeze on margins driven via wage growth and slowing 
demand. If the economic slowdown gathers pace, capex plans are likely to be 
further reduced, along with a reduction in headcounts. In such a scenario, 
investors should be wary of elevated equity market valuations. Indeed, in the 
lead-up to and during a recession2, are the phases of the business cycle that 
equities perform most poorly. 

Chart 15: US economic profits: actual and forecast 

 
Source: Refinitiv Datastream, Schroders, 04/10/19. 

Investors can potentially take advantage of relatively expensive pricing in the 
bond market. Although bonds have tended to perform better than equities 
during a recession, the yield curve tends to turn from inversion toward a more 
normal upward sloping shape quite quickly. Historically, the average length of 
US curve inversions averages around nine months, suggesting that the yield 
curve could be positively sloped by around end-Q1 2020. From the most 
inverted point in each period of curve inversion to the time of the yield curve 
resuming a positive slope, the curve has steepened on average by around 
140bps. This tends to occur on average in the fifth month of the curve inversion. 
So if history repeats, now could be the time that elevated valuations for bonds 
begin to unwind.  
 
Combining the outlook from the labour and bond markets, it appears that a 
continued slowdown in the US economy is inevitable, but that does not 
necessarily need to lead to a recession, especially if policy support provides a 
foundation for activity. Certainly, policy support would likely assist in supporting 
asset market valuations at relatively elevated levels, and allow investment 
performance to diverge from historical norms during recessionary periods. 

                                                           
1 Profits refers to National income and products accounts (NIPA). Please refer to the Bureau of 
Economic Analysis for a good discussion on the difference between NIPA and S&P 500 profits. 
https://apps.bea.gov/scb/pdf/2011/03%20March/0311_profits.pdf   
2 See ‘US recession risk: echoes of 1998 or 2001?’ in the Q3 Global Markets Perspective for a 
discussion on the phases of the business cycle. The NBER differs from the technical definition of 
recession – two quarters of negative growth – and uses a variety of economic variables, including 
GDP, the level of unemployment, and industrial production to determine the peak and trough of 
the economic cycle. 
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Market returns 
  Total returns Currency September Q3 YTD 

Equity 

US S&P 500 USD 1.9 1.7 20.6 

UK FTSE 100 GBP 3.0 1.0 14.3 

EURO STOXX 50 EUR 4.3 3.1 22.9 

German DAX EUR 4.1 0.2 17.7 

Spain IBEX EUR 4.9 1.0 11.4 

Italy FTSE MIB EUR 4.0 4.8 25.6 

Japan TOPIX JPY 6.0 3.4 8.8 

Australia S&P/ ASX 200 AUD 1.8 2.4 22.6 

HK HANG SENG HKD 1.9 -7.5 4.3 

EM equity 

MSCI EM LOCAL 1.5 -1.9 8.1 

MSCI China CNY 0.0 -4.2 8.1 

MSCI Russia RUB 0.9 1.5 23.1 

MSCI India INR 2.3 -2.6 3.7 

MSCI Brazil BRL 3.3 3.8 19.0 

Governments 
(10-year) 

US Treasuries USD -1.2 3.8 11.7 

UK Gilts GBP 0.0 3.9 8.5 

German Bunds EUR -1.4 2.7 9.1 

Japan JGBs JPY -0.6 0.6 2.5 

Australia bonds AUD -0.5 3.4 13.7 

Canada bonds CAD -1.7 1.2 6.8 

Commodity 

GSCI Commodity USD 1.7 -4.2 8.6 

GSCI Precious metals USD -3.9 4.4 13.7 

GSCI Industrial metals USD 0.6 -0.3 0.7 

GSCI Agriculture USD 5.2 -7.3 -5.8 

GSCI Energy USD 0.8 -5.3 16.3 

Oil (Brent) USD 0.7 -8.9 14.6 

Gold USD -3.6 4.4 15.0 

Credit 

Bank of America/ Merrill Lynch US 
high yield master 

USD 0.3 1.3 11.5 

Bank of America/ Merrill Lynch US 
corporate master 

USD -0.6 3.1 12.9 

EMD 

JP Morgan Global EMBI USD -0.4 1.3 12.1 

JP Morgan EMBI+ USD 0.2 -1.7 8.9 

JP Morgan ELMI+ LOCAL 0.5 1.3 4.1 

  Spot returns Currency September Q3 YTD 

Currencies 

EUR/USD   -4.3 -1.0 -4.6 

EUR/JPY   -4.0 0.8 -6.1 

USD/JPY   0.3 1.8 -1.5 

GBP/USD   -3.2 1.2 -3.2 

USD/AUD   4.0 -0.1 4.4 

USD/CAD   1.3 -0.4 -3.1 

Source: Refinitiv Datastream, Schroders Economics Group. 02/10/2019. 
Note: Blue to red shading represents highest to lowest performance in each time period.  
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