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Schroders Multi-Asset Investments 
Views and Insights 
Section 1: Monthly Views – November 2015 
Summary 
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Category View Comments 

Equities + 
We remain positive on equities as our cycle indicators show signs of improvement, 
leading us to reduce the probability of a serious economic slowdown. We continue to 
prefer Japan and Europe over the US and UK while we remain negative on emerging 
markets (EM). 

US  0 
The ongoing strength in the US dollar is continuing to outweigh the strong domestic growth 
picture that drove our positive view on US equities earlier in the year. We therefore remain 
neutral on US equities in light of the slowdown in the earnings cycle and the risk of a tighter 
monetary environment as the Federal Reserve (Fed) looks to hike interest rates. 

UK  0 

We continue to remain neutral on UK equities with profit margins expected to remain under 
pressure from higher labour costs on 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 while the ongoing debate over EU membership continues to create uncertainty. 

Europe + 

Europe remains one of our preferred equity regions as momentum continues to be relatively 
strong and corporates should benefit from continued accommodative monetary policy from the 
European Central Bank (ECB). Comments from the ECB suggest that it will expand its 
quantitative easing (QE) programme in December which should further dampen the euro, thus 
acting as a tailwind for already improved corporate earnings.  

Japan  + 
Japan is our other preferred equity region with the strongest price momentum of all countries we 
monitor while earnings revisions have been more resilient than most. Given the continued 
weakness in the country’s economic growth, we expect the Bank of Japan (BoJ) to provide 
additional easing to support the yen on its downward path. 

Pacific ex 
Japan  0 

Valuations remain attractive in Pacific ex-Japan equities despite October’s rally. However, 
momentum remains relatively poor particularly in those sectors exposed to a Chinese slowdown. 
We therefore maintain our neutral score in the absence of a medium-term growth catalyst. 

Emerging 
Markets – 

We remain negative on EM given the continued weak qualitative environment in emerging 
economies. The high concentrations of commodity-linked sectors continue to weigh on the 
region while EM growth assets face uncertainty around the timing of the first Fed interest rate 
hike.  
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Category View Comments 

Government 
bonds –  

We lower our score on duration this month as we downgrade our qualitative score given 
uncertainty over central bank action. We continue to prefer gilts and US Treasuries over 
German bonds because of divergent monetary policy which we expect to put pressure on 
the euro, raise inflation expectations and steepen the German yield curve. 

US  –   
We have downgraded US Treasuries to negative this month given that there is a higher 
likelihood that the Fed will hike rates ahead of market expectations. We have therefore moved 
outright short on the 5 year. We continue to implement views along the yield curve with a 
butterfly long 2 and 10 year, short 5 year trade. 

UK  0  
We expect the Bank of England (BoE) to become more hawkish once the Fed hikes which 
would likely cause higher front-end volatility and a steepening of the front-end of the yield curve. 
We have therefore closed our outright positive view in favour of 2/10 year flatteners. 

Germany 0  

This month we downgraded our positive view on German bonds and took profits on flattener 
trades that we implemented in February. Markets are starting to price in further accommodative 
monetary policy from the ECB, most likely in the form of a deposit rate cut, which will put 
downward pressure on the euro and increase inflation expectations. This should result in curve 
steepening at the long end which we look to access through 5/30 steepeners. 

Japan  0  Despite the unattractive 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.  

US inflation 
linked  0 

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

Emerging 
markets – 

While EM US dollar debt valuation has 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. EM local debt is starting to become more attractive as growth 
and inflation dynamics continue to diverge across regions and countries. However, Fed 
uncertainty and concerns around China continue to overhang EM which prevents us from 
upgrading our view. 

 
Category View Comments 

Investment 
grade credit +  

US  0 
We maintain our neutral score on US investment grade this month as corporates’ balance 
sheets remain strong and debt affordability is still high. However, earnings momentum has 
slowed which prevents us from becoming more constructive. 

Europe ++ 
We maintain our double positive score on European investment grade credit given that credit 
fundamentals remain supportive and ECB monetary policy is likely to remain accommodative 
and carry friendly. 

 
Category View Comments 

High yield 
credit +  

US  + 

US high yield (HY) outperformed other credit segments last month in a technicals-driven rally as 
large inflows into the asset class created buying pressure. Issuance has been weak in the past 
few months but there is scope for issuance to pick-up going into year-end as corporates look to 
raise capital before the Fed hikes rates. Whilst acknowledging the short-term challenges, we 
remain positive on a medium-term basis given that spreads continue to price in rather 
conservative estimates about the future path of default rates (particularly in the energy sector). 

Europe  0 
Valuations in European HY remain relatively attractive but have contracted since August as 
macro stress has reduced. The prospect of further accommodative policy from the ECB would 
be positive for carry, but we prefer to express that view in the US where the value signal 
appears more compelling at this point. 
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Category View Comments 

Commodities 0 We remain neutral as we are less constructive on cyclical commodities as global growth 
has failed to accelerate. 

Energy + We maintain our positive view on energy this month given that we are finally seeing production 
falling from US shale oil, likely putting a near-term floor on prices. 

Gold –  We remain negative on gold as we expect stronger US data to push up real rates, weighing on 
the attractiveness of gold. 

Industrial 
metals 0 

Sentiment has turned less bearish on industrial metals on the back of large cuts by major 
producers. However, we remain neutral as markets continue to be oversupplied and should 
remain in surplus over the next year. 

Agriculture 0 
We retain our neutral view on agriculture this month as wheat, corn and soybean harvests are 
on track to be high-yielding and inventories remain at or near record levels globally. However, El 
Nino continues to build towards the third strongest event in the past 65 years, suggesting 
potential for significant disruption to 2016 harvests. 

 
 
Category View Comments 

Currencies   

US dollar +  
We have upgraded the US dollar to single positive from neutral this month. US economic data 
has recently surprised to the upside and Fed Funds futures curves are starting to price in a 
significant chance (~65%) of a rate hike at the December meeting which will put upward 
pressure on the US dollar. 

British pound 0 
Dovish comments from the BoE have pushed the chance of a rate rise out further. However, we 
remain neutral on sterling as these dovish comments are balanced by the belief that the BoE will 
be encouraged to act shortly after the Fed hikes. 

Euro 0  
We have downgraded the euro back to neutral this month. Following an improvement in US 
growth indicators, the Fed is more likely to hike rates alongside a more aggressive ECB which 
may further loosen monetary policy at its December meeting. 

Japanese yen – 
We remain bearish on the Japanese yen as inflation and growth remains benign. We therefore 
expect further accommodative monetary policy from the BoJ over the coming year, which will 
add further downside pressure on the yen. 

Swiss franc  0 Given no obvious catalyst for a repricing, we remain neutral on the Swiss franc this month. 

 
 
Category View Comments 

Cash – We continue to hold a negative view on cash in the environment of negative real rates. 

Source: Schroders, November 2015. The views for corporate bonds and high yield are based on credit spreads (i.e. duration-hedged). The views for currencies are 
relative to US dollar, apart from US dollar which is relative to a trade-weighted basket. 
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Section 2: Multi-Asset Insights 
 
Are bonds still an effective hedge against 
growth-sensitive assets? 
 
Introduction  
A combination of low bond yields, the risk of a Fed policy 
mistake and the market environment over the summer have 
raised concerns on whether bonds still have the hedging 
ability, or, “hedging power,” for growth portfolios. This month 
we discuss research from our Term risk premia group which 
considers the current hedging power of bonds, the potential 
drivers and the suggested action that could be taken in 
portfolios. Throughout this piece, we use a growth proxy 
defined as a hybrid of 67% MSCI World Local, 33% GBP 3-
Month Libor to represent a growth portfolio similar to one of 
our “Growth” strategies. 
 
Measuring hedging power  
The classic method for understanding hedging power is 
correlation. If the correlation between two assets (A1 and A2) 
is negative then we would expect a portfolio holding A1 to be 
able to hedge by allocating to A2. However, as the correlation 
between the two assets becomes less negative, the benefits 
from hedging the A1 portfolio with A2 fall. Furthermore, in 
previous research, we had identified the need to look beyond 
correlation and to include volatility to look at magnitude as 
well as direction. Therefore, expanding our research to 
downside beta, we observe that the negative downside beta 
observed between US Treasuries and our growth proxy has 
been reducing over recent years. This poses a real challenge 
for investors, as it potentially makes portfolios more 
susceptible to growth shocks.  
 
To test if diversification has indeed been worsening, we 
calculated realised efficient frontiers for a range of equity 
bond portfolios (bonds ranging from zero to 40% allocation) 
over one year rolling periods back to 1992. The stronger the 
hedging power, the higher the risk/return benefits of including 
bonds as shown by a positive slope on the efficient frontier. 
Looking at this measure, shown in Figure 1, we see that the 
diversification benefit of bonds has indeed been diminishing in 
recent years, but the level remains around the long-term 
average. This measure helps us to understand if bonds’ 
hedging power has deteriorated, but it should not be 
considered a forecast for reduced hedging power going 
forward. 
 
Dynamics across the curve 
Having established that bonds may now be less capable of 
hedging growth risk, we now look to see whether the 
effectiveness of bond hedging is dependent on curve 
positioning. Looking at the downside beta of yields across the 
curve, we observe that the traditional bond hedging 
instruments, 10 year maturities, are less effective than 5 years 
– that is that they have a higher negative downside beta. 
 
 
 
 
 
 
 
 
 
 
 

Figure 1: Our measure of bonds’ hedging “power” vs. our 
growth proxy is falling back towards the long term 
average 

 
Source: Schroders, Datastream, October 2015 
 
For portfolios that cannot take leverage, the 30 year bond’s 
higher duration has what we consider to be the best hedging 
capabilities. A portfolio that can take leverage would seek 
leveraged exposure to the very short end of the curve which 
has the highest negative downside beta to growth assets and 
has actually been improving (moving more negative) in recent 
years. 
 
Dynamics across the distribution  
Even though their hedging power has diministed, bonds are 
still offering a level of protection within a balanced portfolio 
during equity sell-offs. While as equities sell off, bonds have 
performed well; when bonds underperform, equities also 
perform poorly – a noticeable feature since the taper tantrum. 
One way to rationalise this is that bonds are still hedging 
growth risk, but bonds and equities are also loading on 
additional risks (possibly related to liquidity tightening or 
inflation) and these risks are becoming an important 
contributor to equity/bond correlation. As the correlation 
conditional on bond sell-off is most pronounced at the long 
end of the curve, as explained above, it may be that this risk 
is related to inflation rather than liquidity. This suggests an 
additional way to hedge equities could be Treasury Inflation 
Protected Securities (TIPS) breakevens. This should be 
investigated further, particularly given their rather attractive 
current valuations. 
 
Having undertaken further research on this topic, one of our 
key conclusions is that relative liquidity, here defined as 
central bank liquidity over private sector liquidity, has been a 
more effective tool in supporting inflation expectations. 
Therefore, an effective hedge against growth-sensitive assets 
could be expressed through FX as a risk premium rather than 
interest rates. 
 
Conclusion 
Consistent with our initial thoughts, we find the hedging power 
of bonds has been reducing, despite a reasonable negative 
downside correlation with equities still existing. However, it is 
clear that risks other than growth appear to be affecting equity 
and bond correlation dynamics. Since these effects are most 
visible at the longer end of the curve, we suggest that inflation 
expectations are key drivers of correlation dynamics. 
Excluding recessionary periods, given that US CPI is at its 
lowest for over 50 years, there are many ways in which higher 
inflation in the future could affect bonds’ ability to act as a 
growth hedge. Therefore, at this stage, we suggest that 
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portfolios with the ability to take leverage could hedge growth 
risk by positioning at the short end of the curve and leveraging 
up to increase duration. However, portfolios that cannot take 
leverage may wish to diversify their hedging implementation 
by considering TIPS breakevens and/or safe haven 
currencies. 

 
Important Information: These are the views of the Schroders’ Multi-Asset Group, and may not necessarily represent views expressed 
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