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2010 has now drawn to a close and while the optimists may claim to have their nose ahead as at year end, 
the broader prognosis for key economies and markets remains uncertain.  It is therefore not my intent to 
offer bold predictions for the year ahead, but rather focus on the key challenges for investors in the period 
ahead and relay our thoughts on how to deal with these challenges. 
 
From an economic perspective, there appear to me to be four key areas to watch. 
 
The first is the US where a tentative, yet so far jobless, recovery is underway.  Monetary policy remains 
extremely accommodative and the recent re-engagement of fiscal policy in the recovery process is a 
positive. Both factors will help support US growth in the near term.  In addition, the rise in hours worked also 
suggests companies are getting closer to the point of hiring which is vital, as an improvement in consumption 
is a necessary pre-condition for sustained recovery (refer Chart 1).  The signs suggest that the US economy 
will grow in 2011 – but the medium term challenges remain abundant.  House prices remain depressed, 
liquidity – while abundant is not being utilised (banks would prefer to ride the yield curve than lend, and in 
any case, borrowers aren’t borrowing) and the medium term necessity for fiscal repair will impose a longer 
term retardant on US growth.  The bottom line for us is to remain wary and expect sporadic disappointment. 
 
Chart 1 

 
Source: Schroders, Datastream  
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Europe too is riddled with medium term financial and economic challenges that episodically rear themselves 
to conflict with improving news from the core European economies of Germany and France.  Europe’s main 
threat to the world is via the European banking system, compounded by the conflict between a single 
currency and independent governments, hostage to the political cycle. Whether the banking crisis is one of 
liquidity or solvency to me is secondary.  The risk of default remains high, and the need to repair the financial 
system over the medium term is critical. In my mind this will retard growth in Europe for some time to come.    
 
China is also under pressure.  Inflation problems suggest overheating, and while the Chinese authorities are 
seeking to curb demand by tightening policy, it is impossible to rule out over tightening leading to a collapse 
in broader demand (refer Chart 2).  Our analysis suggests underlying growth in China has already 
moderated.  While betting against China in recent years has been costly, it could be more costly to assume 
that China is immune from policy mistakes and/or exogenous influences wreaking havoc on demand.  
 
Chart 2 

 
 

Source: Schroders, Datastream 
 
 
Watch out Australia!   
 
The narrowness of Australia’s economic strength is very apparent as the boost to national income 
associated with commodity price gains and the positive terms of trade shock has been extraordinary.  A 
broader look at the economy does suggest a less rosy picture however.  House prices have flattened, 
consistent with a collapse in credit growth, and retail trade remains modest.  From a policy stand-point, 
monetary policy has been tightened (as the RBA themselves acknowledge) and monetary conditions are on 
the tighter side of neutral (refer Chart 3). Also, with the $A strong, the competitiveness of Australian industry 
(outside the mining sector) is lousy.  As my equity colleagues often remind me, there are very few Australian 
companies globally competitive when the exchange rate is north of $1 USD.  While Australia is in the rare 
position of being able to stimulate its way out of trouble given relatively high nominal and real interest rates 
and a relatively healthy budget balance, such a process would have serious consequences for Australian 
assets markets. 
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Chart 3 

 
Source: Schroders, Datastream 
 
 
So, what does this mean for investors? 
 
From an asset class perspective, the following observations are relevant: 
 
Firstly, we believe that policy conditions in Europe and the US will remain extraordinarily accommodative for 
some, if not all of 2011.  This means a Federal Funds rate of close to 0%, the retention of a quantitative 
easing program (with the threat of QEIII and beyond if market rates rise too far and threaten to thwart 
recovery), and the retention of fiscal policy as an “in-play” policy lever. Against this back-drop, a range 
trading environment for government bonds seems the most plausible.  We are not yet prepared to back a 
broader bear market for US treasuries until the potential for policy normalisation becomes a plausible 
discussion point… and we are a long way from this point in our view. 
 
That said, the de-synchronisation of the global economic challenge and its resultant impact on policy will 
create some interesting investment opportunities.  
 
Whereas, much of 2010 (until mid October anyway) was about being short duration in those markets where 
monetary policy was being tightened (ie Australia) and being long the economic basket cases (the US and 
Europe), there is a strong possibility that at some point in 2011 it will make sense to reverse this – especially 
if China slows.  In this environment, being long Australia versus other bond markets will make the most 
sense. We are not there yet, but it may not be that far away, especially given the recent sell-off in US 
treasuries (which have also dragged up yields in other bond markets).  For currencies like the $A this 
scenario would be a disaster, compounded by the fact that on most fair value metrics the $A is already 
grossly overvalued. 
 
Yield curves globally have steepened again, with the US 2/10’s for example, not far from its cycle wides 
(refer Chart 4).  If, as seems likely, official rates in the US are going nowhere soon, we would expect to see 
the US yield curve flatten through 2011, especially early on.  Curve flattening may be a more prudent way to 
capture changes in interest rate perceptions than outright duration positions. 
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Chart 4 
 

 
Source: Schroders, Datastream 
 
 
Credit has been a safe way to benefit from global reflation efforts, especially given the extraordinary 
cheapness of credit in the immediate aftermath of the GFC.   As this suggests, a large part of the case for 
credit over the last 2 years was valuation based.  An objective assessment of credit through a valuation filter 
today suggests credit (as a generalisation) is broadly at fair value – limiting the upside to credit from a capital 
gains perspective and increasing its vulnerability to economic and supply based shocks.  Putting this into 
context though, credit spreads remain well above the extraordinarily tight levels achieved in 2006/07, 
immediately preceding the GFC.  Against this backdrop credit should remain relatively well supported by 
investors, especially those seeking yield.  However, investors need to brace for lower returns and more 
variability from month-to-month.  
 
A key challenge for credit investors will be identifying the return from the movement in credit spreads, and 
that from broader changes in interest rates. With credit spreads and bond yields inversely correlated under 
more normal cycles, how investors obtain their credit exposure will be important.  Unfolding economic 
recovery – which pushes credit spreads down yet forces bond yields higher will mean that investors holding 
fixed rate corporate bonds will likely lose out.  
 
While the case for equities is not a compelling one, at the margin equities have some attractive qualities.  On 
an absolute basis equities look to be on the cheaper side of fair value. This observation is true for the major 
developed markets of the US, Europe, Japan and Australia, but does not hold for Emerging Markets.  The 
reduction in prospects of a “double-dip” recession provides a more attractive cyclical backdrop for earnings 
and global liquidity conditions remain abundant (not to mention effectively 0% returns to cash savings in the 
US and Europe).  Equities may also benefit from a switch at the margin away from credit (given lower yields 
and spreads) towards equities which offer (in some cases) comparable yields and growth prospects. 
 
As mentioned above the case for Emerging Market equities is less compelling.  On a variety of valuation 
metrics Emerging Market equities look expensive when compared to developed market equities and policy 
tightening in markets like China (designed to facilitate a reduction in economic momentum) imply a more 
negative cyclical backdrop over the medium term, especially when compared to optimistic market 
expectations (refer Chart 5).  Put more simply, we see this as a crowded and high risk trade, dependent 
more on momentum than valuation and fundamentals and thereby much higher risk than generally thought.  
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Chart 5 

 
Source: Schroders, Datastream 
 
In summary  
 
− The tussle between cyclical reflation in the US and structural repair is ongoing and will remain a feature 

in 2011. The challenges for Europe are no less with both the European banking sector and peripheral 
sovereigns  likely to ensure volatility prevails. 

 
− Beware China! Policy tightening amid an inflation challenge could go awry. The implications for 

emerging economies and Australia are profound. At some point selling Australia (bonds, $A and 
equities) in favour of global assets will likely be a key trade. 

 
− Given this, we are not yet ready to fully back the recovery trade in our portfolios. Investment 

opportunities are expected to be more tactical than structural as markets oscillate between fear and 
optimism. 

 
− We are wary of US treasuries longer term – but see rising yields as an opportunity to extend duration 

amid a broader range trade. Steep yield curves are a sensible way to gain exposure. 
 

 
Disclaimer 
Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this 
article.  They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 
443 274, AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without 
notice.   In preparing this document, we have relied upon and assumed, without independent verification, the accuracy 
and completeness of all information available from public sources or which was otherwise reviewed by us.   Schroders 
does not give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. 
Except insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or 
any company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or 
otherwise) for any error or omission in this article or for any resulting loss or damage (whether direct, indirect, 
consequential or otherwise) suffered by the recipient of this article or any other person.   This document does not 
contain, and should not be relied on as containing any investment, accounting, legal or tax advice.  
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