
 

Economic and Asset Allocation Views Q2 2014 



Schroders Global Market Perspective 
 

Page 1 

 

Introduction The first quarter of the year saw an increase in volatility with equity markets struggling 
to gain momentum whilst sovereign bond markets rallied. Some of the strongest bond 
market gains were seen in peripheral Europe where the tail risk of a Euro break-up and 
the trials and tribulations of Greece appeared to fade from investors’ memory. Today, 
markets are more preoccupied with the slowdown in emerging markets and the tail risk 
of a hard landing in China. The crisis which began in the US in 2007 has travelled, via 
the Eurozone, to the developing economies. 

Alongside changing perceptions of tail risk, there was a growing sense that central 
banks were becoming less supportive of financial markets. Members of the Federal 
Reserve (Fed) policy making committee have cited excess risk in markets as a concern 
and it would seem the committee believes that QE is becoming exhausted as a policy 
tool in the US. The decision to continue tapering in the face of a weakening in the 
economy reflected these considerations and the Fed has signalled that it will be moving 
to forward guidance as a means of influencing market expectations for interest rates in 
the future. Meanwhile, in the Eurozone investors have been concerned about the lack 
of European Central Bank (ECB) reaction to very low inflation and the risk of deflation, 
whilst in Japan the central bank has been unwilling to act pre-emptively to head off the 
effect of the increase in consumption tax. We expect that the Bank of Japan and ECB 
will prove more flexible in coming months, but that the Fed will continue to taper and 
move toward interest rate increases. 

In this Perspective, we assess these factors and report our latest asset allocation views. 
We also update our long term projections for asset class returns and re-visit the 
relationship between the economic and market cycles. 

Keith Wade, Chief Economist, Schroders 
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Asset Allocation Views: Multi Asset Group 

Global Overview 
Economic View The global economy is expected to strengthen in 2014, as the headwinds which 

have held back activity last year are expected to abate somewhat and allow 
demand to lift. However, regional performance is still patchy with the upturn 
being primarily led by the developed economies, the US and Europe, whilst the 
emerging economies experience a more modest improvement.  Against this 
backdrop, inflation is expected to remain relatively subdued given the spare 
capacity in the world economy, limiting significant upward pressure on 
commodity prices or wages. 

Despite the weather-related softness at the start of the year, particularly the 
harsher winter in the US, there are signs that the weather is turning. This will 
bring increased optimism that the world economy will rebound in the spring. 
Further out, the moderation in the fiscal headwind and the gradual repair of US 
household balance sheets should sustain the upturn this year.  In the UK, the 
recovery is expected to continue with the revival in the housing market. Growth 
indicators for the Eurozone and Japan also remain firm, but Japan is expected 
to experience a more immediate setback as the consumption tax increases. 

For emerging markets (EM), the growth outlook faces domestic issues along 
with the ramifications from QE tapering by the Fed. Looking ahead, we see 
stability rather than a massive deterioration, with global recovery providing 
support against weaker domestic fundamentals. Moreover, policy and political 
risks remain relevant given the government elections in countries such as India 
and Brazil.  

In terms of risks, three out of our five macro scenarios are biased towards the 
deflationary side, such as “Eurozone deflation” and “China financial crisis and 
Fragile 5”. The former would assume weak economic activity weighs on 
Eurozone prices with the region slipping into deflation. The latter focuses on the 
risk of a systematic implosion in the shadow financing market in China with 
adverse consequences particularly for the fragile five emerging markets. We 
have also added a “G7 boom” scenario to highlight the risk of growth surprising 
on the upside in the US, Europe and Japan respectively.   

Central Bank Policy The major developed central banks are expected to keep short-term interest 
rates pinned to the floor this year. The Bank of England (BoE) is assumed to 
leave rates on hold over the next two years. In the Eurozone, the debate is over 
how the ECB could provide more stimulus rather than less. The Bank of Japan 
(BoJ) is expected to step up asset purchases later in the year. However, the US 
Federal Reserve (Fed) is ahead of the cycle and is assumed to complete 
tapering of asset purchases by October 2014, possibly earlier, with the first rate 
rise expected in the third quarter of 2015. For emerging central banks, 
particularly the BRICs (Brazil, Russia, India and China), the picture remains 
more mixed with another rate hike expected for Brazil, but scope for monetary 
easing in Russia, which is dependent on the situation with Ukraine, and rates on 
hold in China and India.   

Implications  
for Markets 

Equities remain our preferred asset class despite valuations generally looking 
less compelling following a period of strong performance. We still believe that 
equities remain well-supported in the medium-term particularly as earnings 
growth comes through on the back of the global recovery. Although, we 
recognise that there is the risk of greater volatility this year driven by the 
normalisation of the macro environment and the impact on rate expectations.  

Within equities, we continue to favour the US as we are confident that the 
domestic recovery will continue, helping companies to deliver further earnings 
growth and maintain high profit margins. By contrast, we have kept our negative 
assessment on UK equities due to the resilience of the currency as a meaningful 
proportion of UK corporate revenues are generated overseas. 
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Asset Allocation Views: Multi-Asset Group  

Global Overview (continued) 
Implications  
for Markets 
(continued) 

Meanwhile, we have retained our overweight on European equities as we expect 
profit margins to expand while the macro data is showing signs of improvement. 
For Japan, we have downgraded to neutral as we have been disappointed with 
the lack of further yen depreciation and the reluctance of the BoJ to increase 
asset purchases ahead of the sales tax hike. Similarly, we are neutral on Pacific 
ex Japan and EM. On EM equities, valuations are more attractive but there are 
political concerns due to elections in a number of countries this year, as well as 
the potential impact of the Fed continuing to withdraw liquidity. 

In recent months, we have upgraded positioning on developed government 
bonds to neutral prompted by the softness in the economic data and geopolitical 
concerns in the emerging world. However, we still believe that the global 
recovery and the normalisation of monetary policy by the Fed will lead to upward 
pressure on yields. Hence, we anticipate a move back to a negative duration 
position at some stage. On the other sovereign debt markets, we are neutral on 
German Bunds, UK Gilts and Japanese government bonds.  

For emerging market debt (EMD), we remain cautious as the key countries in the 
universe suffer from structural headwinds, low growth prospects and political 
risks this year. Meanwhile, we have moved to neutral on high yield bonds driven 
by our reduced positive positioning on the European segment as valuations are 
looking stretched following the strong run in performance. In addition, we are 
overall neutral on investment grade but negative on the US relative to the 
European market. 

On commodities, we have turned neutral as strength in the agriculture market 
could be sufficiently powerful to move the overall commodities index higher. We 
are also more constructive on industrial metals as there are signs that the 
Chinese authorities are easing at the margins such as the recent fiscal stimulus 
announcement. However, the sector is still held back by ample supply across 
most base metals and the structural shift away from investment led growth in 
China. On the energy complex, we have stayed negative on the market given 
the increase in supply driven by potential supply in the Middle East returning to 
normalised levels.  In comparison, we remain neutral on precious metals with the 
gold price stabilising but a stronger US dollar and a re-assessment of 
geopolitical risks could weigh on the price.  

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

Region  Region  Sector  Sector    

US +  
US 
Treasury 

0 (- -) Government                                             0 (- -) Property + 
  

Europe ex UK +  
UK Gilts 0 (-) Index-

Linked 
0 Commodities 0 (-) 

  

UK -  
Eurozone 
Bunds 

0 
Investment  
Grade 
Corporate 

0 (-) 
Industrial 
metals 

0 (-) 

  

Pacific ex 
Japan 0 

JGBs 0 (- -) High yield 0 (+) Precious 
metals 

0    

Japan 0 (+) 

Emerging 
market 
debt  
(USD) 

- (- -)   Energy -    

Emerging 
Markets 

0 
    Agriculture 0 (-)   

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 
indicates a neutral position. The above asset allocation is for illustrative purposes only. 
Actual client portfolios will vary according to mandate, benchmark, risk profile and the 
availability and riskiness of individual asset classes in different regions. For alternatives, 
due to the illiquid nature of the asset class, there will be limitations in implementing these 
views in client portfolios. Last quarter’s positioning in brackets. Source: Schroders 
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Regional Equity Views  

Key Points 
 
 

++ Equities   

+ US The US remains the favoured market but we recognised that the superior growth 
opportunities offered by the economy are becoming discounted in relative valuations. 

US profit margins continue to trade near historical highs, but we believe these can be 
maintained given the strong pricing power of US corporates and the strength of the 
economy. Furthermore, we also see greater likelihood of additional corporate activity as 
strong cash flows held by companies are deployed for M&A activity and 
share repurchases. 

- UK We have continued to upgrade the growth outlook on the UK as government stimulates 
housing demand, but significant economic slack should limit any tightening of monetary 
policy until 2016 at the earliest. However, there is the risk is that the resilience in 
sterling puts pressure on UK equities as a meaningful proportion of UK corporate 
revenues are generated overseas 

Meanwhile, the slowdown in Chinese demand for industrial commodities suggests that 
there are headwinds for the UK market given the high concentration of energy and 
materials sectors in the FTSE 100.    

+ Europe ex UK Over the last couple of years, there has been a reduction in the political risk premium 
embedded in European valuations as investors reassessed the risk of a break-up in the 
Euro area. However, this market still offers room for further gains given that profit 
margins have more potential to expand and earnings are likely to benefit from the 
recovery in the US.   

There have also been signs of cyclical improvements judging from the recent business 
surveys. In addition, deflationary concerns within the region are likely to prompt the 
ECB is to provide additional monetary stimulus through another rate cut or more long-
term refinancing operations (LTROs) or some form of QE. 

0 Japan “Abenomics” appears to be making headway in stimulating growth and inflation through 
the weakness in the yen, but we are mindful of the structural reforms required for 
sustainable growth in the long term.  

While the BoJ is likely to deliver on further monetary stimulus in order to achieve their 
2% inflation target, in the meantime the market could be disappointed by the reluctance 
of the BoJ to increase asset purchases to cushion the impact from the sales tax hike.  

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

Weak commodity prices and more competitive Japanese exporters could hamper the 
performance prospects of this region. The tapering of QE by the Fed could also lead to 
the withdrawal of capital flows, particularly in markets with strong linkages to US 
monetary policy such as Hong Kong. 

At the same time, valuations and momentum behind this region are uncompelling 
relative to elsewhere.  

0 Emerging 
markets 

Growth momentum in these economies is expected to remain sluggish. While the 
structural decline in Chinese activity has been largely discounted by the market, the 
recent fiscal stimulus announced by the authorities in China could re-energise 
commodity prices and emerging equities. 

Valuations of emerging markets are more attractive, but the region continues to score 
poorly in terms of momentum and earnings revisions. There are also concerns about 
political instability which could arise from elections in a number of countries this year, 
as well as the potential impact of the Federal Reserve continuing to withdraw liquidity. 

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

Key Points 
 

 Bonds  

0 Government In recent months, we have turned neutral on government bonds prompted by the 
softness in the economic data and geopolitical concerns in the emerging world, such as 
the standoff between Ukraine and Russia. However, we still believe that the gradual 
recovery in the world economy, particularly in the US, and the normalisation of 
monetary policy by the Fed will lead to upward pressure on yields. In the last FOMC 
meeting, comments by the new Fed Chair, Janet Yellen implied rates could be raised in 
the second quarter of 2015. Although, she also emphasised that rates were likely to 
remain in their current range until the economy was closer to full employment and 
inflation significantly higher than today. Hence, we anticipate a move back to a negative 
duration position at some stage.   

After a period of positive growth momentum in the UK, softer economic data and a fall 
in inflation of late have tempered market expectation that the BoE would adopt a more 
hawkish stance and raise interest rates. Over the medium-term, we expect the UK 
economy to be positive but remain neutral on duration at present. Meanwhile, German 
Bunds in particular have benefited from a recent flight to quality as the Ukraine crisis 
has escalated but any stabilisation is likely to trigger a reversal. Moreover, deflation 
remains the primary concern although Mario Draghi disappointed those hoping for a 
more dovish stance from the ECB in his recent statements.     

We still believe that Japanese government bonds are unattractive over the long term 
given the ultra-low running yield. The effects of Mr Abe’s ultra-loose policies and 
monetary easing by the BoJ are already feeding into rising inflation. However, we are 
neutral on JGBs given the continued support from BoJ, as they remain the majority 
holder of Japanese government bonds. 

0 Investment 
Grade (IG) 
Corporate 

We are overall neutral on investment grade but negative on the US relative to the 
European market. The US is ahead of Europe in terms of recovery and is therefore 
closer to normalising monetary policy. For the US, corporate balance sheet metrics 
have started to deteriorate and increasing merger and acquisition activity could have a 
negative impact as investment grade companies tend to be the acquirers.  

In comparison, many European companies are still adopting a safety first attitude and 
we feel there is more potential for upside than in the US where the market is more 
mature. 

0 High yield (HY) Compared to last quarter, we have turned neutral on high yield driven by our reduced 
positive positioning on the European segment. While there is still evidence that 
European companies continue to focus on de-leveraging their balance sheets and 
monetary policy in the region is expected to stay accommodative, valuations are 
looking stretched following the strong run of performance. 

For US high yield, corporate default rates are still at low levels but quality metrics for 
these speculative grade companies such as net leverage have started to deteriorate.  

-  USD-
denominated 
Emerging 
market debt 
(EMD) 

EMD spreads have tightened over the quarter and remain reasonable from a valuation 
perspective. However, we are cautious as the key countries in the EMD universe suffer 
from structural headwinds, low growth prospects and political risks this year. Domestic 
demand is struggling amid the defensive monetary policy stances adopted by many 
central banks to stabilise their currencies. 

0 Index-Linked Despite the recent rise in real yields, valuations remain uninspiring and inflation break-
evens still looks slightly expensive given our moderate outlook for inflation. We expect 
weak emerging market growth to maintain downward pressure on inflation despite the 
rising prices in some agricultural sectors after last year’s drought. 

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

Key Points 
 

 Alternatives  

0 Commodities Commodity prices are likely to be range bound at best and in some areas in structural 
decline due to the combination of change in growth composition and the large supply 
response that has occurred over the last decade. However, compared to last quarter, 
we have upgraded commodities to neutral as strength in the agriculture market could 
be sufficiently powerful to move the overall asset class. At the same time, we have 
turned more constructive on industrial metals as there are signs that the Chinese 
authorities are easing at the margins such as the recent fiscal stimulus announcement. 
However, industrial metals are still held back by the structural shifts away from 
investment led growth in China. At the same time, the large ramp up in production over 
the past decade has led to ample supply across most base metals, particularly copper.   

Meanwhile, our positioning in the energy segment has remained negative as this sector 
continues to trade at the top of its recent range and supply dynamics point to increasing 
spare capacity. There is a risk that if a combination of Iran, Libya and Iraq manage to 
increase production to normalised levels, the oil market will appear comfortably 
supplied with ample spare capacity. 

For precious metals, we have maintained our neutral view with the gold price stabilising 
and the tension between the structural case and short-term sentiment continuing. A 
large portion of non-core investors have significantly reduced their position or even 
turned short on the asset class while physical demand in Asia has shown resilience and 
gold prices already to a large extent reflect a consensus view on Fed tapering.  
However, a stronger US dollar and a re-assessment of geopolitical risks such as recent 
situation in the Ukraine could weigh on the price. 

On agriculture, we have moved to neutral due to an increased amount of weather 
uncertainty, which could continue to drive prices higher. The cold weather in the US 
was only the first part of this weather shock, the second came in South America which 
experienced hot dry weather in the key coffee growing regions, and heavy rain in the 
soy bean growing regions. 

+ Property For the UK, we continue to forecast near double digit returns this year driven by the 
income component and rising rents across the commercial property sectors.  In the 
short-term, the risk to this view is firmly skewed to the upside, and given the momentum 
in the investment market, there is a possibility that we could see property yields fall 
more than originally forecast this year and next. Whilst this would boost performance in 
the short-term, returns could be more moderate from 2016 onwards. Meanwhile, 
London is expected to continue to record the strongest rental growth in 2014, although 
we believe higher yielding assets in the regions are well positioned to deliver strong 
returns over the next three to five years. 

We expect positive total returns on average investment grade European property this 
year led mainly be capital values benefitting from yield compression. Further out, 
steady rental growth should also be a driver of returns. The main upside risk in the 
short-term is that the inflow of capital from Asia and the US results in a sharp fall in 
yields, boosting capital values in 2014.  At the same time, if the strength of the recovery 
in the Eurozone is more robust, rental growth could resume slightly sooner than we are 
anticipating.  The main downside risk is that the sovereign debt crisis could re-ignite, if 
governments fail to meet targets to cut their budget deficits.   

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

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position 
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Economic View 

Central View Developed economies to lead pick up in global growth 

After three years of decelerating output the world economy is expected to 
strengthen in 2014 with global growth forecast to reach 3%, the best 
performance since 2011  (chart 1).  However, the composition of forecast 
upgrades is concentrated in the developed rather than emerging economies.   

An easing in fiscal austerity and lower commodity prices will support activity in 
the developed world this year. The exception is Japan where the consumption 
tax increase in April is expected to slow growth in 2014. Despite the recovery in 
global activity, inflation is expected to remain quiescent reflecting spare capacity 
in the world economy. Hence, global inflation is expected to remain relatively 
subdued in 2014 at 2.8%.  

Chart 1: Global growth forecast for 2014 and 2015  

Source: Thomson Datastream, Schroders 

For the US, we expect the strength of the recovery to be driven by the 
moderation in fiscal headwinds and gradual repair of household balance sheets. 
In particular, households should benefit from increased activity in the housing 
sector and improvements in the labour market. Elsewhere, we have revised up 
our growth forecasts for the UK driven by momentum in the housing market but 
also the pick up in business investment. In comparison, Eurozone forecasts are 
largely unchanged, but within the region we have raised the growth prospects of 
the peripheral economies at the expense of the core countries.  

By contrast, continued signs of slowing growth momentum in the emerging 
markets, particularly amongst the BRIC economies (Brazil, Russia, India and 
China), have led us to revise down GDP forecasts for this region. EM central 
banks have been forced to tighten more than anticipated, partly as a 
consequence of earlier than expected QE tapering. On top of this there are also 
growth negative country specific issues. Commodity prices offer some relief on 
inflation, but supply side constraints will continue to exert upward pressure on 
prices in many EM economies. Looking ahead, we see stability rather than a 
massive deterioration, with global recovery providing support against domestic 
issues.   

On the monetary policy front, the major central banks are expected to keep 
interest rates pinned to the floor in 2014. The BoE is likely to not increase rates 
until 2016. In the Eurozone, there is debate over how the ECB could provide 
more stimulus. We have therefore pencilled in another rate cut this year with the 
prospect of the ECB providing liquidity to the banks through another LTRO or 
some form of QE. However, in the US, the Fed has already started to trim asset 
purchases which could be over by October this year, possibly earlier, with the 
first rate rise expected in the third quarter of 2015. By contrast, the BoJ is 
expected to step up asset purchases later in the year in order to reach their 
inflation target and cushion the impact from the consumption tax rise.  

In addition to our central view, we consider five alternative scenarios where we 
aim to capture the risks to the world economy. 
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Economic View (continued) 

 Macro risks: Scenario analysis 

Full details of the scenarios can be found on page 10. The distribution of global 
risks is still skewed toward the downside for growth and inflation. Top of the list 
on the downside is a hard landing in China which then impacts the rest of the 
emerging markets, particularly the more vulnerable deficit economies – the 
China financial crisis and Fragile Five scenario. While all but the most 
bullish commentators have recognised that China is going through a period of 
structural reform which will necessitate weaker growth, views diverge on the 
ability of the authorities to restructure the financial sector without a significant 
hit to growth.  

Our other deflationary risk scenarios include Eurozone deflation and 
“Abenomics squared” where the BoJ steps up asset purchases aggressively, 
driving the JPY to 130 against the USD. Competitors complain at the further 
devaluation of the JPY and react by raising tariff barriers. Our final downside 
scenario – Trade war - would take us in a stagflationary direction as the 
territorial island dispute between China and Japan escalates. Trade barriers 
increase resulting in weaker growth, whilst firms hoard commodities pushing 
up prices and inflation. This scenario could also be applied in the case of the 
dispute between Russia and the Ukraine resulting in a trade war with the West.  

On the upside we see a G7 boom, an extension of our previous US boom 
scenario to Europe and Japan. The combination of pent up demand in the 
household sector combined with increased capital expenditure by the 
corporate sector results in a much stronger increase in activity. Such a 
scenario would require a significant shift in animal spirits and there is also likely 
to be one of higher inflation and tighter monetary policy. 

Chart 2: Scenario analysis – global growth and inflation impact 
 

Source: Schroders  
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Economic View (continued) 

 Chart 3: Scenario probabilities compared to previous quarters 

Source: Schroders 

In terms of macro impact, we have run the risk scenarios through our models 
and aggregated to show the impact on global growth and inflation. As can be 
seen in chart 2 on the previous page, three of our five are deflationary, such 
that both growth and inflation are lower than in the central scenario. The worst 
of these from a growth perspective is the China financial crisis + Fragile Five 
scenario which would have a significant ramification on the world economy as  
China demand weakens with commodity producers hit hardest. Pressure builds 
on the weaker EM countries (Fragile 5) resulting in further currency weakness 
and higher interest rates. 

Overall, there has been no change to the probability of deflation at 15% whilst 
there has been an increase in the weight put on the reflationary scenario. 
Nonetheless, the balance of risks on growth and inflation remains biased 
toward lower rather than higher outcomes.    

Chart 4: Scenario probabilities (mutually exclusive) 

Source: Schroders 
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Economic View (continued) 
Table 2: Scenario summary 

Scenario Summary Macro impact 

1.  Eurozone 
 deflation 

Weak economic activity weighs on Eurozone 
prices with the region slipping into deflation. 
Households and companies lower their inflation 
expectations and start to delay spending with 
the expectations that prices will fall further. The 
rise in savings rates deepens the downturn in 
demand and prices, thus reinforcing the fall in 
inflation expectations. 

Deflationary: weaker growth and lower 
inflation, which persists throughout the 
forecast. As a significant part of the world 
economy, Eurozone weakness drags on 
activity elsewhere, while some of the 
deflationary impact is imported by trade 
partners. ECB reacts by undertaking QE, but 
the policy response is too small and slow to 
avert the outcome. 

2.  G7 boom 

US growth picks up more rapidly than in the 
central scenario as the corporate sector 
increases capital investment and consumers 
spend more rapidly in response to the recovery 
in house prices. Banks increase lending, 
reducing their excess reserves and asset prices 
accelerate. Europe and Japan benefit from 
stronger demand which helps boost spending 
further through greater capex and confidence. 

Reflationary: stronger growth and moderately 
higher inflation versus the baseline. Stronger 
US growth increases pressure on the Fed to 
unwind QE and bring forward interest rate 
increases. Central banks elsewhere also 
experience pressure to tighten resulting in 
higher rates globally. 

3.  Trade war 

The dispute between China and Japan over the 
Senkaku islands escalates to a trade war which 
then spreads as nations take sides and cut their 
trade with each other. 

Stagflationary: global growth weakens as a 
large part of world trade shuts down. 
However, inflation is likely to be higher as 
firms hoard commodities pushing up energy, 
metals and food prices. 

4.  “Abenomics 
 squared” 

After some initial success at boosting growth 
and inflation through the fall in the JPY, activity 
in Japan moderates and then slumps as the 
consumption tax is raised. In response, the BoJ 
steps up asset purchases aggressively, driving 
the JPY to 130. Competitors complain at the 
further devaluation of the JPY and react by 
raising tariff barriers. 

Deflationary: slower growth in Japan is 
transmitted abroad through the devaluation of 
the JPY as competitors lose market share to 
Japanese firms. Primarily deflationary, toward 
the end of the period the subsequent increase 
in tariffs will push up import prices and CPI, 
reducing real incomes and demand, so taking 
the world economy in a more stagflationary 
direction.   

5.  China 
 financial 
 crisis + 
 Fragile Five 

An implosion in the wealth management 
products area results in a major cut in Total 
Social Financing depriving Chinese industry of 
funds. The resulting downturn in capex 
spending and the adverse impact on consumer 
confidence results in a sharp slowdown in 
Chinese growth.  The negative sentiment in 
markets spreads to other emerging markets, 
causing a domino effect of defaults in the 
Fragile 5. 

Deflationary: global growth slows as China 
demand weakens with commodity producers 
hit hardest. Pressure builds on the weaker 
EM countries (Fragile 5) resulting in further 
currency weakness and higher interest rates. 
However, the fall in commodity prices will 
push down inflation to the benefit of 
consumers. Developed market monetary 
policy is likely to ease/ stay on hold while the 
deflationary shock works through the world 
economy. 

Source: Schroders, February 2014 
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Strategy View: Review and outlook 
 

 

 
The first quarter of 
the year has been a 
pain trade for many 

 

 

 
 

 

 

 

 

 

This quarter we assess the general outlook for equities against bonds, 
whether it is time to buy emerging markets and prospects for Japan. 
We start with a brief review of the first quarter.  

Markets defied predictions in Q1 

At the end of last year the world economy looked set to accelerate following the 
pick up in growth during the second half of 2013. The US Federal reserve had 
signalled that it would begin to taper its purchases of bonds and investors 
prepared for a further rise in yields, whilst equities were expected to benefit from 
increased profits as growth expectations increased. Instead we have seen a 
rally in bonds and relatively flat equity markets over the quarter, after a 
significant increase in volatility and dip at the end of January (chart 5).  This was 
certainly an example of the pain trade: with everyone pointed in one direction, 
markets headed in the other. 

Chart 5: Global equity and G7 government bond markets 

Source: Thomson Datastream, 31 March 2014 

In terms of the fundamentals, it would seem that growth expectations got ahead 
of themselves as after a series of positive surprises on the data front, 
economists extrapolated an unbroken recovery into 2014. Disappointment then 
followed as US growth stalled in the first quarter such that on current estimates 
the economy is only expected to have expanded by 1.5% (annualised) during 
the period.  The economic surprise index for the US tracks the story, having 
peaked at a high level at the end of last year before falling throughout the first 
quarter (see chart 6). 

Chart 6: US economic surprise index 

Source: Thomson Datastream, 31 March 2014 
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Strategy View (continued) 

Fears of a Minsky 
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Fiscal headwind 
easing in 2014 
 
 

China was another fundamental concern as economic growth remained tepid 
and leading indicators showed the economy struggling to gain traction. Investors 
have been very focussed on the tail risks: concerns over the ability of the 
government to successfully de-leverage the economy without causing a hard 
landing are leading to comparisons with the early stages of the financial crisis in 
the west. There is talk of another “Minsky moment” where the 
interconnectedness of the system takes everyone by surprise and results in a 
deep recession. Such fears will have aided the performance of bonds and also 
contributed to the continued underperformance of emerging market equities 
relative to their developed market counterparts (chart 7). 

Chart 7: Emerging markets equity relative to world 

Source: Thomson Datastream, 31 March 2014 

The third factor has been the sense that central banks may be less supportive 
than in the past. Despite the weakness of growth, policymakers have not turned 
on the liquidity tap any further. For example, the Fed has continued to taper at a 
$10 billion pace per meeting despite the softness of activity. There has also 
been disappointment with the European Central Bank (ECB) in its response to 
the very low inflation rate across the region which has led some to fear deflation. 
It has been a similar story in China where credit growth continues to cool as the 
authorities rein back the financial sector, however the government has now 
announced a fiscal stimulus package for later in the year. 

Outlook 

Looking ahead, how do we see these factors playing out? Our view on growth is 
outlined in our baseline forecast and therefore we would argue that the macro 
fundamentals should improve in coming months. We believe that the slowdown 
in the US has been for the most part weather-related and whilst the housing 
market is taking time to emerge from winter hibernation, we should see a 
bounce in employment and construction in the spring.  
 
We would also draw attention to the lack of fiscal tightening in the US this year, 
compared to a drag of around 2% of GDP in 2013 as taxes rose and the 
sequester cut spending. The removal of this headwind should allow the 
economy to strengthen (chart 8 on next page).  
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Strategy View (continued) 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

…but not in Japan 

Chart 8: Fiscal headwind easing in the US and Europe, but not in Japan 

Source: Thomson Datastream, Schroders, 31 March 2014 

Similar reasoning supports the outlook for the Eurozone where government 
austerity will be less than last year and the peripheral economies should benefit 
from the significant decline in bond yields over the past year. We are also 
looking for the banks to be more willing to lend and be less of a drag on the 
economy as the “window dressing” ahead of the Asset Quality Review is now 
over. There are tentative signs that Eurozone credit is stabilising and the bank 
sector has been performing well in the equity markets.  

Staying within Europe we would see the UK recovery continuing led by the 
housing market. The recovery is supported by a broader range of indicators with 
both the manufacturing and service sector purchasing managers indices 
signalling stronger activity. Our G-tracker which uses these and other variables 
is signalling further acceleration in UK growth (chart 9).  

Chart 9: UK G-tracker signals stronger growth 

Source: Thomson Datastream, Schroders, 31 March 2014 

For Japan the outlook is less clear for two reasons. The first is the increase in 
the consumption tax which will take some ¥6 trillion out of the economy, 
equivalent to 1.25% of GDP.  Japan needs to tighten fiscal policy as with a 
public debt / GDP ratio of 240% and budget deficit of close to 10% of GDP, 
government finances are on an unsustainable path. We would expect consumer 
spending to dip in in the second quarter as taxes increase, thus bringing fears of 
renewed recession.  

The second factor relates to the wider problems in the emerging markets. In 
particular, China is Japan’s largest trading partner and there are fears that a 
hard landing there would damage growth prospects.  In the meantime, these 
concerns have led to renewed flows into the Japanese yen which is seen as a 
safe haven in times of crisis.  Gains in the Nikkei have been closely related to 
moves in the yen and the concern is that a further deterioration in China would 
push the yen higher, thus hitting the equity market.  
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system is robust, 
but full extent of 
bad debt problem 
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Assessing the hard landing risk in China 

We see a hard landing in China as more of a risk than a baseline scenario. 
Fears have been heightened by the government’s intention to bring more market 
forces to bear on the financial system in China and we have seen the first 
defaults in the onshore corporate bond market. The economy has to go through 
this process to move to a more efficient financial system and reduce the 
wastage of capital and over investment. The fear is that as defaults rise the 
system will collapse like the wooden blocks in some giant game of Jenga. Whilst 
the US and European financial systems have demonstrated how this can 
happen we would note that the Chinese system is less leveraged internally in 
that deposits are a greater proportion of loans and, that by owning the banks the 
government stands ready to backstop any shortfall.  

We would expect non performing loans (NPLs) to rise significantly over the next 
year and for the economy to record GDP growth in a 6.5-7.5% band – sluggish 
by past standards. However, as defaults rise investors are likely to be 
increasingly reassured if the government can demonstrate it still has control 
over the financial system. As we have seen in the US and Eurozone it is the 
reduction in tail risks which can drive markets, rather than signs of a robust 
recovery.  

Such an outlook should be positive for emerging market assets although we 
would still be selective at this stage. For example, the commodity dependent 
countries of Latin America are unlikely to see a return to strong export growth on 
our baseline forecast for China. There is also a heightened degree of political 
risk in the emerging world this year with critical elections in Brazil and India. 
Finally, the ongoing crisis in the Ukraine is likely to lead to a prolonged 
stalemate between Russia and the west with adverse consequences should the 
dispute lead to a trade war, or worse, military conflict.  

Monetary Policy and liquidity 

In terms of monetary policy, we see the Fed continuing to taper. The hurdle for a 
continuation of QE would be very high at this stage as some FOMC members 
believe that the policy has lost its effectiveness and may now be fuelling excess 
risk taking in parts of the financial universe, such as credit.  

On our baseline forecast the unemployment rate should fall throughout the 
forecast period reaching 6% by the end of the year, slightly ahead of Fed 
projections. The decline reflects a combination of better growth and a continued 
decline in the participation rate, a result of demographic factors in the US as the 
baby boomer generation ages. We expect asset purchases to end in October 
and for the first rate rise to come in Q3 next year. The risks are skewed toward 
an earlier rate rise.  

By contrast, we look for a loosening of policy elsewhere. The ECB is edging 
closer to QE with signs that the Bundesbank are becoming more open to the 
idea as a response to deflation. The lesson from Japan in the 1990’s was that 
central banks should head off deflation before it actually happens as once in, it 
is difficult to get out. Although bond yields are already very depressed in the 
Eurozone, arguably some of this is due to market expectations of deflation 
becoming priced in. Moreover, QE may be the only means of weakening the 
Euro and thus opening a new avenue of stimulus for the economy.  

Meanwhile the Bank of England is expected to be on hold this year and next. 
The upturn in growth is likely to moderate as the general election approaches in 
May 2015. There is also a strong likelihood that the Bank of England moderates 
the help to buy scheme later this year to take some of the strength out of the 
housing market in the South East.  
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Strategy View (continued) 
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Japan is also at a critical juncture and investors are looking for a response from 
the central bank to mitigate the effects of the hike in consumption. However, 
somewhat alarmingly for those looking for a rapid increase in asset purchases, 
the BoJ sound increasingly confident on the economy leading to fears that they 
will stand aside and make a policy error as growth slumps. We have trimmed 
our overweight back to neutral as a result of these considerations, but will be 
reviewing our decision in the light of BoJ policy in coming months. On balance 
we would expect a response as the BoJ governor Kuroda was a big supporter of 
the consumption tax hike and he would be expected to help smooth its effect on 
the economy.  

Overall, this makes the global liquidity picture a very mixed one with the Fed 
tightening whilst elsewhere the BoJ and ECB are easing further. The US tends 
to dominate in these matters with the Treasury bond setting global interest rates 
and on balance we would argue that liquidity is tightening. The end of US QE 
and increased reliance on forward guidance will also mean greater volatility in 
markets as policy becomes less certain. The divergence of monetary policy is 
also likely to create opportunities across markets and result in a stronger USD.  

Valuation: historic and prospective 

Some of the biggest gains in equity markets over the past year have been in 
Europe, particularly the peripheral markets such as Italy and Spain. Looking at 
the breakdown of returns over the past year the greatest returns, but also the 
greatest re-rating can be found in Europe. Earnings have played little role in the 
gains on the Eurostoxx. The US has also benefitted from a re-rating, but 
increases in earnings have played a considerably greater role. By contrast, the 
TOPIX, UK and emerging equity markets have de-rated despite earnings gains 
(chart 10). 

Chart 10: Total return breakdown – past year 

Note: SG: MSCI Singapore, EM: MSCI EM (local currency), UK: FTSE 100, AU: Australia 
S&P/ASX 200, JP: Japan TOPIX, World: MSCI World (local currency), US: S&P 500, Fra: 
France CAC 40, Ger: Germany DAX 30, EU: Euro Stoxx 50, Tech: US NASDAQ, Spain: 
IBEX 35, Italy: Datastream Composite. Source: Thomson Datastream, Schroders, 31 
March 2014 

Turning to the level of valuations, the two cheapest markets are Japan and 
emerging markets judging from their 12-month trailing PE ratios (chart 11 on 
next page). By contrast the S&P is trading at the top of its band as are most of 
the European markets.  
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Strategy View (continued) 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chart 11: Equity market valuation (versus 10-year history) 

 

Note: SG: MSCI Singapore, EM: MSCI EM (local currency), UK: FTSE 100, AU: Australia 
S&P/ASX 200, JP: Japan TOPIX, World: MSCI World (local currency), US: S&P 500, Fra: 
France CAC 40, Ger: Germany DAX 30, EU: Euro Stoxx 50, Tech: US NASDAQ, Spain: 
IBEX 35, Italy: Datastream Composite. Box and whisker plot based on 10 years of data. 
The vertical line shows the highest to the lowest value while the top and bottom of the 
rectangular box shows the lower and upper quartiles.  Source: Thomson Datastream, 
Schroders, 31 March 2014 

The US position looks more favourable if we take account of forward earnings. 
For example, we expect US earnings to rise as economic recovery gathers 
momentum. The profit share will still be a constraint, but there should be scope 
for S&P500 earnings to increase by around 8% this year and next, whilst 
reported earnings rise slightly faster due to reduced write-offs. These projections 
put the market on a prospective PE of 15 at current levels based on reported 
earnings (see table 3).  

Table 3: US profits and corporate earnings outlook 

US 2011 2012 2013F 2014F 2015F 

Economic profits        

y/y% -0.7 26.0 3.6 6.0 8.0 

Non.fin. share % GDP 7.7 9.3 9.2 9.3 9.6 

S&P 500 EPS        

Operating USD $96 $97 $107 $116 $125 

y/y% 15.1 0.4 10.8 8.3 7.6 

Reported USD $87 $87 $100 $110 $121 

y/y% 12.4 -0.5 15.8 10.1 9.4 

S&P 500 PE based 
on market at: 

1257.6 1426.2 1846 1846 1846 

Based on operating 
EPS 

13.0 14.7 17.2 15.9 14.8 

Based on reported 
EPS 

14.5 16.5 18.4 16.7 15.3 

Source: S&P, Schroders, 7 April 2014 

At this stage we do not publish European earnings forecasts, but we see scope 
for a greater increase than in the US as margins have more scope to increase, 
being in line with their average and some way from their previous peaks. There 
is also scope for a significant bounce in banking sector earnings as the period of 
write-offs begins to draw to a close.  
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Strategy View (continued) 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Conclusion 

Markets have surprised this year with equities disappointing and bonds rallying. 
We would see scope for a rebalancing in the coming quarter as US growth 
strengthens after a soft first quarter resulting in a greater focus on the ending of 
QE and the start of rate rises. We would expect some pressure on interest rate 
expectations as a result.  

However, the key may well lie with China and whether the authorities can 
demonstrate that they can successfully de-leverage the economy that is reduce 
debt without creating a hard landing. Until investors are more confident on this 
outcome then fears of a major deflationary shock to the world economy are 
likely to persist. Better sentiment toward China would also help emerging market 
equities, but we will probably need to see a few more defaults in the bond 
market and shadow financing system before this can be achieved.  

For Europe and Japan, market outcomes will be more dependent on the policy 
response from their respective central banks. The ECB is edging toward QE, but 
we may have to wait until later in the year and greater signs of deflation before 
action is taken. Meanwhile, the hope is that the BoJ will react more rapidly and 
step up asset purchases (or Quantitative and Qualitative Monetary Easing 
(QQE)) to head off the negative impact of the increase in consumption tax. In 
other words whilst the US market will need higher earnings growth to drive it 
higher, in Europe and Japan the policy response will also be important. 
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Long run asset class performance: 30-year return 
forecasts (2014–43) 

  

 

 

 

 

 

 
 

 
Cash returns  
likely to be negative 
in the near term, 
owing to the 
deleveraging 
process 

 

 

 

 

 

 

 

 

 

 
Sovereign debt 
should outperform 
cash, but returns 
are likely to be 
muted 

 

Schroders Economics Group produces thirty-year return forecasts, on an annual 
basis, for a range of asset classes. Here we outline the methodology used, 
which is based on a series of building blocks and estimates of risk premia, and 
surmise the key conclusions from our analysis. 

Cash 

One of the key building blocks for our long-run forecast is our assumption 
regarding the returns on cash, which are almost entirely driven by movements in 
key policy rates (Bank of England base rate, the Federal Funds rate etc.). 

The methodology we use is a multi-stage approach- in the initial stage (6-8 
years depending on the region) we forecast the real return on cash to remain 
negative, as the de-leveraging of both private and public sector balance sheets 
in the developed world keeps monetary policy extremely accommodative, and 
negative real rates remain an attractive way of ameliorating the debt burden.  

The second stage of our cash forecast is a simple normalisation in cash rates, 
over a five year horizon, before we reach the third and final stage, with positive 
real cash rates. This terminal value of real cash returns is based on an historic 
average, to which we make adjustments to reflect our views going forward. This 
year, we have made downward adjustments to the historic average for Japan, 
owing to poor demographics suggesting an anaemic growth outlook. 

Table 4: Real cash returns assumption (% per annum) 

  US UK Eurozone Japan 

De-leveraging phase (6–8 years) -1.2 -2.5 -1.0 -0.6 

Long run (17–19 years) 1.1 1.5 1.0 0.0 

Overall (2014–43) 0.5 0.5 0.3 -0.2 

Source: Schroders, March 2014 

Inflation 

Our preferred approach is to formulate our views on the real returns of the major 
asset classes and then add our inflation assumptions to give the expected 
nominal return. Our inflation forecasts follow a similar multi-stage approach to 
that used for GDP, using consensus forecasts for the initial ten years and our 
own forecast for the latter twenty. This year, we have increased our long run 
forecast for inflation in the UK and the US, citing an increased tolerance for 
inflation as a means of easing the debt burden.   

Sovereign bonds 

Our return assumption on sovereign debt builds on the return we have for cash, 
adding a maturity premium to forecast the returns to longer maturity (10-year) 
bonds. As with our cash methodology, we estimate the maturity premium from 
historical averages (in this case twenty years) and make an adjustment to reflect 
our own views. Using the historical average maturity is a sensible base, as there 
is a maximum steepness a yield curve can reach before the carry and roll 
becomes too attractive for investors to ignore, thus encouraging them to buy 
long-dated bonds and flatten the curve again. This year, we have introduced a 
40% discount to the historic steepness of the yield curve for all countries, to 
reflect the view that yield curves are likely to be flatter going forward than they 
have been since the early 1990s, as a result of loose monetary policy and a 
weak growth outlook.  
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Long run returns (continued) 

  

 

 

 

 

 

 
 

 

 
 
 
 
 
 
Credit returns are 
estimated as the 
excess over 
sovereigns 
 
 
 
 
 
 
 
 
 
 
 
Forecasts for 
equities are based 
on the Gordon 
growth model, 
where productivity 
growth determines 
dividend growth 

For the UK and US, we also forecast the returns on inflation-linked government 
debt, by applying a discount to the returns on the nominal bonds. It is to be 
expected that inflation linked bonds offer a lower return than nominal, owing to 
the insurance they offer against rising prices. The reason for the greater yield 
discount applied to UK linkers than US TIPS is due to technical market reasons, 
related to the relative liquidity of the two markets

1
 and the structure of the 

market. 

Table 5: Cash, sovereign bonds and linkers 

  US  UK  Eurozone Japan 

2014–43 (% p.a.)         

3 stage model 0.5 0.5 0.3 -0.2 

Cash real return 0.5 0.5 0.3 -0.2 

Inflation 2.4 2.7 2.1 1.5 

Nominal cash return 2.9 3.2 2.4 1.3 

Bond maturity premium 1.1 0.5 0.8 0.8 

Bond return 4.0 3.7 3.2 2.1 

Inflation insurance premium 0.5 1.0 n/a n/a 

Inflation linked bonds 3.5 2.7 n/a n/a 

Source: Schroders, March 2014 

Credit 

Our credit returns are forecast using the excess return of credit (both investment 
grade and high yield) over sovereign bonds for the respective market. The two 
key drivers of credit’s excess return are the changes in spreads and the 
expected loss through defaults, both of which are closely linked to the economic 
cycle. For this reason, we combine regression analysis of spread changes and 
default losses with our long run US growth forecast to forecast the excess return 
of US high yield and investment grade credit over Treasuries. Using regression 
analysis again, we use the excess returns of US credit to estimate the excess 
returns of UK and European credit over UK Gilts and German Bunds 
respectively.  

Table 6: Credit – Investment grade (IG) and high yield (HY) 

2014–43 (% p.a) US IG US HY UK IG Euro IG Euro HY 

Spread 1.0 5.1 0.7 0.5 5.8 

Default loss 0.1 3.3 0.1 0.1 3.3 

Return over 10-year govt. 0.9 1.8 0.6 0.5 2.4 

10-year govt. return 4.0 4.0 3.7 3.2 3.2 

Nominal return 4.9 5.8 4.4 3.7 5.7 

Source: Schroders, March 2014 

Equities 

Our equity return assumptions use a Gordon’s growth model approach, in which 
returns are generated through the initial dividend yield and the growth rate of 
dividends (via earnings growth). Thus, our equity outlook rests on our real GDP 
growth forecasts, from which we use the implied productivity growth– the growth 
in real GDP not caused by growth in the labour force- to forecast the capital 
growth from equities. We use productivity growth rather than GDP growth as our 
proxy for dividend growth, as the former translates into earnings growth better 
than the latter.  

 
                                                      
1
 UK linkers make up a bigger share of the total Gilt market (roughly 20%) than TIPS do of the Treasury market (less than 

10%). Thus, relative to their main market, TIPS are less liquid than UK linkers, and thus have a price discount (e.g. lower 
prices, thus higher yield and smaller differential between nominal and TIPS yield) 
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Long run returns (continued) 

  

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 

Equity returns 
should outperform 
sovereign bonds 
across the world… 
…but the most 
attractive long run 
returns will likely be 
from emerging 
markets 

Our thirty-year GDP forecast is split up into the first ten years and the final 
twenty years. For the first ten years, we use our own economic forecasts for the 
first two years, and the consensus GDP forecasts from Consensus Economics 
for the remainder. In combination with demographics data from the US Census 
Bureau, we can back out the implied growth in productivity.  For the latter twenty 
years, we make explicit productivity forecasts, using historical averages and our 
own outlook, and combine these with the demographic data to forecast GDP 
growth. We then combine the two time periods to get an overall thirty-year 
forecast for productivity and GDP growth. 

This forecast for productivity is the basis for our capital growth assumptions, 
though we make adjustments for areas where earnings and trend productivity 
have not tended to grow in line. This is the case in the emerging markets, where 
productivity gains have historically not translated fully into earnings growth, 
hence we scale earnings growth downwards, and Europe where earnings 
growth has tended to exceed productivity growth (hence an upward scaling).  

Table 7: Expected returns from equity markets 

  US Japan UK  Eurozone 
Pacific  

ex. Japan Emerging Switzerland 

2014–43 (p.a.)              
Dividend 
yield 

2.2 2.1 3.4 3.4 3.7 2.9 3.0 

Projected 
dividend 
growth 

2.2 1.9 1.9 2.0 2.6 4.2 1.7 

Expected real 
return 

4.4 4.0 5.4 5.5 6.4 7.2 4.7 

Inflation 2.4 1.2 2.7 2.1 2.8 3.5 1.2 

Expected 
nominal 
return 

7.0 5.3 8.2 7.7 9.4 10.9 6.0 

Source: Schroders, March 2014 

Summary 

Our forecasts suggest that the long run real returns on cash will be extremely 
poor, and especially so in the next ten years, during which they are likely to be 
negative for most developed markets. Further out, for the UK, US and Europe 
the real return on cash should normalise and become positive, but over the 
entire forecast horizon cash will do little better than beat inflation.  

We would expect longer dated sovereign debt to outperform cash over thirty 
years, but again returns in real terms are likely to be meagre. This is especially 
true in the immediate future, where the current valuations of bonds considered 
“safe assets” are unattractive and suggest low returns.  

Of the riskier assets, we expect both credit and equities to outperform sovereign 
bonds, with equities remaining the asset class offering the greatest potential for 
returns. On a regional basis, we believe equities will deliver an attractive return 
(both real and nominal) across the board, but unsurprisingly the strongest return 
potential is likely to come from the emerging markets.  

Emerging market equities, however, are more prone to periods of crisis than 
their developed peers, and we would expect the more generous potential return 
to be accompanied by greater volatility and sharper drawdowns. Elsewhere, we 
expect the returns in developed markets to be broadly similar, with the exception 
of Japan. Given the unfavourable demographics of Japan, with a rapidly 
shrinking working population, the potential growth rate of GDP and thus 
earnings is limited, capping the returns available to investors in Japanese 
equities. This effect also explains the relative underperformance of both the 
Japanese cash and JGB markets. 
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Long run returns (continued) 

  

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 

Chart 12: US nominal asset returns – build up approach 

 

Source: Schroders, March 2014 

Chart 13: Nominal equity returns breakdown 

 
Source: Schroders, March 2014 
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Long run returns (continued) 

  

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 

Table 8: Long-run return assumptions (2014–43) 

  Currency Yield 
Capital 

gain 
Nominal 
return Inflation 

Real 
return 

Cash             

USD cash USD 3.0 - 2.9 2.4 0.5 

GBP cash GBP 3.2 - 3.2 2.7 0.5 

EUR cash EUR 2.5 - 2.4 2.1 0.3 

YEN cash JPY 1.1 - 1.5 1.5 0.1 

G4 cash Local 2.6 - 2.6 2.2 0.4 

Government bonds (10-year)  
 US Treasury 

bond USD 4.1 - 4.1 2.4 1.6 

UK  Gilt GBP 3.7 - 3.7 2.7 1.0 

Eurozone 
(Germany) EUR 3.2 - 3.2 2.1 1.1 

JGB JPY 1.9 - 2.4 1.5 0.9 

Australia AUD 5.3 - 3.5 2.6 0.9 

Hong Kong HKD 4.1 - 4.0 2.4 1.6 

Singapore SGD 1.6 - 2.8 1.6 1.2 

G4 bond Local 3.5 - 3.5 2.2 1.3 

Inflation-linked 

     Barclays 7–10 
year IL Gilts GBP 2.7 - 2.7 2.7 0.1 

Barclays 7–10 
year TIPS USD 3.6 - 3.5 2.4 1.1 

Credit   
     US IG USD 5.0 - 4.9 2.4 2.5 

US HY USD 5.9 - 5.8 2.4 3.3 

UK IG GBP 4.4 - 4.4 2.7 1.7 

Euro IG EUR 3.7 - 3.7 2.1 1.6 

Euro HY EUR 5.7 - 5.7 2.1 3.5 

Property   
     UK 

Commercial GBP 6.1 0.5 6.5 2.7 3.7 

EUR 
Commercial EUR 5.7 0.8 6.4 2.1 4.2 

Equity markets       

  US  USD 2.2 4.7 6.8 2.4 4.3 

US small cap USD 1.7 6.6 8.2 2.4 5.7 

Japan JPY 2.1 3.1 5.1 1.5 3.6 

UK GBP 3.4 4.6 8.1 2.7 5.3 

UK small cap GBP 2.7 6.7 9.5 2.7 6.6 

Switzerland CHF 3.0 2.9 5.7 1.2 4.5 

Europe ex.UK EUR 3.4 3.7 6.7 1.9 4.7 

Eurozone EUR 3.4 4.2 7.1 2.1 4.9 

Singapore SGD 2.8 5.3 7.7 1.6 6.0 

Pacific ex 
Japan USD 3.7 5.4 9.3 3.1 6.1 

Emerging 
markets Local 2.9 7.8 11.0 3.4 7.3 

Global (AC) 
Equity Local 2.5 4.8 7.2 2.4 4.7 

Global (AC)  
Equity Risk  
Premium 

vs. 
G4 
bonds   3.6 

 

3.4 

    
vs. G4  
cash 4.5 

 
4.3 

Note: UK Index-linked returns use RPI inflation for the nominal return 
Source: Thomson Datastream, Schroders, March 2014 
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Market focus: Mind the gap – US economic cycle 
revisited 
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Introduction 

In the aftermath of the financial crisis in 2008, the significant downturn in the US 
led to a deeply negative output gap. In recent years, as the economy has 
recovered, this gap has gradually narrowed but has been slow to close. Recent 
comments by the Fed Chair, Janet Yellen aptly described that there is “still 
considerable slack” in the US economy. 

This note examines the US output gap in the context of defining the economic 
cycle and the implications for investing across the asset classes. Based on our 
measure of a negative and narrowing output gap, the US has been in the 
recovery phase for an extended period of time. Looking further out, our 
forecasts suggest that we could rotate into the expansion phase next year. This 
is likely to coincide with the return of the interest rate cycle when the Fed starts 
to hike rates for the first time in over 5 years. While the normalisation of the 
macro and monetary environment is likely to lead to greater market volatility, 
assets that sit further up the risk spectrum and the more-cyclically exposed 
areas could stand to benefit from the stronger macro backdrop.  

Defining the economic cycle  

The standard textbook definition of the output gap is the difference between the 
actual and the potential output or GDP. Potential is the maximum level of output 
which the economy can produce without generating inflation. Using the US 
Congressional Budget Office’s (CBO) estimates of potential real GDP, the 
current output gap is 4% of GDP as of Q4 2013. This is not far off from our 
measure of the gap at 3.1% over the same period. However, our estimate is 
timelier in that it is linked to the monthly outturn in the unemployment rate and 
the industrial capacity utilisation rate relative to their long run trends. 
Consequently, on our estimation, the output gap has tightened further to 2.6% of 
GDP as of Q1 2014.  

Chart 14: Stylised economic cycle 

 
Source: Schroders 

In defining the economic cycle, we specified four distinct phases depending on 
the position of the US economy in relation to the output gap and whether growth 
is above or below its long run trend (chart 14). While there are a variety of ways 
of defining the cycle, the output gap neatly encapsulates the behaviour of 
inflation, activity and monetary policy. For instance, in the aftermath of the 
financial crisis 2008, the US entered the recession phase of the cycle where 
growth was significantly below trend and there was considerable slack in the 
labour market and thus a widening output gap. With both inflation and activity 
falling, the Fed aggressively cut interest rates and also implemented 
unconventional monetary stimulus to reflate the economy. 

Recovery
Output below 

trend and rising, 

growth 

accelerating, 

Inflation falling

Expansion
Output above 

trend and rising, 

growth 

accelerating, 

inflation rising

Slowdown/ 

Stagflation
Output above 

trend and falling, 

growth 

decelerating, 

inflation rising

Recession/ 

Disinflation
Output below 

trend and falling, 

growth 

decelerating, 

inflation falling
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Market focus (continued) 
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Cycle - Where next? 

According to Schroders economic cycle, the US has remained in the recovery 
phase since mid-April 2010 given a negative but narrowing output gap (chart 
15). Since the 1950s, the average recovery stage of the cycle has lasted 1.5 
years with the longest being over 2.5 years until now. This time around, 
however, the protracted period in recovery has been the consequence of a 
deeply negative output gap and subdued economic growth by past standards 
(with both the unemployment rate and capacity utilisation rate substantially 
below long run trend levels).  

Chart 15: Schroders economic cycle  

Source: Schroders, 31 March 2014 

In recent years, improvements in the labour market have resulted in the drop in 
the unemployment rate from a high of 10.1% in November 2009 to 6.7% in 
March 2014.  Despite being close to the threshold considered at one point to be 
the hurdle for raising rates by the Fed, the level of unemployment is still above 
the long run NAIRU (non-accelerating inflation rate of unemployment) of 5.5% 
estimated by the CBO.  

Based on our forecasts, the US is expected to move into the expansion phase of 
the cycle by October next year when the unemployment rate hits 5.2% and the 
capacity utilisation rate is 81.5% (table 1). Not only would this be the first time 
the cycle has rotated into the expansion phase for over 8 years, it is likely to 
coincide with the return of the interest rate cycle when the Fed starts to hike 
rates for the first time in over 5 years.  

Alternatively, if the US experiences a stronger recovery in the economy along 
with the labour market, then the cycle could progress into the expansion phase 
earlier than indicated by our forecasts. Table 9 illustrates the cycle positioning 
based on different combinations of the unemployment rate and capacity 
utilisation rate. Clearly, we need to see further improvements in both of these 
measures before we move into the next stage of the cycle.   

Table 9: Cycle phase based on different levels of the unemployment rate 
and capacity utilisation rate 

  Unemployment rate, % 

  6.7 6.0 5.7 5.5 5.2 5.0 
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77 Recovery Recovery Recovery Recovery Recovery Recovery 
78 Recovery Recovery Recovery Recovery Recovery Expansion 

79 Recovery Recovery Recovery Recovery Expansion Expansion 
80 Recovery Recovery Recovery Recovery Expansion Expansion 
81 Recovery Recovery Recovery Expansion Expansion Expansion 
82 Recovery Recovery Expansion Expansion Expansion Expansion 
83 Recovery Recovery Expansion Expansion Expansion Expansion 
84 Recovery Expansion Expansion Expansion Expansion Expansion 
85 Recovery Expansion Expansion Expansion Expansion Expansion 

Note: Text highlighted in bold and underlined is the latest unemployment rate and 
capacity utilisation rate. Source: Schroders, 31 March 2014 
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Market focus (continued) 
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Asset performance in different stages of the economic cycle 

We have so far concentrated on defining the US economic cycle in order to 
understand where we sit in the cycle. In this section, we examine more closely 
the performance of assets, specifically the US market, in the different phases. 
During the recovery phase, interest rates tend to be low and monetary policy 
remains accommodative given that inflation is muted and growth is healing. 
Corporate bonds and equities typically to do the best in this phase on a risk-
adjusted basis (chart 16). For credit investment grade and high yield, recession 
and recovery periods stand out as spreads generally tighten significantly as 
companies repair their balance sheets and markets anticipate a rebound in the 
economy and corporates earnings. However, as the cycle moves into the 
slowdown/ stagflation phase, both equities and credit suffer as typically inflation 
and interest rates are peaking, while economic growth and profits are weak.  

Chart 16: Asset performance in the phases of the cycle 

Note: Performance figures are total returns relative to cash. Data based on completed 
phases of the cycle from 1950 to 2010. Source: Schroders, Thomson Datastream, 31 
March 2014 

Table 10: Asset performance in the phases of the cycle (average monthly 
returns excess of cash) 
Phase/Asset Statistics Recovery  Expansion  Slowdown/ 

Stagflation 
Recession/  
Disinflation 

S&P 500 Return  
Volatility 
Sharpe ratio 

0.7  
4.0 
0.2 

0.8 
3.6 
0.2 

-0.6  
5.0 
-0.1 

0.7  
4.7 
0.2 

PE rating 
EPS 

Monthly 
average 

-0.6 
1.5 

-0.0 
1.2 

-0.3 
0.0 

2.7 
0.7 

US 10-year 
Treasury bonds 

Return
  

Volatility 
Sharpe ratio 

0.1 
2.0 
0.1 

-0.1 
1.4 
-0.0 

-0.0 
2.5 
-0.0 

0.2 
2.7 
0.1 

Barclays US 
corporate 
investment grade 
(IG) 

Return  
Volatility 
Sharpe ratio 

0.5 
1.7 
0.3 

0.2 
1.2 
0.2 

-1.0 
2.7 
-0.0 

1.0 
4.0 
0.2 

Barclays US high 
yield (HY) 

Return  
Volatility 
Sharpe ratio 

0.4 
1.7 
0.3 

0.3 
1.2 
0.2 

-0.1 
3.0 
-0.4 

0.6 
2.7 
0.2 

GSCI Commodity  Return  
Volatility 
Sharpe ratio 

0.3 
4.3 
0.1 

1.4 
6.0 
0.2 

0.8 
6.5 
0.1 

-0.1 
6.0 
-0.0 

US 3-month 
Treasury bill 
(cash) 

Return  
Volatility 
Sharpe ratio 

0.4 
0.2 
1.9 

0.4 
0.2 
2.2 

0.5 
0.2 
2.1 

4.9 
1.2 
1.2 

Note: Performance figures are total returns relative to cash. Data based on completed 
phases of the cycle from 1950 to 2010. Source: Schroders, Thomson Datastream, 31 
March 2014 
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Market focus (continued) 
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recovery phase   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Stronger return 
prospects for 
commodities in 
expansion but US 
Treasuries suffer as 
inflation and 
interest rates rise  

Interestingly, equities are driven not by the re-rating in the market during the 
recovery phase, but stronger growth in earnings per share (EPS). Most of the 
re-rating in the market predominately occurs during the recession/ disinflation 
periods (table 10). While this recovery episode has been unusually long, we 
have seen the earnings growth come through with a moderate de-rating in the 
market. Furthermore, the performance of key assets has generally been in 
keeping with the patterns exhibited in previous recovery phases (chart 17). 
Although, the risk-reward payoff has been greater given the depth of the fall 
during the recession and that this time there has been an unprecedented 
amount of monetary support from the Fed. The exception has been the 
commodity complex as poor returns has been driven by the rebalancing of 
China away from an investment-led economy and the lack of strong cyclical 
growth in the US.   

Chart 17: Asset performance in the current phase compared to previous recovery 

phase   

 

Note: Performance figures are total returns relative to cash. Data based on completed 
phases of the cycle from 1950 to 2010. Source: Schroders, Thomson Datastream, 31 
March 2014 

Rotation to the expansion phase  

While the performance of commodities has been lacklustre during the current 
recovery phase, the rotation to the expansion stage of the cycle is likely to bring 
stronger return prospects for this segment of the market. In expansion, the 
economy is operating above trend, inflationary pressure and interest rates are 
rising. Against this backdrop, there is typically stronger demand for commodities 
for consumption as well as investors looking to hedge their portfolio with the 
perceived inflation-hedging properties of this asset class. At the same time, 
equities tend to outperform sovereign and corporate bonds as the former 
benefits more from the rising earnings growth environment. Unsurprisingly, US 
Treasuries generally suffer as inflation and interest rates rise and this is also 
borne out by the decline in the performance of 10-year government bonds a 
year after the first rate rise (charts 16 and chart 18 on next page).  
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Market focus (continued) 

  

 

 

 

 

 

 

Chart 18: Asset performance 12 months before and after the first rate rise 

 
Note: Performance figures are total returns using data from 1973 to 2005. US S&P 
cyclical sector is an equal-weighted composite of information technology, industrials, 
materials, energy and consumer discretionary. US S&P defensive sector is an equal-
weighted composite of healthcare, consumer staples, telecommunications and utilities.  
Source: Schroders, Thomson Datastream, 31 March 2014 

Return in the rate rising cycle  

Indeed, the prospect of higher interest rates during the expansion phase is one 
of the key drivers of the return profile of various assets. Looking at the past eight 
interest rate hiking cycles since the 1970s, the average monthly returns of 
commodities tend to be significantly higher a year after the first rate rise by the 
Fed (chart 18). In comparison, the performance of equities and corporate bonds 
tend to be stronger 12 months prior to the start of the rate tightening cycle. 
Within US equities, the cyclical sectors generally outperform their defensive 
peers prior and post the start of a rate rising period, particularly after tightening 
has occurred. Hence, the normalisation of monetary policy by the Fed next year 
is likely to bring a rotation away from the more duration-sensitive areas of the 
US market. Instead, assets that sit further up the risk spectrum as well as the 
more-cyclically exposed parts of the market, such as commodities, could stand 
to benefit from the stronger macro backdrop. 

Conclusion 

According to our economic cycle, the US has remained in a recovery phase for 
a protracted period since mid-April 2010. This has been the result of a deeply 
negative output gap in the aftermath of the financial crisis in 2008. During the 
current recovery phase, we have so far seen the earnings growth come through 
with a moderate de-rating in the market. Furthermore, the performance of key 
assets in the US has generally been in keeping with the patterns exhibited in 
previous recoveries. Corporate bonds and equities typically to do the best in this 
phase on a risk-adjusted basis as monetary policy remains accommodative 
given that inflation is muted and growth is healing.  

Looking further out, the cycle is expected to move into the expansion phase by 
October next year, which is likely to coincide with the return of the interest rate 
cycle. Against this backdrop, commodities typically outperform and equities tend 
to shine against sovereign and corporate bonds as the former benefits more 
from the rising earnings growth environment. At the same, the normalisation of 
monetary policy by the Fed is likely to bring a rotation away from the more 
duration-sensitive areas of the US market. Instead, assets that sit further up the 
risk spectrum as well as the more-cyclically exposed parts of the market could 
stand to benefit from the stronger macro backdrop. 
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Market Returns  
  Total returns Currency March Q1 YTD 

Equity 

US S&P 500 USD 0.8 1.8 1.8 

UK FTSE 100 GBP -2.6 -1.3 -1.3 

EURO STOXX 50 EUR 0.5 2.1 2.1 

German DAX EUR -1.4 0.0 0.0 

Spain IBEX EUR 2.5 5.3 5.3 

Italy FTSE MIB EUR 6.1 14.4 14.4 

Japan TOPIX JPY 0.2 -6.7 -6.7 

Australia S&P/ ASX 200 AUD 0.3 2.1 2.1 

HK HANG SENG HKD -2.6 -4.6 -4.6 

EM equity 

MSCI EM LOCAL 1.9 -0.5 -0.5 

MSCI China CNY -1.7 -5.8 -5.8 

MSCI Russia RUB -4.2 -9.7 -9.7 

MSCI India INR 4.7 4.4 4.4 

MSCI Brazil BRL 7.2 -1.6 -1.6 

Governments 
(10-year) 

US Treasuries USD -0.3 3.4 3.4 

UK Gilts GBP 0.1 3.2 3.2 

German Bunds EUR 0.7 4.5 4.5 

Japan JGBs JPY -0.3 1.2 1.2 

Australia bonds AUD 0.1 2.7 2.7 

Canada bonds CAD -0.2 4.2 4.2 

Commodity 

GSCI Commodity USD 0.1 2.9 2.9 

GSCI Precious metals USD -3.4 6.1 6.1 

GSCI Industrial metals USD -2.4 -5.3 -5.3 

GSCI Agriculture USD 7.5 15.9 15.9 

GSCI Energy USD -1.2 0.5 0.5 

Oil (Brent) USD -1.8 -3.7 -3.7 

Gold USD -2.7 6.7 6.7 

Credit 

Bank of America/ Merrill Lynch US high yield 
master 

USD 0.2 3.0 3.0 

Bank of America/ Merrill Lynch US corporate 
master 

USD 0.1 3.0 3.0 

EMD 

JP Morgan Global EMBI USD 1.3 3.5 3.5 

JP Morgan EMBI+ USD 1.4 3.5 3.5 

JP Morgan ELMI+ LOCAL 0.3 1.1 1.1 

Currencies 

EUR/ USD   -0.2 0.2 0.2 

EUR/JPY   1.2 -1.8 -1.8 

JPY/ USD   -1.4 2.0 2.0 

GBP/USD   -0.5 0.7 0.7 

AUD/USD   4.0 4.5 4.5 

CAD/USD   0.2 -3.6 -3.6 

 Source: Thomson Datastream, Bloomberg, 31 March 2014 
Note: Blue to red shading represents highest to lowest performance in each time period. 
 



 

 

 
 


