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Introduction 

Risk assets rebounded sharply in the first quarter with US equities recording one of their best first quarter gains 
on record. Strong performances were also registered by China A-shares, which was the best performer during 
the period, and from Europe where the Italian market stood out. Part of this can be attributed to a rebound from 
the significant collapse at the end of last year which left equity markets oversold. However, the key driver was a 
pivot in monetary policy led by the US Federal Reserve which signalled an end to interest rate hikes and an earlier 
than expected stabilisation of its balance sheet. This spurred a rally in sovereign bond markets with yields falling 
as investors priced in looser monetary policy. The fall in yields combined with the increase in risk appetite 
supported a strong rally in credit markets and underpinned the recovery in equity. 

Our asset allocation strategy has focussed on adding duration and risk through carry trades to benefit from the 
looser monetary environment at a time when growth expectations are still weak. This is primarily reflected in a 
significant shift from underweight to overweight in high yield and European investment grade credit. We have 
trimmed equities to neutral, but remain overweight emerging markets where valuations are attractive and the 
region should benefit from the firming in commodity prices and an eventual softening in the dollar.  

Investors are currently very focused on the inversion of the US Treasury curve which has been a reliable indicator 
of recession in the past. We wrote on this at the end of last year (see Global Market Perspective Q4 2018 here) 
where we showed that equities can continue to perform after a curve inversion as interest rate expectations 
ease. However, ultimately recessions are not good for risk assets and we highlight what our economic forecasts 
and scenarios imply for profits over the next two years. In allocating risk, investors will need to balance policy 
easing against lower corporate earnings expectations.  

 

 

 

Keith Wade 

Chief Economist and Strategist, 3 April 2019

https://www.schroders.com/en/sysglobalassets/digital/insights/2018/pdf/q4-2018-global-market-perspective.pdfhttp:/ice.london.schroders.com/Economics/105371%20Global%20Market%20Perspective%20Q4%202018%20FINAL.docx.pdf
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Asset allocation views: Multi-Asset Group 

Global overview 

We have altered our projection for the global economy this quarter by capturing 
a more gentle slowdown in growth over the next two years. We have revised 
down our 2019 forecast to 2.8% but increased our projection for 2020 to 2.7% 
(previously 2.9% and 2.5% respectively). The downgrade for 2019 is driven by 
cuts to the eurozone, UK and Japan, while our outlook for China rose marginally. 
However, for 2020, the upward revision is consistent across all regions. 

Following the fall in oil prices, we reduce our CPI forecasts for all regions bar 
Europe in 2019 and 2020. Global inflation will also be hit by the potential 
resolution of US-China trade tensions. Although there are still hurdles to 
overcome for both parties, the trade outlook has improved significantly since 
our previous forecast.  

In terms of our scenarios, the balance of risks moved towards deflation from 
stagflation in accordance with our lower inflation profile. This quarter, we 
introduce the scenario “Recession ex. US” to reflect concerns surrounding 
international growth. We keep the “US 2020 recession” outcome, which remains 
the greatest threat to our baseline view. 

Weaker growth and softer inflation result in slightly easier monetary policy than 
in our previous forecast. Following their dovish pivot, we think the US Federal 
Reserve (Fed) will hold rates for the remainder of 2019 before cutting twice next 
year. Meanwhile, we have pushed out the rate hikes in the UK and eurozone 
with only one move this year from the Bank of England (BoE) and no change by 
the European Central Bank (ECB) until 2020. We also expect the Bank of Japan 
(BoJ) to leave policy unchanged rather than tightening its yield curve control 
policy again. In China, we forecast further easing through a lower reserve 
requirement ratio (RRR) which is now set to reach 10% by end 2020  
(previously 11%). 

Looking at our asset class views, we retain our neutral view on global equities. 
While we still believe that earnings growth will remain supportive of equities in 
the near term, we foresee limited improvement further out. Our models 
indicate that equities have become more fully valued after the recent strength. 
However, we recognise that equities are vulnerable to a tightening in global 
liquidity conditions, in response to potentially better economic activity in Q2. 
Additionally, increasing volatility could become a feature with political and 
policy uncertainty remaining elevated. 

Within equities, we have a preference for emerging markets (EM) following a 
rebound in earnings revisions. Valuations are attractive for EM equities 
following the significant sell-off in 2018. The potential for additional Chinese 
stimulus is also a supportive factor. In addition, a more stable dollar could be a 
catalyst for a stronger EM earnings story in coming months. 

With the Fed’s dovish stance, we have become less worried about the risk of 
recession in the near term. However, we would like to see a stabilisation in the 
earnings outlook before upgrading from our neutral view. Although earnings 
revisions have deteriorated, our expectations for earnings and revenue growth 
are still supportive of US equities.  

On Japanese equities, we have downgraded our stance to neutral. We feel that 
exports will struggle due to the weaker outlook for global growth and a stronger 

Economic overview 

Central bank policy 

Implications  
for markets 
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yen and there are few signs of an improvement on the domestic front. Unless 
there is a noticeable pick up in domestic demand, particularly capex, we will stay 
neutral. Within the Pacific ex Japan region, we are neutral on Australian equities 
where earnings momentum is positive. 

In comparison, we expect Europe ex UK and the UK to face headwinds, and 
accordingly we have downgraded both to negative. Earnings revisions have 
rebounded recently in Europe, but given the higher margin assumption 
embedded in the region’s earnings forecasts, we remain cautious. While a more 
competitive earnings picture should lift European equities, economic activity 
indicators are worrying, and the conditions for a re-rating are still lacking. We 
believe that the recovery in sterling will remain a headwind for UK equities, 
specifically large cap stocks. Continued uncertainty over the Brexit negotiations 
and the impact on the economy will also be a hurdle for stocks.  

With regard to the duration view, we have upgraded to neutral on government 
bonds. While valuations remain expensive, recent indicators around the globe 
are highlighting the potential for further soft economic activity. In bond 
markets, we are negative on UK gilts, but neutral on US Treasuries and Japanese 
government bonds (JGBs), and positive on German Bunds due to the attractive 
carry. We remain neutral on both USD and local currency emerging market debt 
(EMD) bonds. 

Turning to the credit markets, we have remained negative on the US as credit 
quality has deteriorated. We have turned positive on European investment 
grade (IG) bonds due to the supportive policy environment aiding market 
liquidity. On high yield (HY) credit, we are positive on the US and have also 
upgraded our view on European HY, to neutral. Although expensive, US HY 
spreads are stable and strong interest coverage is supportive. In Europe, 
attractive valuations support the upgrading of HY credit to neutral.  

Our outlook on the commodity complex has been downgraded to neutral due 
to the deterioration in both carry and price momentum behind the market. We 
have downgraded gold to neutral due to concern over a stronger US dollar. 
Similarly, we have downgraded agriculture to neutral because of excessive 
inventory levels. We remain neutral on the energy market, but recognise the 
high sensitivity of oil prices to OPEC cuts as US supply plays an increasingly 
important role. Lastly, our positioning on industrial metals remains neutral, as 
there is limited upside unless China introduces large-scale fiscal initiatives. 

Table 1: Asset allocation grid – summary 

Equity 0 (+)  Bonds 0   Alternatives 0  Cash +  

Region  Region  Sector  Sector    

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

– 
+   

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

UK – (0)      Eurozone Bunds + (0) US IG 
EU IG 

– 
+ (–)  Gold 0 (+)    

Pacific ex. 
Japan 0  Emerging market 

debt (USD)  0 US HY 
EU HY 

+ (–) 
0 (–)     

Japan 0 (+) Emerging market 
debt (local currency) 0       

Emerging 
markets +           

Key: +/- market expected to outperform/underperform (maximum ++ to minimum – -) 0 indicates a neutral position.  
Note: The above asset allocation is for illustrative purposes only. Actual client portfolios will vary according to mandate, benchmark, risk profile 
and the availability and riskiness of individual asset classes in different regions. For alternatives, due to the illiquid nature of the asset class, 
there will be limitations in implementing these views in client portfolios. The views for equities, government bonds and commodities are based 
on return relative to cash in local currency. The views for corporate bonds and high yield are based on credit spreads (i.e. duration-hedged). 
Source: Schroders, March 2019. 
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Regional equity views  

Key points 

0 (+) Equities  

0 (+) US We downgrade our position to neutral for US equities primarily due to a change in 
the earnings outlook. While the more dovish central bank has allayed fears of a 
recession in the medium term, there are risks surrounding corporate earnings. We 
would like to see a stabilisation here before upgrading.  
We still think that US equities can deliver positive returns in 2019, but a softer  
macro environment means the tailwinds, which made this our preferred market, 
are fading.  

– (0) UK We also downgrade UK equities off the back of a recovery in sterling. The stronger 
currency will provide a headwind for the UK market in the near term, specifically for 
the large cap stocks. If a Brexit deal is agreed upon by the British government, small 
and mid cap markets are likely to outperform.  

– (0) Europe  
ex. UK 

After a period of poor earnings results, the revision ratios have started to improve 
in Europe. Higher margin assumptions are now priced into forecasts but European 
equities still look cheap. We feel the valuations are warranted given the mounting 
political and cyclical challenges in the region. At the margin, economic activity 
indicators are worrying but a more competitive earnings picture should lift 
European equities, though the conditions for a re-rating are still lacking.   

0 (+) Japan With a weaker outlook for global growth and a stronger yen, exports will continue 
to face headwinds and there is little evidence that the domestic economy will 
improve. As such, we adjust our view down to neutral from positive for Japanese 
equities. On the upside, earnings yields for Japanese equities are close to record 
levels on both a trailing and forward looking basis. Valuations also appear attractive 
at this stage. However, a lack of confidence among foreign investors remains a 
challenge for the near future.  
Although there is the potential for a rebound in the equity market, we do not see 
enough of a catalyst to reverse the trend. Unless there is a noticeable pick up in 
domestic demand, particularly capex, we will stay neutral.  

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

We expect Pacific ex Japan equities to perform in line with global equities. Within 
the region, we are neutral on Australian equities where earnings momentum is 
positive. However, domestic data is concerning and we expect it to remain weak.  
We stay neutral on Singapore. The labour market is picking up and loan growth has 
been strong, but there is still a threat from trade tensions if talks break down. We 
may consider an upgrade here if risks diminish. On Hong Kong, we remain 
overweight on the market given the now positive earnings momentum and the 
rebound in overseas fund flows.  
Overall, Pacific ex Japan will benefit if trade tensions ease. However, Australia 
contributes to over half the index and its domestic weakness is a headwind.  

+ Emerging markets Valuations are attractive for EM equities following the significant sell-off in 2018. 
Also, there has been a sharp rebound in earnings revisions, prompting attractive 
forward evaluations. Fundamentally, the market is set to benefit from the Fed 
pausing its hiking cycle and the recent Chinese stimulus, though its effectiveness 
has been questioned. As with Pacific ex Japan, easing trade conflicts in 2019 will 
facilitate large upside potential for EM equity performance. 

Note: The scores for equities this quarter have been adjusted upwards to reflect the revised scoring framework which uses returns relative 
to cash, making scoring consistent across different markets. These do not reflect upgrades in our outlook. 
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 Although valuations remain expensive, recent indicators around the globe are 
highlighting the potential for further weakness in economic activity. If this trend 
continues, we expect that central banks will remain accommodative in their 
monetary policy stances, in turn supporting government bond markets. 
We have turned neutral in our view on US Treasuries, from negative in February. 
The US Fed has pivoted in a dovish direction and reduced its expectations for future 
interest rate hikes. US nowcasts, predicting near-term growth, have softened as 
activity moderates, at least temporarily. The supply/demand outlook for US 
Treasuries remains mixed with the demand side being key to the outright call. The 
balance is biased to the domestic side, with yields remaining low despite a 
moderation in foreign buying. The Fed’s announcement of an earlier than expected 
end to balance sheet reduction has been supportive.  
We have turned positive on German Bunds, from both a growth risk and a foreign 
investor hedging perspective. Recent economic data has disappointed and should 
keep the ECB policy stance supportive. Meanwhile, from a carry perspective, rate 
differentials remain attractive for foreign investors, particularly from the US. 
Our view on UK gilts is negative, with UK growth forecasts remaining relatively 
stable, albeit from a low base. With the level of uncertainty surrounding Brexit 
negotiations remaining elevated, it is hard to assess from a longer term perspective. 
Regardless, if there is a positive resolution, the market is yet to price any tightening 
in monetary policy. With no significant changes in policy, we retain a neutral view 
on JGB’s. 

 
 
 
– 
+ (–) 

Investment grade 
(IG) corporate 
 
US 
EU 

The US IG sector remains highly leveraged by historic standards, and the late cycle 
economic dynamics suggest downside risks. Deteriorating fundamentals, alongside 
elevated valuations lead us to maintain our negative outlook for US IG. 
With attractive spreads and a favourable policy environment, we have become 
positive on the European IG sector. Conditions favour IG over sovereigns in the  
near term. 

 
 
 
+ (–) 
0 (–) 

High yield (HY) 
 
 
US 
EU 

We have become positive on the outlook for US high yield. Spreads are stable,  
if expensive, but strong interest coverage and a benign economic picture  
are supportive.  
We expect the ECB to maintain the accommodative policy environment for 
corporates. Against a relatively supportive policy backdrop, we have upgraded our 
view for European high yield to neutral from negative in March. 

0  EMD USD-
denominated 

One of the key headwinds for emerging market debt in 2018 was the increasingly 
hawkish US Fed. Now that US policymakers have switched to a more accommodative 
policy stance, this headwind has abated. Nonetheless, valuations aren’t favourable 
and we remain neutral on the sector (both local and USD denominated), and there 
remains trade tensions between the US and China. 

0  EMD local currency-
denominated 

+ (0) Index-linked We have upgraded our view on US indexed linked bonds to positive, despite inflation 
continuing to undershoot, largely a result of weakness in energy prices. Excluding 
food and energy prices, inflation remains around the central banks’ target.  
The central bank has indicated it is willing to run inflation above target for an 
extended period. 

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

Key points 

+  Alternatives  

0 (+) Commodities From a top-down perspective, our in-house activity measures continue to deteriorate, 
while momentum signals remain negative for commodities. For gold, we have 
downgraded to neutral due to increased risk that the US outperforms the world 
economy, driving the dollar higher and reducing growth concerns. Also, levels are less 
attractive following the rally in gold prices this year.  
Similarly, we are neutral on agriculture after being positive last quarter. The excessive 
build up in inventories has limited the potential for a strong rebound in prices following 
a possible US-China trade deal. In addition, the probability of weather disruption from 
an El Niño event has fallen, reducing the downside risk to supply.  
For the energy market, we remain neutral. However, we recognise the high sensitivity 
of oil prices to OPEC cuts as US production plays an increasingly important role in 
global supply. 
Lastly, our positioning on industrial metals stays neutral. Although credit data has 
improved in China, it is unlikely to feed through to metal prices. Unless Chinese fiscal 
spending increases significantly, there is limited upside to base metals.  
Overall we have downgraded to a neutral view, given the weaker outlook for gold  
and agriculture.  

– UK property We forecast all property total returns will be slightly negative in 2019, but the average 
will mask a huge variation across different types of real estate. For example, secondary 
shopping centre values could fall by 15% or more this year, whereas industrial and 
regional office capital values should hold steady, assuming an orderly Brexit process. 
Our main focus for diversified portfolios is on industrial/logistics serving large 
population centres and offices in Winning Cities. We are also investing in certain niche 
types and strategies (e.g. real estate debt, residential land), which ought to be less 
correlated with the main commercial markets.  
Regardless of Brexit, we expect that the most resilient sectors will be multi-let 
industrial estates and offices in dynamic, “Winning Cities” like Brighton, Bristol, 
Cambridge, Leeds, Manchester, Milton Keynes, Oxford and Reading. These areas have 
seen low levels of new building in recent years and have lost space to redevelopment. 
Accordingly, there is little risk of oversupply and rents should  
be stable. 
The slowdown in the investment market which began in late 2018 has continued into 
this year. The total value of transactions in the first quarter of 2019 was around one-
third lower than in the first quarter of last year. To a large extent this can be explained 
by investors taking a wait-and-see approach to Brexit and by the structural challenges 
facing the retail sector. Local authorities have also bought less, following criticism 
about their borrowings from the Public Works Loan Board. We expect to see some 
distressed sales of shopping centres.  

+ European 
property 

Assuming that the eurozone continues to grow and prospects for rental growth remain 
favourable, we think that the increase in office and logistics yields between end-2019 
and end-2022 will be limited to 0.25 to 0.4%. The exception could be the retail sector 
where investors’ concerns about on-line diversion and future rental growth could lead 
to an earlier and sharper increase in yields.  
We forecast total returns of 4 to 5% per annum on average for investment grade 
European real estate between end-2018 and end-2022. We expect that certain cities, 
such as Amsterdam, Berlin, Hamburg, Frankfurt, Madrid, Munich, Paris, Stockholm and 
Stuttgart, which have diverse economies, a large pool of skilled labour, good 
infrastructure and are attractive places to live, will outperform the wider market.  

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

Growth revised down for 2019 (again), but upgraded for 2020 

Our near-term outlook for the global economy forecasts a broad-based 
slowdown in growth, driven by a weaker contribution from developed markets. 
Having downgraded for the fourth consecutive quarter, we now have world 
growth at 2.8% for 2019. Recession risks are high at the margin as activity 
indicators are weak and global trade volumes are falling sharply.  

However, looking further ahead, we have become more optimistic on 2020 GDP 
growth and have upgraded our forecast. Rising real incomes in the US, easier 
monetary policy and a potential de-escalation of trade tensions look to stabilise 
activity and support growth next year. We now forecast GDP to grow at 2.7% for 
next year compared to our previous estimate of 2.5%.  

With growth cooling, we cut our global inflation forecast for 2019 and 2020. This 
is the case for all areas except the eurozone, where we expect prices to 
accelerate as the economy rebounds from its current malaise. Our inflation 
forecasts have been largely driven by the decline in oil prices, which are now set 
to be lower over a longer period of time.  

Regarding monetary policy, our lower inflation profile and weaker growth 
facilitates easier monetary policy. We expect the Fed to pause for the rest of the 
year before cutting twice in 2020 as growth slows further. In Europe, we have 
pushed out our forecasted rate hikes for both the BoE and the ECB. With Brexit 
uncertainty weighing on UK growth, we now expect the bank rate to increase to 
1% in August. The ECB is still acknowledging downside risks to growth and given 
recent weakness, we are looking for the eurozone hiking cycle to begin in March 
next year.  

In Japan, we are not expecting any changes to the short-term interest rate or its 
yield curve control policy, at least until the impact of the VAT hike clears. Global 
headwinds have made the Bank of Japan more dovish so we expect rates will be 
kept at -0.1% until late 2020. Turning to China, the PBoC will remain 
accommodative and ease policy. However, there is now less scope for a weaker 
renmimbi given that currency stability is now on the table in US-China trade 
talks, so we are not forecasting a significant depreciation. 

Following the peak of US interest rates and tighter policy adjustments 
elsewhere, we assume the US dollar will soften in the second half of 2019. 
Sterling (GBP) is boosted by our assumption that a deal is struck and the UK 
enters a transition period, rather than crashing out of the EU.  

Chart 1: Global growth and forecast for 2019 and 2020 

 
Source: Thomson Reuters Datastream, Schroders Economics Group. 25 February 2019. 
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Macro risks: US 2020 recession? 

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

For this quarter, we are making four changes to our scenarios. To begin with, 
we have China reopens the spigots. This reflects the possibility that Beijing 
builds upon its recent stimulus and undergoes large scale fiscal and monetary 
easing to avoid an economic slowdown. Global commodity demand surges and 
world trade will pick up in this reflationary scenario.  

Secondly, we introduce US supply side surprise which also incorporates upside 
risk to inflation and growth. In this scenario, the US labour supply  
increases further through a higher participation rate. This extends the cycle, 
boosting global growth, whilst inflation increases through slightly higher 
commodity prices. 

To reflect concerns surrounding growth outside of the US, we have included 
Recession ex. US. In this outcome, the forecast for Europe and China 
deteriorates dramatically. This has an effect on the US and undermines 
commodity prices and inflation. Also within the deflationary bracket, we keep 
our US 2020 recession to incorporate fears that the US economy is less robust 
than originally thought and the slowdown worsens.  

Our trade war scenario has turned into US vs. the rest of the world where 
Washington impose tariffs on all auto goods, prompting retaliation from Europe 
and Japan particularly. Meanwhile, talks with China break down and tariffs are 
applied to the remainder of Chinese imports. This results in higher inflation 
through the rise in input prices and weaker trade slows growth.  

Staying with stagflationary scenarios, Global inflation surge remains as a 
potential risk to the baseline. In a period of very low unemployment, wages 
increase more aggressively, resulting in higher inflation. In response, monetary 
policy tightens, weighing on global growth.  

Finally, the Italian debt crisis scenario remains but it now applies to later this 
year. Here we assume that tensions between Rome and Brussels are renewed 
in preparation for the 2020 budget, leading to a rise in market volatility. A large 
fall in the euro will drive global inflation higher in spite of lower commodity 
prices. Elsewhere, the US and Japan see their currencies appreciate, and 
combined with lower oil prices and a shock to financial markets, both see lower 
growth and inflation.  

Chart 2: Scenario analysis – global growth and inflation impact  

Source: Schroders Economics Group, 15 March 2019. 
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Chart 2 summarises the impact each scenario has on global growth and 
inflation relative to the baseline. In terms of probabilities, a deflationary 
outcome has become the greatest threat to the baseline with stagflationary risk 
in second place. Last quarter, stagflationary scenarios had the highest 
probability but they have fallen back a spot despite encompassing the most 
scenarios. The reflationary risk has a 9% probability compared to 11% in the 
previous period. Downside surprises to growth pose the greatest risk to our 
baseline, which is reflected by the individual scenario with the highest 
probability: “US 2020 recession”. 

Chart 3: Scenario probabilities  

 
Source: Schroders Economics Group, 15 March 2019.
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Table 2: Scenario summary 

  Summary Macro impact 
1

. 
Italy  
debt crisis 

Although Italy has reached an agreement with the 
European Commission on its budget for this year, we 
would expect renewed tension between Rome and 
Brussels in the autumn as the next budget is 
formulated. Markets fear another more serious 
dispute, pushing the 10yr BTP yield up to 6%. After a 
couple of failed auctions, the government is forced to 
seek help from the rest of the E U in the form of a bail-
out. There is some knock-on effect to other peripheral 
bond markets. A technocrat is installed as Italian PM, 
and the ECB’s OMT programme is activated. QE is  
also restarted in 2019 as the eurozone faces a  
deep recession. 

Stagflationary: The principal impact is weaker 
global growth with all regions affected as Italy drags 
Eurozone growth lower and the increase in 
uncertainty weighs on confidence and spending 
around the world. On inflation the picture is more 
mixed: for the eurozone, this is a stagflationary 
scenario due to EUR falling to 1.02. The US and Japan 
see their currencies appreciate, and combined with 
lower oil prices and a shock to financial markets, 
both see lower growth and inflation compared to 
the baseline. Meanwhile, China intervenes to 
support the CNY, but the rest of EM see FX 
depreciation as global risk aversion rises. 

2.  China reopens 
the spigots 

China reverts to its old playbook to avert a deepening 
economic slowdown. Casting aside the relative timidity 
of current stimulus measures, policymakers embark on 
large scale fiscal and monetary stimulus, embodied in 
massive infrastructure spending and a resurgent 
property sector. Global commodity demand skyrockets, 
to the benefit of a number of emerging markets, and 
Chinese demand for manufactured goods also jumps. 

Reflationary: Stronger demand from China boosts 
world trade and increases commodity prices with the 
result that both global growth and inflation are higher 
than in the baseline. The trade sensitive eurozone 
sees a significant boost to growth in 2020 with EM 
also benefitting. Interest rates are higher across the 
DM and in EM (ex. China). 

3.  Trade war: US 
vs. RoW 

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

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

4.  Global 
inflation 
surge 

After a considerable period where wages have been 
unresponsive to tightening labour markets, pay begins 
to accelerate in response to skill shortages. Wages 
accelerate around the world and economists revise 
their estimates of spare capacity considerably lower. 
Some economies such as Japan welcome the move as 
they seek to raise inflation expectations; others find 
they are facing stagflation as they effectively run out of 
capacity, forcing the central bank to tighten policy. 

Stagflationary: US inflation rises to 3.4% by the start 
of 2020 on the headline measure, but core inflation 
reaches 3%. The Fed responds by tightening more 
aggressively taking its target rate to 4.00% by mid-
2020. Interest rates also rise more rapidly in the 
eurozone and UK whilst Japan returns rates to zero 
sooner than in the baseline. Currency changes 
provide some cushion to the emerging markets which 
see a modest boost to growth alongside higher 
inflation in this scenario. Overall, global growth is 
slightly weaker and inflation considerably higher. 

5.  US supply side 
surprise 

The US labour market proves to be more flexible than 
expected with labour supply continuing to rise through 
a higher participation rate as more people return to the 
workforce. This extends the cycle by containing wages 
and inflation in the US for longer than in the baseline 
allowing stronger growth. There is a knock-on to 
growth in the rest of the world though stronger US 
demand although slightly higher commodity prices 
raise inflation. 

Reflationary: Stronger real growth allows the Fed to 
increase real rates slightly more in 2019 and as the 
economy continues to expand in 2020 the central 
bank does not cut rates as in the baseline. Interest 
rates are slightly higher elsewhere in line with 
stronger activity. 

6. US 2020 
recession 

The US economy proves to be more fragile than 
expected, as tighter monetary policy combined with the 
end of fiscal stimulus slow demand and cause business 
and households to retrench. Output begins to contract 
at the start of 2020 thus bringing an end to the cycle 
whilst commodity prices and inflation fall. The Fed 
eases, but markets slump on fears of a wider  
global recession. 

Deflationary: Weaker US growth drags global trade 
lower, hitting the eurozone, emerging markets and 
Japan particularly hard. Increased market volatility 
also hits demand through tighter financial conditions 
and weaker confidence and consequently global 
growth slows sharply. Monetary policy is eased 
significantly across both the DM and EM economies  
in 2020. 

7.  Recession ex. 
US 

The slowdown in Europe, China and Japan gathers 
momentum as contracting export growth undermines 
business confidence causing capital spending to 
contract. Firms retrench and unemployment rises, 
hitting consumer spending. Commodity prices weaken 
and inflation falls. 

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

Source: Schroders Economics Group, 19 March 2019.
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Profits pressures, recession fears and the Fed 

Executive summary 

– Investor concerns have switched from trade wars to politics and growth. The inversion of the yield curve is 
now adding to US recession fears. We see scope for a near term bounce in activity, but remain concerned 
further out. 

– Profits are expected to come under pressure as margins are squeezed with the risk this will prompt cut backs 
in jobs and investment. Companies may limit cost pressures, but such an environment could bring rate cuts 
from the Fed in 2020, if not sooner. 

At a recent client conference it was quite clear that investor concerns are now 
focused on growth and political risk, with the threat from trade tensions fading. 
The percentage of respondents citing trade wars as their biggest concern fell 
from 35% in September last year to 9%, an indication of the extent to which a 
good outcome from the US-China talks is now expected. The risks have switched 
to a sustained low growth environment (up from 16% to 29%) and political risk 
(up to 33% from 20%). The end of quantitative easing (QE) was also cited as a 
significant concern although slightly less than six months ago. 

Chart 4: Investor concerns – which of these concern you most? 

 
Source: Schroders Investment conference, 10 March 2019. 

Given the slowdown in activity, particularly in Europe and Asia, and the recent 
inversion of the US yield curve this is not surprising. The latter has been a good 
predictor of recessions in the past and investors are very aware that equity 
returns in 2018 were almost entirely driven by corporate earnings per share 
growth (EPS) as the market de-rated (see chart 5 for the US market).  
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Chart 5: Earnings driven: US equity market return breakdown 

 
Source: Thomson Datastream, Schroders Economics Group. 19 March 2019. 

This may change going forward as a more friendly monetary policy from the US 
Federal Reserve (Fed) has helped markets re-rate and bounce back recently. 
Following the FOMC meeting on 20 March we have taken out the one remaining 
rate hike in our forecast and now expect the next move in fed funds to be down 
in 2020. This will support liquidity and bond markets including credit. Equity 
markets can also benefit, but eventually will have to re-focus on growth if gains 
are to be sustained.  

Searching for green shoots 

We discussed our view on the outlook for global growth in our forecast update 
last month here. Suffice to say that whilst near-term indicators are still weak we 
continue to forecast a pick-up in activity in Q2. Encouragingly, there are one or 
two green shoots of recovery coming through. For example, commodity prices 
have firmed (industrial metals rose 3.8% over the past month), the global 
purchasing managers' index (PMI) rose in February whilst in the US the 
composite ISM strengthened and the housing market has firmed (NAHB and 
home sales). Meanwhile, retail sales in the eurozone bounced in January and 
remained firm in February in Germany and Spain, thus getting the region off to 
a good start for Q1.  

However, there is a clear divergence between the service sector and 
manufacturing. There has been a build-up of inventory in the goods producing 
sector which will drag on activity particularly in Europe, and especially the UK 
(for Brexit related reasons). PMI reports suggest that firms in the developed 
markets will need to cut output to bring inventory into better balance with 
orders. By contrast, the emerging markets seem to be better placed and may 
enjoy firmer activity in the coming months (chart 6).  
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Chart 6: Inventory overhang in DM, not EM 

  

Source: Thomson Datastream, Schroders Economics Group. 19 March 2019. 

China is adjusting its inventory down which ties in with the rapid cut back in 
imports from the US. Elsewhere though the picture is more mixed with both 
Korea and Taiwan showing a build-up of inventory as the semiconductor market 
has slowed. Inventory adjustments can lead to drops in output, but should be 
short lived as long as final demand holds up. The evidence on the consumer 
side where real wages are firming suggests this is still the case.  

Pressure on profits 

Whilst this gives us some comfort that activity will turn and salve investor 
concerns, looking further ahead there is still cause for concern as we see growth 
slowing in the US as stimulus fades in 2020. Our GDP forecast of 1.6% compares 
with consensus of 2%. In particular we are concerned about profits which 
ultimately matter more than GDP growth for equity investors.  

One of the key changes in our recent forecast update was a lower inflation 
profile which has fed into an easier monetary stance from the central banks. 
Whilst currently seen as positive for markets helping to support the level of 
valuations, lower inflation also implies more pressure on profit margins. 
Companies are facing rising wage costs and if they are unable to pass these on 
in prices then margins have to take the strain.  

One of the key features of the current expansion has been the elevated level of 
margins as indicated by the high profit share (chart 7).  

Chart 7: US profits as % GDP 

 
Source: Thomson Datastream, Schroders Economics Group. 21 March 2019. 
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The flip side of this of course has been a weak wage share which in turn has fed 
into inequality and dissatisfaction with the economic status quo. Going forward 
though this could change. We have run our profits models and found that 
margins will come under pressure such that the share of profits in GDP is likely 
to decline in the US. As discussed below, pressure will be felt as the economy 
slows later this year and into 2020. After rising 6% this year, US profits are 
expected to fall 4% next year.  

Focus on US profits  

Our top-down approach allows us to forecast the share of profits in GDP via 
margins and capacity utilisation. While the forecast for capacity utilisation is 
being driven only by real GDP growth, the margins forecast is also affected by 
growth in labour costs, prices and productivity. Our forecasting model suggests 
that caution on US earnings in the following quarters would be appropriate, as 
it signals an economic profits recession in 2020.  

An official US recession in 2020 is not the central forecast, but we expect profits 
to peak in Q3 2019 as the US economy slows thereafter. As mentioned above, 
US economic profits (excluding financials) are expected to rise by 6% in 2019, 
but as the US economic slowdown continues in 2020 and growth falls below 
trend, they are expected to decline by almost 4% next year.  

This is because below-trend growth means lower capacity utilisation, putting 
downward pressure on economic profits. Moreover, margins will be squeezed 
as labour costs rise, while inflation and productivity decline on the back of 
weaker growth. Unsurprisingly, the share of profits will see a sharper decline 
should a recession occur in 2020. Based on our current set of economic 
scenarios, a US recession will cause economic profits to fall by 13.5%, while a 
recession ex. US will cause a decline of 7.4% in 2020 (See chart 8 and table 1). 
The scenarios in which we expect to firmer profits growth are where China 
reverts to a significant fiscal stimulus to avert a deepening economic slowdown 
(China re-opens the spigots), or where the US economy continues to surprise 
and delivers another year of strong growth in 2020 (US supply side surprise).  

Chart 8: US economic profits (ex financials) set to peak in Q3 2019 

 
Source: Thomson Datastream, Schroders Economics Group. 27 March 2019. 
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Table 3: Baseline and Scenario economic profits forecast 

% 
y/y Baseline 

Italian 
debt 

crisis 

China 
reopens 

the 
spigots 

Global 
inflation 

surge 

US 
supply 

side 
surprise 

US 2020 
recession 

Recession 
ex. US 

Trade 
war: 

US vs. 
RoW 

2018 -0.4 – – – – – – – 

2019 6.6 6.5 8.2 5.8 8.3 6.0 6.0 5.1 

2020 -4.0 -7.0 0.7 -3.0 -0.2 -13.5 -7.4 -7.1 

Source: Thomson Datastream, Schroders Economics Group. 27 March 2019. 

Earnings per share (EPS) for the S&P500 large cap US equity index are more 
volatile than the top-down profits due to the effects of leverage and write-offs; 
however, as they are directionally similar, we exploit this relationship to get an 
estimate of market earnings per share.  

We expect S&P500 operating earnings to rise by 6.8% in 2019, while reported 
EPS to increase by 7.8%. The decline of the profits share in 2020 will reverse 
these gains, as operating earnings will drop by 3.4% and reported earnings by 
6.9%. This would take EPS growth back to the levels seen in 2016 following 
another bout of weakness in China.  

Chart 9: Earnings per share (operating) for the S&P500 

 
Source: S&P, Schroders Economics Group. 27 March 2019. 

Conclusions 

In the near term we believe that growth worries are overdone, but looking 
further out we share our client concerns on growth. The analysis of profit 
margins suggests we will see a squeeze on corporate earnings in 2020. 
Corporate cash flows will come under pressure and this will provoke a reaction 
from the sector. Typically companies would cut jobs and capital spending which 
will weaken GDP directly through lower business capex and indirectly through 
weaker household incomes, confidence and consumer spending.  

This in turn could bring the cycle to an end and lead to a recession. It would be 
consistent with the yield curve, which has a good track record in this respect. 
Looking at the last nine recessions in the US all have been preceded by an 
inverted curve with only false signal back in 1966 (chart 9). Our model currently 

-20

-10

0

10

20

30

40

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Italian debt crisis China reopens the spigots
Global inflation surge US supply side surprise
US 2020 recession Recession ex. US
Trade war: US vs. RoW Baseline

% y/y

Forecast

Falling profits will put 
pressure on firms to 
cut back… 



 or For professional investors and advisers only 
 

 

 Global Market Perspective 18 

 
 

puts a probability of 36% on a US recession in the next 12 months, the highest 
since 2007. 

Chart 10: The yield curve and recessions 

 
Source: Thomson Datastream, Schroders Economics Group. 27 March 2019. 

For the current cycle to continue we would need to see action to prevent the 
margin squeeze. One possibility is that the corporate sector keeps labour costs 
under control either through limiting wage gains, or by boosting productivity 
growth. This is possible although will be difficult given the tightness of the 
labour market and scarcity of workers. We would need to see the supply side of 
the labour market surprising positively through higher participation to counter 
wage pressures, as in our supply side surprise scenario, for example.  

Alternatively, we would need stronger demand to support output thus boosting 
capacity use and productivity. This might come externally through stronger 
demand from China, but the more likely source would be from the Fed easing 
monetary policy by cutting interest rates. Political pressure on the central bank 
is likely to be intense next year given the presidential election. Meanwhile, the 
Fed will be faced with weaker growth and a moderation in inflation, and thus 
face little obstacle to easier policy. Our forecast includes two rate cuts from the 
Fed in 2020. At present we have those in June and September next year, the 
question will be whether they come too late to prevent a profits recession 
turning into a full economic recession. In allocating risk, investors will need to 
balance policy easing against lower corporate earnings expectations. 
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Savings behaviour in a low interest rate 
environment 

What can we learn from Japanese households? 

 

One of our inescapable truths is that risk-free interest rates in the next ten 
years will be higher than the exceptionally low levels of today, but are still 
likely to be relatively low by the standards of pre-global financial crisis levels. 

Given that we see interest rates remaining low even after monetary policy 
normalisation, we ask whether low returns on cash could result in households 
taking on more risk to seek higher returns. The importance of this shift in 
household portfolio allocation is threefold. Firstly, this provides insight into 
future retail investment trends and specifically the future demand for risky 
and conservative investment vehicles. Secondly, the willingness of households 
to take on more risk is significant for the real economy as a key channel for the 
monetary policy transmission mechanism. Thirdly, this aids the understanding 
of retail investor flows, which can play a part in driving market prices. 

Turning to an economy where rates have been exceptionally low for many 
years, we draw on the experience of Japan for an insight into the behaviour of 
savers. We examine the lessons learned from the Japanese with a view to 
understanding to what extent the behaviour will be replicated in other 
developed markets, such as the US, eurozone and UK. 

The Japanese experience of low rates 

Chart 11: The interest rate reached zero in 1999 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 28 January 2019. 
 

Japan has had extremely low interest rates for over two decades. Following the 
bursting of the Japanese asset price bubble in 1989, the Japanese economy 
suffered a sharp slowdown. In the late 1990s, inflation fell into negative 
territory. The Bank of Japan (BoJ) responded by cutting interest rates 
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deflation, the central bank eventually introduced zero interest rate policy in 
1999 and, in 2016, cut the base rate to -0.1%, where it stands today (chart 15). 

Household portfolio shifts 

Have low interest rates caused Japanese households to search for higher 
yielding assets and take on more risk? The change in composition of household 
financial assets since the introduction of zero rates shows some additional risk 
taking (chart 16). As a share of total financial assets, households have reduced 
their holdings of cash and debt and increased the proportion of more risky 
assets such as equities and investment trusts. Although the holdings of equities 
continued to rise after 2016, there is limited evidence to suggest the 
introduction of negative interest rates caused an additional wave of household 
risk taking as the shares of cash and bonds were fairly stable. 

Chart 12: Japanese households have taken on more risk since zero rates 

 
Source: Bank of Japan Flow of Funds, Schroders Economics Group, 28 January 2019. 

Chart 13: Japanese household financial balance sheet 

 
Source: Bank of Japan, Schroders Economics Group, 30 January 2019. 
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Chart 14: International comparisons of cash holdings 

 
Source: BoJ, ONS, Eurozone, US, 30 January 2019. 
 

An international search for yield  

Anecdotal evidence suggests Japanese retail investors – often colloquially 
known by investors as “Ms Watanabe” – have engaged in an international search 
for a higher yield. In particular, by using foreign exchange “carry” trades that 
take advantage of the interest rate differential, borrowing in low yielding yen 
(funding currency) and investing in a higher yielding currency (target currency). 
The Bank For International Settlements (BIS) highlights1 several currencies that 
were attractive as target currencies due to high interest rates from 1998 to 
2008. These include the Australian dollar, New Zealand dollar, sterling and 
South African rand. Although carry trades are notoriously difficult to track, using 
data from online margin accounts, the Reserve Bank of Australia (RBA) found 
evidence2 that Japanese retail investors followed carry strategies between 2006 
and 2008. In addition, Japanese investors engaged in the carry trade tended to 
add to positions when the high yielding currency depreciated but unwind 
positions when the movement was extreme. This is consistent with previous 
sharp exchange rate movements. “Ms Watanabe” continues to be cited in 
market commentary as a factor influencing various exchange rate moves3. 

Combined with liberalisation of the Japanese capital market, the search for a 
higher return on savings by Japanese investors has given rise to demand for 
several products in the bond space including uridashi bonds in the retail 
market. These are bonds issued for the Japanese market by non-Japanese 
entities, usually denominated in foreign currencies and registered under 
Japanese securities law. As a result, this enables households to take on both 
foreign exchange risk and credit risk, although the latter is typically low due to 
high credit ratings. The BIS4 highlights the portfolio diversification by Japanese 
households in the early 2000s measured by growth in foreign exchange margin 
accounts, foreign currency investment trusts and uridashi bond issuance.  

                                                           
1Galati, Heath and McGuire, 2007. “Evidence of carry trade activity,” BIS Quarterly Review, BIS. 
2Zurawski and D’Arcy, 2009. “Japanese retail investors and the carry trade”, Reserve Bank  
of Australia. 
3For example, “New Year Yen drama suggest tumult before tranquillity” 3 January 2019,  
Financial Times. 
4Galati, Heath and McGuire, 2007. “Evidence of carry trade activity,” BIS Quarterly Review, BIS. 
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Chart 15: Is higher allocation to equity price driven? 

 

Source: Bank of Japan, Thomson Reuters Datastream, Schroders Economics Group,  
30 January 2019. 
 

More recently, there have been reports of Japanese retail investors trading 
cryptocurrency with some estimating that Japan accounts for between one third 
and one half of bitcoin trade5. 

However, taking a step back, Japanese households remain extremely 
conservative with their finances. Of the JPY 1,830,000bn ($17,000bn) household 
financial assets, over half of this is kept in currency and deposits (chart 17) – 
significantly more than the US, eurozone and UK (chart 18). If insurance 
products are added, this share rises to 80%. This proportion has remained 
persistently high since 1999, pointing to fairly insignificant portfolio shifts and 
consequently a continued highly conservative asset allocation stance. 
Moreover, the household portfolio allocation to equities is highly correlated to 
the equity market itself (chart 19), suggesting a higher allocation to equity is 
mainly driven by price movement; a passive investment decision rather than an 
active one. 

Households’ exposure to foreign assets has risen through direct investments 
and via mutual funds, consistent with investors looking internationally to take 
on more risk (chart 20). This decision seems to be an active one, as exposure to 
foreign assets is not as correlated with the exchange rate. Nonetheless, 
exposure to foreign assets continues to be low at 3.4% of total financial assets. 

In summary, we find limited evidence to suggest that in a low interest rate 
environment, Japanese households have taken on significantly more risk. 
Higher equity allocation seems to be a result of market prices and despite a rise 
in the international search for yield, the household portfolio remains very 
conservative. Before we jump to the assumption that this behaviour would 
extend to other developed markets, we dig a bit deeper into the environment 
of the Japanese retail investor and examine any special factors that could 
explain the lack of further active risk taking. 

                                                           
5Deutsche Bank Says Japan’s Retail Investors Are Behind Bitcoin’s Surge, Bloomberg, 
December 2017  
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What determines asset allocation? 

Portfolio selection theory outlines a simple asset allocation problem6 where an 
investor sets out to maximise utility by allocating wealth between a risky asset 
(stock) and a risk-free asset (cash). The optimal allocation is a function of a few 
parameters. Assuming no other income, borrowing constraints or entry costs, 
a higher proportion of risky assets becomes more desirable, all else being 
equal, in the following cases: 1) the expected excess return of the risk asset 
rises; 2) the volatility of the risk asset falls; 3) the investor becomes less  
risk averse. 

We explore these factors in the context of the Japanese retail investor. 

Chart 16: Household exposure to foreign assets 

 
Source: Schroders Economics Group, Nomura, Bank of Japan, 30 January 2019. 

Chart 17: Investing ¥100 in 1999 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 31 January 2019. 

Lack of alternatives? 

The first factor key for optimal asset allocation is the expected return of the 
stock relative to the expected return of cash. Historical data allows us to assess 
the actual returns of assets. In this case, we focus on equity and property. We 
use the TOPIX equity index, residential land prices and the one-year deposit rate 
for equity, property and cash returns, respectively. Chart 27 shows how an 

                                                           
6Merton (1969) and Samuelson (1969). 
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investor would have fared starting with ¥100 in 1999, when the BoJ cut the 
interest rate to zero. Although a Japanese household would have done best 
investing in the equity market (the excess return of the risk asset was indeed 
positive), this was only really established in recent years. Cash would have given 
very low yet positive returns – a better alternative to investing in loss- 
making property. 

Chart 18: Returns of cash vs domestic equity, bonds and property in local 
currency 

  

  

Equity indices are TOPIX, S&P500, FTSE All Share, Eurostoxx 50. Property is Japanese National 
Residential land price, US Standard and Poor’s Case-Shiller House Price Index, Halifax House Price 
Index, OECD House Price Index, Cash is 1 year deposit rates. Eurozone bonds is Bunds. 
Source: Thomson Reuters, Schroders Economics Group, 31 January 2019. 
 

Does this mean Japanese households have been irrational for not taking on 
more risk as this would have maximised returns? Investing ¥100 just ten years 
earlier in 1990, following the peak in the equity bubble shows quite a different 
picture (chart 22). The excess return was negative as the investor reaped a 
higher return in cash than both equity and property, which would to date have 
left an investor with losses. It is likely that households take into account these 
past returns when forming their expectation of the future, also called adaptive 
expectations. There is some evidence to suggest these returns are somewhat 
embedded in household expectations. For example, households still expect 
land prices to go down7. Therefore a pessimistic expectation of the return of risk 

                                                           
7Bank of Japan Opinion Survey on the General Public’s Views and Behaviour, September 2018. 
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assets could, in part, explain the conservative stance of the Japanese  
retail investor. 

In the meantime, historical returns in the US and UK show a vastly different 
picture as the equity markets significantly outperformed cash since 1990, 
implying a more optimistic expected excess return (chart 22). Although we have 
a shorter history for the eurozone due to data unavailability, since 2002 the 
picture for equities particularly versus cash, is more mixed. The eurozone also 
shares with Japan the feature that bonds have been the best performing asset 
over the period.  

The volatility and distribution of the returns of the risk asset are also important 
for optimal decision making (chart 23) and in the case of Japan, the TOPIX has 
been equally likely to fall as rise since 1990. In other developed equity markets 
such as the US, UK and the eurozone, average returns are firmly in positive 
territory and the distribution of year-on-year equity returns are negatively 
skewed. The eurozone equity return distribution is most similar to Japan due to 
its low peak. This similarity is also reflected in a smaller difference in the sharpe 
ratio of Japan and the eurozone (table 15). 

Chart 19: Distribution of equity returns from 1990 

 

Y/Y equity returns using daily data. TOPIX, S&P, FTSE All Share from 1990 and Eurostoxx 50 from 
2002. Note buckets are discrete so this is not a continuous probability distribution function but line 
gives a guide to the shape of the distribution as data has not been smoothed. 
Source: Thomson Reuters Datastream, Schroders Economics Group, 31 January 2019. 

Table 4: Summary statistics for equity market return over the last 10 years 

 Equity 
returns 

Annual 
volatility 

Real cash rate Sharpe ratio 

Japan 9.5 17.2 -0.2 0.6 

US 14.0 13.7 -1.0 1.1 

UK 9.8 12.3 -1.8 0.9 

Eurozone 8.0 16.8 -0.7 0.5 

Using monthly returns of equity markets TOPIX, S&P, FTSE All Share, Eurostoxx. 
Real cash rate is central bank rate less headline inflation 
Source: Thomson Reuters Datastream, Schroders Economics Group, 04 February 2019. 
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Scarring effect 

Risk aversion is the final factor highlighted in portfolio theory that helps 
determine optimal asset allocation. Aversion to risk could explain why Japanese 
households have not made a larger shift into risk assets in a backdrop of low 
interest rates. Japanese retail investors may have suffered a “scarring effect” 
from the burst of the asset price bubble in 1989. Higher risk aversion is also a 
factor embedded within secular stagnation; a phenomenon which outlines 
structurally low growth and a low natural rate of interest, often associated  
with Japan. 

The Bank of Japan estimates that the number of households that have 
experienced a principal loss as a result of a fall in market prices makes up more 
than 30% of households holding savings type assets8. They also find that 
households rarely withdraw from investments in risk assets, even if left with 
unrealised losses. Moreover, an aversion to risk is shown in the household 
selection criteria for financial assets, which highlights a preference for safety 
and liquidity rather profitability since 1990. This preference has become less 
pronounced since 1998 but remains. 

Chart 20: Deflationary periods in Japan 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 31 January 2019. 

Chart 21: Decomposition of real rates 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 16 November 2018. 

                                                           
8Behavioural characteristics affecting household portfolio selection in Japan, Bank. 
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The deflationary mindset 

Back to the portfolio problem, the investor sets out to maximise returns. 
However, in the case of a Japanese retail investor, with perfect hindsight the 
optimal investment decision since 1990 was actually to hold savings in cash. But 
what if the objective was to gain a positive return, rather than maximise 
returns? This objective to gain a positive real return does not seem far-fetched 
given the negative returns experienced in the domestic equity and property 
market. In a deflationary environment, cash can still make a positive real return 
even with nominal rates at zero. 

During the years of deflation (chart 24), falling prices pushed the real interest 
rate higher, helping households earn positive real return (chart 25). Despite 
returning to positive territory, inflation is still lacklustre as underlying inflation, 
as measured by the consumer price index, excluding fresh food and energy, 
currently stands at 0.3% y/y. Furthermore, despite the central bank’s 2% 
inflation target, inflation expectations remain around 1%9 and the government 
is yet to formally declare an end to deflation. This continued deflationary 
mindset suggests households may continue to expect inflation to push up the 
real return of cash, thus keeping it a positive yielding asset. In addition, a 
deflationary mindset would keep households from investing in the equity 
market due to its detrimental impact on corporate earnings. 

Chart 22: Old-age dependency ratio 

 
2017 estimate is the average of 2015 and projection of 2020, 2027 is the average of 2025 and 2030 
projections. UN projection made in June 2017. 
Source: UN Population Division, Schroders Economics Group, 23 November 2018. 
 

Turning to other developed markets, despite low inflation in recent years, 
inflation expectations are still well anchored in the US, UK and the eurozone. As 
a result, inflation is expected to continue to drag on the real return of cash 
making the asset less attractive. 

Demographics 

Conventional wisdom is that asset allocation to risk assets should reduce as a 
person ages because they have less time to recoup losses. It is well known that 
ageing in Japan is more pronounced than in other economies; perhaps this is 
responsible for the conservative stance of Japanese retail investors? If this is the 
case, it has important implications, given expectations of ageing across other 
economies (chart 26). 

                                                           
9Bank of Japan Outlook for Economic Activity and Prices (October 2018). 
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Contrary to this conventional wisdom, Nomura find that 70% of listed equities 
held by Japanese individuals are actually held by those in their sixties and 
seventies10. Nomura Research Institute also finds that among experienced 
investors, the value of aggressive growth investments is highest for 60 years 
and above11, although this demographic also has the most set aside for living 
expenses and for the future. Nonetheless, as well as being the wealthiest, the 
eldest households – those aged 60 years and above – hold the highest share of 
risk assets12 and are thus the most willing to take risk. With the mandatory 
retirement age at 60, these are likely to be people who are retired but are still 
expected to live for much longer13. Even so, the proportion of elderly 
households that hold risk assets is still less than half. 

The finding that the older population are more active risk takers has potential 
implications for other economies that are expected to age, particularly for 
Europe which is closest behind. However, in Japan, as a consequence of 
seniority based pay, both annual income and savings follows an upward 
trajectory with age, with savings beginning to be drawn down after the age  
of seventy. 

Conclusions  

We find some evidence to suggest that in a low interest rate environment, 
Japanese households have taken on more risk – particularly by gaining more 
exposure to foreign assets – in the currency, equity and bond space. However, 
the additional risk taking is fairly insignificant in the wider context of a very 
conservative asset allocation. Digging deeper into the environment of the 
Japanese retail investor over the past few decades, we find the dismal excess 
return of equities, risk aversion and the deflationary mindset can help explain 
why this was the case. These factors, including risk aversion, are somewhat 
special to Japan when making comparisons with other developed markets such 
as the US, UK and eurozone. However, out of these markets, the eurozone is 
most like Japan in terms of its asset return profile (and demographics), although 
we find that the “demographic effect”, where investors become more 
conservative with age, does not seem to have been a feature of the Japanese 
retail investor. 

Finally, we recognise that other factors may have played a role in the Japanese 
retail investor’s decision such as liquidity constraints, financial literacy, 
regulation and fees, which should also be explored.  

 

 

 

 

 

 

                                                           
10“Japan’s dying shareholders signal sombre outlook for its stocks”, Lewis, Financial Times, October 
2018. 
11Japan’s Asset Management Business 2018/2019, Nomura Research Institute, December 2018. 
12Compared to Ages 20–39 and 40–59. Data from the Central Council for Financial Services 
Information. 
13Life expectancy is 84 years. 
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Long-run asset class performance: 30-year 
return forecasts (2019–48)

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 (such as the Bank of England base rate, or the Federal  
Funds rate). 

Historically we have used a multi-stage approach – in the initial stage 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. However, in general we now 
believe the deleveraging phase is over, placing major central banks in the 
second stage. 

The second stage of our cash forecast is a normalisation in cash rates, 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 about the strength of trend 
growth. This year has seen some downgrades to expected cash returns, driven 
by a reassessment of the long-term neutral rate (particularly in the US) and 
slightly higher inflation. 

Table 5: Real cash forecast returns 

% p.a. Currency Nominal 
return 

Inflation Real 
return 

Change  
vs. 2018 

Cash      

USD USD 2.5 2.1 0.4 -0.3 

GBP GBP 2.3 2.1 0.2 0 

EUR EUR 1.7 1.8 -0.1 -0.2 

YEN JPY 0.3 1.0 -0.7 -0.1 

G4 cash Local 1.9 1.8 0.1 -0.2 
Source: Schroders Economics Group, January 2019. 

Chart 1 helps to illustrate the expected normalisation of cash rates across the 
four major central banks considered here. We expect the process to be largely 
complete by 2024, though the US takes slightly longer to settle to its long-run 
r* rate (the equilibrium interest rate). 

 

 

 

 

 

 

Real cash returns 
revised lower as “new 
normal” takes hold 
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Chart 23: Expected evolution of real cash rates 

 
Source: Schroders Economics Group, January 2019. 

Inflation 

Our inflation forecasts follow a multi-stage approach, using our forecasts for 
the first two years, Oxford Economics forecasts for the following eight, and our 
own forecast for the latter twenty where we assume a terminal rate. 

Overall, we are assuming that inflation rates remain under control with central 
banks generally meeting their targets over the forecast period (an exception is 
Japan which is expected to struggle to get inflation to 2% on a sustainable basis). 
This implies that central banks retain their credibility such that inflation 
expectations remain inline with their targets and that policymakers do not alter 
these targets significantly. 

Sovereign bonds 

Our return assumption on sovereign debt builds on the return we have for cash, 
adding a term 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. We apply a 20 to 40% discount to 
the historic steepness of the yield curve for all countries. This is 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.  

The UK and eurozone see slightly smaller discounts than other markets. In the 
UK, following Brexit, the expected reduction in migration will limit the UK’s 
flexibility to respond to sudden changes in demand, and so should steepen the 
Phillips curve (the supposed inverse relationship between unemployment and 
inflation). This would therefore increase the chances of higher inflation, 
resulting in a higher term premium demanded by investors. In the eurozone, 
the expected tighter policy given a tighter labour market and increasing 
inflationary pressures in Germany is not coming through. With a greater weight 
assigned to the rest of the eurozone by the European Central Bank, rate hikes 
will take longer to occur, resulting in a steeper yield curve than previously 
assumed, as investors demand a higher premium for inflation risk 
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Table 6: Cash, sovereign bonds and linkers 

2019–48 (% p.a.) US UK Eurozone Japan 

3 stage model 0.4 0.2 -0.1 -0.7 

Cash real return 0.4 0.2 -0.1 -0.7 

Inflation 2.1 2.1 1.8 1.0 

Nominal cash return 2.5 2.3 1.7 0.3 

Bond maturity premium 1.1 0.8 0.8 0.6 

Bond return 3.6 3.1 2.5 0.8 

Inflation insurance premium 0.5 1.0 n/a n/a 

Inflation linked bonds 3.1 2.1 n/a n/a 

Source: Schroders Economics Group, January 2019. 

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 (Treasury Inflation Protected 
Securities) is due to technical market reasons, related to the relative liquidity of 
the two markets14 and the structure of the market. Note that we are assuming 
no difference in duration with nominal bonds. 

Table 7: Sovereign bonds and linkers forecast returns 

2019–48 (% p.a.)  Currency Nominal 
return 

Inflation Real 
return 

Change 
vs. 2018 

US Treasury bond USD 3.6 2.1 1.5 -0.3 

UK Gilt GBP 3.1 2.1 1.0 0.1 

Eurozone (Germany) EUR 2.5 1.8 0.7 -0.2 

JGB JPY 0.8 1.0 -0.2 -0.2 

Australia AUD 3.1 2.5 0.6 -0.3 

Hong Kong HKD 3.6 2.0 1.6 -0.3 

Singapore SGD 2.4 1.7 0.8 -0.4 

G4 bond Local 3.1 1.9 1.0 -0.2 

Inflation-linked     

Barclays 7–10 year IL Gilts GBP 2.1 2.1 0.0 0.1 

Barclays 7–10 year TIPS USD 3.1 2.1 1.0 -0.3 
Source: Schroders Economics Group, January 2019. 

The changes to our cash forecasts feed through into our bond expectations, 
driving returns lower in the US, eurozone and Japan. The cash forecast for the 
US is a key input for that in non-core markets, and so also helps explain the 
move in bond yields for Australia, Singapore and Hong Kong. 

Credit and EMD bonds 

Our credit returns are forecast using the risk premium or excess return of credit 
(both investment grade and high yield) over sovereign bonds for the respective 

                                                           
14UK 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). 

Sovereign debt should 
outperform cash, but 
returns still muted 
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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 predict the 
excess return of US high yield and investment grade credit over Treasuries. 
Using regression analysis again, we exploit a historical relationship and use the 
excess returns of US credit to estimate the excess returns of UK and European 
credit over UK Gilts and German Bunds respectively. 

One change this year, for investment grade credit, has been to introduce a 
factor which attempts to account for losses from downgrades. To demonstrate 
why this is necessary, consider that over the last twenty years, the Barclays US 
IG index has had an average spread of 150 basis points (bps) per year, but has 
delivered an average excess return of just 80 bps per year. The difference is 
driven by downgrades within the index. To forecast this for the next thirty years, 
we believe that the best approach is to apply a historic ratio of downgrade 
losses to spreads to the current forecast spread. This provides a downward 
adjustment to the spread to allow for the downgrade losses. As might be 
expected, this results in downward revisions to our forecast returns for IG credit 
this year. 

Table 8: Adjusting forecast spreads in IG credit for downgrade losses 

  Downgrade 
loss 

Median 
spread 

Downgrade 
loss/med 

spread 

Current 
forecast 

spread 

Loss 
adjusted 

spread 

US IG -0.39% 140 -0.28 158 114 

EU IG -0.36% 96 -0.37 80 50 

UK IG -0.54% 133 -0.41 133 79 
Source: Schroders Multi Asset, January 2019. 

Finally, we also estimate the relationship between US high yield (HY) and 
emerging market debt (EMD) spreads and use this to drive the EMD spread 
projection, whilst also assuming a historic ratio holds for EMD defaults and US 
HY defaults. 

Table 9: Credit – Investment grade (IG) and high yield (HY) 

2018–47 (% p.a.) US IG US HY UK IG Euro IG Euro HY $EMD 

Spread 1.1 5.5 0.8 0.5 5.8 3.7 

Default loss 0.0 3.4 0.0 0.0 3.4 1.8 

Return over 10-year govt. 1.1 2.2 0.7 0.5 2.5 2.0 

10-year govt. return 3.6 3.6 3.1 2.5 2.5 3.6 

Nominal return 4.7 5.8 3.9 3.0 5.0 5.6 

Source: Schroders Economics Group, January 2019. 

Spreads to government bonds are largely unchanged from last year. However, 
changes in the methodology for IG credit to incorporate downgrade losses 
reduces the forecast returns for IG credit across all markets. We also see small 
changes in total returns arise from the change in the forecast for the underlying 
risk free asset, and upward revisions to US GDP mean reduced losses  
from default. 
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Table 10: Credit and EMD bond forecast returns 

% p.a.  Currency Nominal 
return 

Inflation Real 
return 

Change  
vs. 2018 

Credit      

US IG USD 4.7 2.1 2.6 -0.6 

US HY USD 5.8 2.1 3.7 0.1 

UK IG GBP 3.9 2.1 1.7 -0.3 

Euro IG EUR 3.0 1.8 1.1 -0.5 

Euro HY EUR 5.0 1.8 3.1 0.2 

EMD USD 5.6 3.1 2.4 -0.4 

Asian Credit (JACI Index) USD 4.7 2.1 2.6 -0.1 
Source: Schroders Economics Group, January 2019. 

For Asian credit we adopt a similar approach to that taken for European credit, 
and build a regression of Asian HY vs. US HY, and Asian IG vs. US IG. We then 
use these two results to build a composite forecast for the JACI index, which is 
a 70:30 split between investment grade and high yield credit. Real returns on 
Asian credit are expected to be lower than their US counterparts, partly due to 
higher expected inflation. 

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). Earnings are assumed to grow in line 
with productivity, forecasts for which are made on a GDP per “working capita” 
growth (i.e. growth in GDP/working age population, rather than GDP/total 
population). Chart 12 illustrates the importance of focusing on productivity 
rather than GDP growth. Especially for aging economies like Japan, headline 
GDP can give a misleading picture of the economy’s ability to generate earnings 
by more efficiently combining inputs, even though those inputs (labour in this 
case) may be shrinking. 

Chart 24: A decomposition of GDP growth projections 

 
Source: US Census Bureau, Thomson Datastream, Schroders Economics Group. 23 January 2019. 

While this forecast for productivity is the basis for our earnings and dividend 
growth assumptions, 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 
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where earnings growth has tended to exceed productivity growth (hence an 
upward scaling). 

Equity return forecasts have received universal upgrades this year, with the 
exception of Japan. The key driver for this downgrade is cheaper valuations 
generating more generous dividend yields, though in the US we have also seen 
an upward revision to productivity forecasts and hence expected earnings 
performance. Revisions in most markets were modest and UK small cap is 
predicted to be the best performer over 30 years of the major markets we 
forecast, with a 7% real return per annum. Second and third place go to 
emerging markets equities and Pacific ex Japan. The regional GDP and 
productivity growth continues to give both an edge over the more mature 
market rivals. However, as a word of caution, volatility tends to be higher in 
emerging markets and small cap indices, so we would most definitely advise 
against using these numbers to make short term investment decisions. 

Table 11: Equity forecast returns 

 % p.a. Currency Yield Capital 
gain 

Nominal 
return 

Inflation Real 
return 

Change 
vs. 

2018 

Equity markets        

US  USD 2.1 3.5 5.7 2.1 3.6 0.4 

US small cap USD 1.8 5.2 7.1 2.1 4.9 0.4 

UK GBP 4.3 3.4 7.9 2.1 5.7 0.6 

UK small cap GBP 3.8 5.3 9.3 2.1 7.0 0.6 

Europe ex.UK EUR 3.3 3.1 6.6 1.7 4.8 0.6 

Eurozone EUR 3.4 3.3 6.8 1.8 4.9 0.6 

Japan JPY 2.4 2.3 4.8 1.0 3.7 0.4 

Canada CAD 3.3 3.4 6.8 2.0 4.7  

Switzerland CHF 3.3 2.8 6.1 1.4 4.6 0.3 

Singapore SGD 3.7 2.8 6.7 1.7 5.0 0.6 

Pacific ex. Japan USD 4.0 4.7 8.9 2.6 6.1 0.7 

Emerging 
markets Local 3.1 6.2 9.6 3.1 6.3 0.3 

Source: Schroders Economics Group, January 2019. 

In Asia, China is an exception to the upgrade story across equities, thanks to a 
combination of a fall in the dividend yield (despite weakening valuations in 
2018) and downward revisions to productivity. Asian equities generally are 
forecast to outperform most developed market (DM) equity markets on a 30 
year horizon as a consequence of differences in productivity growth. 
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Table 12: Equity forecast returns – Asia 

 % p.a. Currency Yield 
Capital 

gain 
Nominal 

return Inflation 
Real 

return 

Change 
vs. 

2018 

Equity 
markets 

       

Asia ex. 
Japan 

USD 
3.0 5.7 8.9 2.4 6.3 3.0 

Taiwan TWD 4.8 3.8 8.8 1.2 7.5 4.8 
Korea KRW 2.4 4.9 7.5 2.0 5.4 2.4 
China CNY 2.5 6.7 9.4 2.8 6.5 2.5 
India INR 1.5 9.2 10.8 4.2 6.3 1.5 
Hong Kong HKD 2.9 5.1 8.1 2.0 6.0 2.9 
Singapore SGD 3.7 2.9 6.7 1.7 5.0 3.7 

Source: Schroders Economics Group, January 2019. 

Real estate 

Our long term real estate return forecasts are provided by the Schroders Real 
Estate team. The forecast consists of several components (table 10) but in 
similar fashion to other assets include an income and a capital growth 
component. Expected yields, much like dividend yields in equity markets, are 
under pressure thanks to higher valuations. This has resulted in a fall in 
expected returns overall compared to our 2018 forecast. 

Table 13: Real estate forecasts 

Component (% p.a.) UK European 

Future income return 4.6 4.4 

Potential income growth already in portfolio 0.25 0.25 

Rental growth 2 2 

Depreciation -2 -0.75 

Refurbishment capital expenditure -0.7 -1.25 

Adjustment for depreciation and 
modernisation 1.7 1.25 

Stamp Duty and Trading Fees -0.75 -0.75 

Nominal total return 5.1 5.2 

Source: Schroders Real Estate, January 2019. 

China an outlier as 
dividend yields fall 
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Accounting for currency moves 

To ease comparison, we also attempt to incorporate the impact of currency on 
asset returns. To do this, we utilise uncovered interest parity theory. Here, an 
interest rate differential implies an offsetting exchange rate movement, such 
that holding dollars, sterling or euros yields the same return. So if sterling cash 
yields a lower interest rate versus the dollar, it must be that sterling is expected 
to appreciate versus the dollar by an amount which makes up the difference. To 
keep our forecasts internally consistent, we use our cash rate forecasts as our 
interest rates for this purpose (equivalent to assuming a one-year hedge is put 
on and rolled each year for 30 years). Applying this to a selection of the assets 
we forecast returns shown in the table below.  

Investors seeking the highest dollar returns would be drawn to UK small caps 
in equity, US and European high yield in credit, European property, and US 
Treasuries in the bond universe.  

Table 14: Nominal common currency returns 2019–2048 (% p.a.) 

UIP basis USD GBP EUR 

Cash 2.5 2.3 1.7 

Government bonds (10y)    

US Treasury bond 3.6 3.5 2.8 

UK gilt 3.3 3.1 2.5 

JGB 3.0 2.9 2.2 

Eurozone (Germany) 3.3 3.2 2.5 

Inflation-linked    

Barclays 7–10 year IL gilts 2.3 2.1 1.5 

Barclays 7–10 year TIPS 3.1 3.0 2.3 

Credit    

US Investment Grade 4.7 4.6 3.9 

US High Yield 5.8 5.7 5.0 

UK Investment Grade 4.0 3.9 3.2 

Euro Investment Grade 3.8 3.6 3.0 

Euro High Yield 5.8 5.6 5.0 

Real estate    

UK Commercial 5.2 5.1 4.4 

EUR Commercial 5.9 5.8 5.2 

Equity markets    

US  5.7 5.6 4.9 

US small cap 7.1 6.9 6.3 

Japan 6.9 6.8 6.1 

UK 8.0 7.9 7.3 

UK small cap 9.4 9.3 8.7 

Europe ex.UK 7.4 7.3 6.6 

Eurozone 7.6 7.5 6.8 

Pacific ex. Japan 8.9 8.8 8.1 
Source: Schroders Economics Group, January 2019. 

Adjusting for 
currencies reinforces 
findings for dollar 
investors 
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Summary 

Despite moving a step closer to normalisation, our forecasts suggest that the 
long run real returns on cash remain poor, with negative returns still on offer in 
Japan. The US and some Asian markets do offer a positive return, but even risk 
averse investors might shy away from a maximum return of 0.6% per annum. 

We would expect longer dated sovereign debt to outperform cash over thirty 
years, but returns in real terms are still likely to be disappointing, and Japan still 
fails to deliver a positive return. The current valuations of bonds considered 
“safe assets” are unattractive and suggest low returns.  

Our forecasts would still suggest credit, property and equities will outperform 
sovereign bonds, as might be hoped. Equities remain the asset class offering 
the greatest potential for returns. On a regional basis, we believe most equities 
will deliver an attractive return (both real and nominal) though in the US high 
yield credit is forecast to (just) outperform the equity market, which has the 
lowest forecast returns of the equity markets we cover. UK small cap equities, 
followed by emerging markets and Pacific ex Japan, offer the highest returns. 

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 compensate greater volatility and sharper drawdowns. Meanwhile, 
the deflationary environment explains the relative underperformance of both 
the Japanese cash and JGB markets. 

 

Equities still on top, 
though credit has 
caught up in the US 
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Appendix 

Asia cash forecast methodology 

For our Asia cash forecasts, we base our projections on the US real cash rate, 
adjusted for working population growth versus the US. We assume that as the 
proportion of working population shrinks, household income per capita 
decreases. Households are then assumed to save more to smooth out future 
expenditure, in line with the permanent income hypothesis, exerting downward 
pressure on the real savings rate (table 12). 

Table 15: Real cash forecast returns for Asia 

 % p.a. Currency Nominal 
return 

Inflation Real return 

Cash     

Taiwan TWD 1.0 1.2 -0.2 

Korea KRW 1.7 2.0 -0.3 

China CNY 2.9 2.8 0.1 

India INR 4.7 4.2 0.6 

Hong Kong HKD 2.5 2.1 0.4 

Singapore SGD 1.7 1.7 0.0 

Australia AUD 2.9 2.5 0.4 
Source: Schroders Economics Group, January 2019. 

As a result, many of the forecasts come in below the US number, as nearly all 
the economies covered have a slower working age population growth forecast 
than the US, particularly in Korea and Taiwan. The big exception is India, where 
the population is set on a more rapid growth trajectory, pushing up the cash 
rate versus the US. 

Chart 25: US nominal asset returns – build up approach 

 
Source: Schroders Economics Group, January 2019. 
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Chart 26: Nominal equity returns breakdown  

 
Source: Schroders Economics Group, January 2019. 

Table 16: Long-run return assumptions (2019–48) 

  Currency Yield Capital 
gain 

Nominal 
return Inflation Real 

return 

Cash         

$ cash USD 2.5 N/A 2.5 2.1 0.4 

£ cash GBP 2.3 N/A 2.3 2.1 0.2 

€ cash EUR 1.7 N/A 1.7 1.8 -0.1 

¥ cash JPY 0.3 N/A 0.3 1.0 -0.7 

Canada CAD 2.3 N/A 2.3 2.0 0.3 

Australia AUD 2.9 N/A 2.9 2.5 0.4 

Hong Kong HKD 2.5 N/A 2.5 2.0 0.4 

Singapore SGD 1.7 N/A 1.7 1.7 0.0 

G4 cash Local 1.9 N/A 1.9 1.8 0.1 

Government bonds (10y)       

US Treasury bond USD 3.6 N/A 3.6 2.1 1.5 

UK Gilt GBP 3.1 N/A 3.1 2.1 1.0 

Eurozone (Germany) EUR 2.5 N/A 2.5 1.8 0.7 

JGB JPY 0.8 N/A 0.8 1.0 -0.2 

Canada CAD 3.2 N/A 3.2 2.0 1.1 

Australia AUD 3.1 N/A 3.1 2.5 0.6 

Hong Kong HKD 3.6 N/A 3.6 2.0 1.6 

Singapore SGD 2.4 N/A 2.4 1.7 0.8 

G4 bond Local 2.9 N/A 2.9 1.8 1.0 

Inflation-linked         

Barclays 7–10 year IL gilts GBP 2.1 N/A 2.1 2.1 0.0 

Barclays 7–10 year TIPS USD 3.1 N/A 3.1 2.1 1.0 

Credit         

US Investment Grade USD 5.1 N/A 4.7 2.1 2.6 

US High yield USD 5.8 N/A 5.8 2.1 3.7 

UK Investment Grade GBP 4.4 N/A 3.9 2.1 1.7 

Euro Investment Grade EUR 3.3 N/A 3.0 1.8 1.1 
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  Currency Yield Capital 
gain 

Nominal 
return Inflation Real 

return 

Euro High Yield EUR 5.0 N/A 5.0 1.8 3.1 

$EMD USD 5.6 N/A 5.6 3.1 2.4 

Property         

UK Commercial GBP 4.6 0.5 5.1 2.1 2.9 

EUR Commercial EUR 4.4 0.8 5.2 1.8 3.3 

Equity markets         

US  USD 2.1 3.5 5.7 2.1 3.6 

US small cap USD 1.8 5.2 7.1 2.1 4.9 

UK GBP 4.3 3.4 7.9 2.1 5.7 

UK small cap GBP 3.8 5.3 9.3 2.1 7.0 

Europe ex.UK EUR 3.3 3.1 6.6 1.7 4.8 

Eurozone EUR 3.4 3.3 6.8 1.8 4.9 

Japan JPY 2.4 2.3 4.8 1.0 3.7 

Canada CAD 3.3 3.4 6.8 2.0 4.7 

Switzerland CHF 3.3 2.8 6.1 1.4 4.6 

Singapore SGD 3.7 2.8 6.7 1.7 5.0 

Pacific ex.Japan USD 4.0 4.7 8.9 2.6 6.1 

Emerging markets Local 3.1 6.2 9.6 3.1 6.3 

MSCI World Local 2.5 3.4 6.0 1.9 4.0 

Global (AC) Equity Local 2.5 3.7 6.4 2.1 4.2 

Global (AC) Equity Risk 
Premium  v. G4 bonds 3.4 

 
3.2 

  v. G4 cash 4.4   4.1 

Source: Thomson Datastream, Schroders Economics Group. January 2019. 
Note: UK Index-linked returns use RPI inflation for the nominal return. 

Table 17: Long-run return assumptions for Asia (2019–48) 

Asian assets Currency Yield Capital 
gain 

Nominal 
return Inflation Real 

return 

Equity markets        

Asia ex.Japan USD 3.0 5.6 8.9 2.4 6.3 

Taiwan TWD 4.8 3.7 8.8 1.2 7.5 

Korea KRW 2.4 4.8 7.5 2.0 5.4 

China CNY 2.5 6.5 9.4 2.8 6.5 

India INR 1.5 9.0 10.8 4.2 6.3 

Hong Kong HKD 2.9 5.0 8.1 2.0 6.0 

Singapore SGD 3.7 2.8 6.7 1.7 5.0 

Australia AUD 3.1 6.2 9.4 2.5 6.8 

Cash       

TWD TWD 1.0 N/A 1.0 1.2 -0.2 

KRW KRW 1.7 N/A 1.7 2.0 -0.3 

CNY CNY 2.9 N/A 2.9 2.8 0.1 

INR INR 4.7 N/A 4.7 4.2 0.6 

HKD HKD 2.5 N/A 2.5 2.1 0.4 
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Asian assets Currency Yield Capital 
gain 

Nominal 
return Inflation Real 

return 

SGD SGD 1.7 N/A 1.7 1.7 0.0 

AUD AUD 2.9 N/A 2.9 2.5 0.4 

Government bonds (10y)      

Hong Kong HKD 3.6 N/A 3.6 2.1 1.5 

Singapore SGD 2.4 N/A 2.4 1.7 0.8 

Australia AUD 3.1 N/A 3.1 2.5 0.6 

Asian Govt. USD 4.5 N/A 4.5 2.9 1.5 

Credit       

Asian Credit (JACI Index) USD 5.2 N/A 5.2 2.4 2.7 

Asian Local Currency 
Bonds USD 4.8 N/A 4.8 2.9 1.9 

Source: Thomson Datastream, Schroders Economics Group, January 2019.



For professional investors and advisers only 
 

 

 Global Market Perspective 42 

 

 



 or For professional investors and advisers only 
 

 

 Global Market Perspective 43 

 
 
 
 

Market returns 

  Total returns Currency December Q4 2018 

Equity 

US S&P 500 USD -9.0 -13.5 -4.4 
UK FTSE 100 GBP -3.5 -9.6 -8.7 
EURO STOXX 50 EUR -5.2 -11.4 -11.2 
German DAX EUR -6.2 -13.8 -18.3 
Spain IBEX EUR -5.4 -8.0 -11.5 
Italy FTSE MIB EUR -4.5 -11.4 -13.2 
Japan TOPIX JPY -10.2 -17.6 -16.0 
Australia S&P/ ASX 200 AUD -0.1 -8.2 -2.8 
HK HANG SENG HKD -2.5 -6.7 -10.5 

EM equity 

MSCI EM LOCAL -2.5 -7.4 -9.7 
MSCI China CNY -6.0 -10.7 -18.6 
MSCI Russia RUB -0.4 -4.1 17.8 
MSCI India INR 0.0 -1.3 1.4 
MSCI Brazil BRL -1.7 10.2 16.7 

Governments 
(10-year) 

US Treasuries USD 3.3 4.6 -0.1 
UK Gilts GBP 0.9 3.2 2.0 
German Bunds EUR 0.6 2.3 3.3 
Japan JGBs JPY 0.8 1.3 0.8 
Australia bonds AUD 2.6 3.9 6.2 
Canada bonds CAD 2.8 4.6 3.0 

Commodity 

GSCI Commodity USD -7.8 -22.9 -13.8 
GSCI Precious metals USD 5.2 7.1 -3.6 
GSCI Industrial metals USD -4.2 -7.0 -18.0 
GSCI Agriculture USD -2.4 0.5 -8.0 
GSCI Energy USD -11.7 -33.6 -17.1 
Oil (Brent) USD -9.6 -35.8 -20.2 
Gold USD 5.1 7.5 -1.7 

Credit 

Bank of America/Merrill Lynch US high 
yield master 

USD -2.2 -4.6 -2.3 

Bank of America/Merrill Lynch US 
corporate master USD 1.5 0.0 -2.2 

EMD 
JP Morgan Global EMBI USD 1.5 -1.2 -4.6 
JP Morgan EMBI+ USD 1.6 -0.7 -5.3 
JP Morgan ELMI+ LOCAL 0.4 1.3 4.5 

Currencies 

EUR/USD   1.1 -1.9 -7.0 
EUR/JPY   -2.2 -4.7 -7.3 
JPY/USD   3.3 2.9 0.2 
GBP/USD   -0.1 -2.6 -7.1 
AUD/USD   -3.6 -2.6 -9.9 
CAD/USD   -2.6 -5.5 -8.4 

Source: Thomson Reuters Datastream, Bloomberg, 31 December 2018.  
Note: Blue to red shading represents highest to lowest performance in each time period. 
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