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Introduction The rally in equity markets which began in the third quarter continued into the fourth. 
Policy support combined with signs of stabilisation in the world economy underpinned 
the move. However, there was a rotation in leadership with the US underperforming as 
concerns about the fiscal cliff weighed on the S&P 500. Meanwhile, agreement on a 
second bailout package for Greece kept the momentum going in Europe. The star 
performer though was Japan which rallied strongly on anticipation of a more reflationary 
government and central bank. The latest rally in equity markets was accompanied by a 
period of negative returns from bond markets, marking a difference with the third 
quarter and an end to a prolonged period of bond market outperformance.  These 
developments played well for our policy of overweighting equity markets and 
underweighting government bonds.  

Looking ahead, we see a continuation of the central banks’ liquidity provision through 
Quantitative Easing (QE) in the US, UK and Japan. We also expect the ECB to be 
buying short-dated peripheral bonds as part of a bailout package in the first half of the 
year. Such action is expected to add to investor confidence in risk assets, as should a 
reduction in political risk in Europe. Although there are major elections in Italy and 
Germany this year, neither are expected to upset the stability which has descended on 
Europe since Mario Draghi’s “whatever it takes” speech last summer.  

The main risk to markets currently emanates from the US. Although the economy has 
avoided the fiscal cliff, there remain risks around the debt ceiling and on whether a 
sustainable fiscal agreement can be hammered out by politicians who remain 
ideologically opposed to one another. However, the key test for markets is likely to 
come later in the year when investors will be looking for some follow through from loose 
policy to stronger growth. So far the rally in equity markets has been largely driven by a 
re-rating effect. Eventually, investors would need to see their faith replaced by hard 
earnings growth, something which may prove challenging in an environment of fiscal 
austerity and balance sheet repair. 

Keith Wade, Chief Economist, Schroders 
 
7 January 2013 
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Asset Allocation Views: Multi Asset Group 
Global Overview 
Economic View The world economy is likely to have achieved growth of 2.4% in 2012, an 

outcome worse than the 2.9% achieved in 2011. The swing factor has been 
the Eurozone which has managed to disappoint even modest forecasts and 
weighed on activity elsewhere through weaker trade, hitting not just 
neighbouring economies, but also those further afield. The emerging markets 
undershot expectations as they proved less resilient to the downturn in the 
West than might have been expected.  

Looking into 2013, it is difficult to see a major improvement in global activity as 
fiscal policy looks set to tighten further in the advanced economies. Japan is 
the exception where the authorities provide fiscal stimulus but eventually 
tightens to address the deficit. In the US, the economy has avoided the “fiscal 
cliff” through a temporary agreement but the scene is set for more tortured 
negotiations over a “Grand bargain” later in the year. 

Meanwhile, increased support from the European Central Bank (ECB) and 
politicians has been an important factor in improving our optimism on the 
Eurozone and consequently we expect Greece to remain within the Euro. This 
is a close call as Greece has some way to go to fiscal redemption, but if the 
Eurozone leaders are serious about saving the Euro then Greece should stay 
in the system. We would still ascribe a relatively high probability to “Grexit”, but 
not enough to make it the central case. 

Overall, 5 out of our 7 macro risk scenarios are tilted towards the downside in 
terms of growth, such as a full Euro break-up or the US falling off a fiscal cliff. 
The former would be the result of a Greek exit from the single currency and 
severe contagion to the rest of the Euro club, the latter driven by no political 
agreement reached over the scale of planned fiscal tightening for the US in 
2013.  In comparison, our two upside scenarios sees the US consumer and 
Euro crisis “resolved” deliver stronger growth and higher inflation. 

Interest Rate View Global monetary policy is set to remain accommodative with central banks in 
the major developed economies expected to keep interest rates low for an 
extended period along with their asset purchase programs. This demonstrated 
by the Federal Reserve’s (Fed) unprecedented commitment to maintain current 
rates as long as the unemployment rate is above 6.5% and inflation within 2% 
long-run target. At the same time, in order to preserve the Euro, the ECB plans 
to make peripheral European bond purchases. For emerging central banks, the 
picture is more mixed with rate interest cuts in China but hikes in Brazil.  

Implications  
for Markets 

As we head into the New Year, risk assets should remain well-supported as 
the continuing policy of intervention by central banks and low bond yields will 
push investors along the risk curve into credit and higher yielding equities. 

On equities, valuations are still reasonable and we favour the US given that 
economic growth is expected to remain resilient this year despite fiscal 
concerns. We are also positive on European equities given attractive 
valuations and reduced risks of a breakup in the Euro given the ECB’s 
commitment to buying peripheral European bonds. 

In comparison, our stance on other markets is broadly neutral. Both Pacific ex 
Japan and emerging markets are exposed to downside risks to global growth, 
though there have been signs of stabilisation in some EM economies such as 
China and Brazil. Moreover, the authorities in the emerging regions have 
greater monetary and fiscal ammunition to stimulate growth in their economies.  

However, we have downgraded UK equities as we see better opportunities 
elsewhere. On Japan, the cyclical softness in the domestic economy has been 
offset by the recent stimulus measures by the authorities which has helped 
weaken the yen and boost the equity market. 
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Asset Allocation Views: Multi-Asset Group  
Global Overview (continued) 
Implications  
for Markets 
(continued) 

On developed government bonds, we have maintained our short bias given that 
policy intervention by the authorities has curbed geopolitical risk, making 
sovereign debt less attractive relative to other asset classes. Amongst the bond 
markets, our strongest underweight conviction is towards German Bunds as 
these ultra-low bond yields are expected to come under pressure from improved 
sentiment towards Europe. We are also negative on US Treasuries but neutral 
on Japanese government bonds (JGBs) and positive on UK Gilts. 

In terms of emerging market debt (EMD), we recognise that recent investor flows 
have pushed up prices and the sector is starting to look expensive.  However, 
we favour USD denominated EM bonds given that the carry remains attractive.  

Meanwhile, we remain positive on credit given the strong demand for income 
from investors, but favour US investment grade and high yield bonds over their 
European peers. Growth prospects and corporate balance sheets are in better 
shape in the US compared to Europe. 

On commodities, we have retained our neutral stance as the recent policy 
moves by the key central banks provide some cushion to the deteriorating macro 
environment. However, we have remained cautious on industrial metals due to 
reduced in demand as the emerging markets, and particularly China, shift away 
from investment led growth.  Nonetheless, we are modestly positive on energy 
and precious metals. Negative real yields should be supportive of the gold price. 
On energy, supply dynamics are favourable despite anaemic world demand.  

 Table 1: Asset allocation – summary 
Asset class  Position Change v.Q4 Positives Negatives 

Cash/ short 
dated bonds 

Underweight No change Diversification (hedge 
against increased risk 
aversion), liquidity 

Negative real interest 
rates 

Developed 
market 
government 
bonds 

Underweight No change  Diversifier, cyclical 
global slowdown  

Valuations , reduction 
in tail risk in the US 
and Europe  

Credit 
(Investment 
grade) 

Overweight No change Positive carry, corporate 
sector health 

Valuations less 
compelling  

Credit  
(High yield) 

Overweight No change Strong balance sheets, 
positive carry 

Low growth outlook 

Emerging 
market debt 
(EMD) 

Overweight Increase from 
neutral 

Monetary policy easing, 
attractive carry 

Valuations, policy 
tightening by certain 
central banks  

Equities 
(developed) 

Overweight No change Valuations,  policy 
action by the central 
banks 

Cyclical global 
slowdown, geopolitical 
risk 

Equities 
(emerging) 

Neutral No change Room for fiscal and 
monetary policy easing 

Subdued global 
growth, slowdown in 
China 

Commodities Neutral No change Policy action by the 
central banks 

Subdued global 
growth, reduction in 
demand from EM  

The positions described above are generic and may not reflect actual portfolio positions 
due to differences in clients’ risk appetite and benchmarks. 
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Economic View 
Central View Sluggish world economy  

The world economy continues to move at a sluggish pace in 2013 given fiscal 
policy is set to tighten in the advanced economies. Consequently, global 
growth achieves a sub-par rate of 2.4% (chart 1). While the US has avoided 
hitting the fiscal cliff, there could still be around 1% of fiscal drag to GDP 
although policy has been slowly tightening for the past two years as state and 
local governments cut spending. 

Over in Europe, austerity continues but increased support from the authorities 
with the signing of the second bailout package indicates that Grexit will be 
avoided. We do believe, however, that a sustainable package will eventually 
involve the official sector taking a haircut on its holdings of Greek debt and 
loans (OSI). From a forecast perspective, this has led us to upgrade our growth 
forecast for the Eurozone as the region will no longer be hit by the fallout from 
losing a member.  

Chart 1: Global growth forecast  

Source: Thomson Datastream, Schroders, 31 December 2012. 

Meanwhile, the growth benefit of this will be smaller in the emerging markets, 
as the policy ammunition available to policymakers, to mitigate Grexit, is not 
enacted to the same extent. Nonetheless, we believe the recent rebound in 
activity in the emerging world, particularly China, has enough momentum to 
generate a bright start to 2013; but we remain cautious that much of this is 
down to the global inventory cycle, and that final demand remains weak. As a 
result, 2013 will be a stronger year than 2012 in the emerging world, but 
growth is likely to remain below potential.  

On the policy front, the major central banks are expected to maintain a loose 
monetary setting with the Fed, Bank of England (BoE) and Bank of Japan 
(BoJ) all undertaking QE in 2013. We also assume that the ECB starts a 
programme of bond purchases following a request from Spain for assistance in 
early part of 2013. 

As we progress into 2014, global growth picks up to 3.1% with the biggest 
drivers being Japan, the BRIC (Brazil, Russia, India and China) economies and 
the Eurozone. Inflation worldwide also stays relatively subdued at 2.6%, which 
provides room for monetary policy to remain accommodative.  

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

The range of scenarios are described below and summarised on page 7. They 
still include the Euro break up where we distinguish between a “full” (all 
members leave and the Euro disappears) and “partial” (just the PIIGS 
consisting of Portugal, Italy, Ireland, Greece and Spain, Euro remains as core 
currency). We continue to have an upside scenario for the single currency, 
Euro crisis “resolved” where policymakers pull together and enough 
firepower is assembled to drive down peripheral yields. 

Looking beyond the Eurozone there are two US-centric scenarios. We have 
the US hits fiscal cliff, where policymakers fail to agree on how to adjust tax 
and spending in 2013, with the result that we see a 4% tightening in fiscal 
policy. This scenario is looking less likely following the recent agreement in 
Congress, although there remain the risks in relation to the debt ceiling. The 
second is a reflationary scenario: the return of the US consumer where 
households rediscover the joys of credit, driving the savings ratio lower. This 
would be a relatively low probability outcome at present, but is designed to 
recognise the progress being made by the US consumer in de-leveraging and 
being able and willing to borrow again. 

Finally, we have the “China hard landing” scenario which is seen as the 
principal risk by many in Asia, and an “oil shock” which comes about as a 
result of increasing tension between Iran and the West over the former’s 
nuclear programme. Oil prices hit $200 per barrel in Q2 this year in this 
scenario. 

In terms of macro impact we have run the scenarios through our models and 
aggregated to show the impact on global growth and inflation. As can be seen 
in chart 2, four of our seven are deflationary, such that both growth and 
inflation are lower than in the baseline. The worst of these is the full Euro 
break-up which would have a severe impact on the world economy as banking 
systems and trade collapse. Overall, the balance of risks remains skewed in a 
deflationary direction, but less so than last quarter (chart 3 on next page). 

On the upside, the US consumer resurgence and Euro crisis “resolved” 
would deliver stronger growth and higher inflation as commodity prices would 
be firmer. Finally, the oil shock would send the global economy in a 
stagflationary direction (higher inflation and lower growth). 

Chart 2: Scenario analysis – global growth and inflation impact 

Source: Schroders, 31 December 2012. 
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Economic View (continued) 
 Chart 3: Individual scenario probabilities compared to previous quarter 

Source: Schroders, 31 December 2012. 

Although there is a probability of each scenario occurring independently they 
are interrelated (chart 4). For example, the probability of the China hard 
landing scenario is increased when one takes account of scenarios such as 
the fiscal cliff or Euro break up. Either of these would result in deflationary 
pressure in the world economy thus weakening trade and slowing growth in 
China. The oil shock would have a similar effect. From this perspective 
investors who ignore these external risks may be underestimating the 
likelihood of a sharper than expected slowdown in China.  

By contrast, the oil shock scenario is seen as relatively independent as it would 
be driven by the politics of the Middle East and the willingness of the US (or 
Israel) to take military action over Iran's nuclear programme. 

Chart 4: Scenario probabilities (mutually exclusive) 

Source: Schroders, 31 December 2012. 
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Economic View (continued) 
Table 2: Scenario summary 
 

Scenario Summary Macro impact 

1.  Euro break up 
 (partial) 

Grexit triggers severe contagion to 
peripheral economies. Germany 
holds line on no QE. Leaders unable 
to muster external support. Capital 
flight. Peripheral countries exit in the 
second half of 2013, but core 
countries unite to save the Euro. 

Default by periphery hits banks and 
deepens Eurozone recession. Euro 
rump appreciates, new peripheral 
currencies fall. Deflationary impact on 
rest of world as trade and finance dry 
up. 

2.  Euro break up (full) 

Grexit results in severe contagion 
and break-up of Euro in the second 
half of 2013. Sequence of exits as 
firewall is insufficient to save Italy 
and Spain. Political fall out results in 
core countries also reinstating their 
original currencies. 

Financial chaos, widespread 
nationalisation of banking systems 
causes significant economic slump in 
Europe. Sharp appreciation of new 
Deutschmark, new peripheral currencies 
collapse. Knock on effects through trade 
and financial links pushes rest of world 
into recession. Collapse in commodity 
prices and inflation. Significant policy 
easing. Social unrest/political upheaval. 

3.  Euro crisis resolved 

Policymakers pull together. Germany 
agrees to collective financing and 
beefed up support for Euro leads to 
return of investor confidence, 
peripheral yields fall and growth 
resumes alongside measures to 
rebalance world economy. 

Eurozone growth picks up as confidence 
and spending revive. Global growth 
strengthens. Monetary policy tighter 
than in base but loose by historical 
standards to accommodate fiscal 
consolidation. 

4.  US economy hits 
 fiscal cliff 

US politicians fail to agree 
compromise on tax and expenditure 
programs, fiscal policy tightens by 
4% GDP in 2013. 

US economy falls into recession in 
2013. World economy weakens as US 
demand falls, emerging markets are 
most affected. Commodity prices fall, 
inflation is lower. More QE from the Fed 
and easing elsewhere. 

5.  China hard landing 

Downturn in housing sector 
combines with weakness of external 
demand to push GDP growth below 
6.5%. Fear of 2009 style surge in 
money growth means policymakers 
reacts too slowly to reflate the 
economy. 

Sharp fall in commodity prices pushes 
down inflation. Growth in rest of world 
initially slows as demand weakens, but 
then recovers as benefit of lower 
inflation feeds through to consumers. 
Monetary policy eases. 

6.  The return of the  
 US consumer 

US households start to borrow and 
spend again buoyed by rising house 
prices and easier lending standards 
from banks. 

US growth picks up supporting activity 
around the world. USD strengthens as 
Fed begins to unwind emergency policy 
and normalise interest rates. 

7.  Oil shock 

Increasing tension between Iran and 
the west culminates in a US-Israeli 
strike on Iran's nuclear facilities in 
2013. Oil price rises, peaking at $200 
in 2013 Q2. 

Inflation rises sharply squeezing real 
incomes and expenditure. International 
tension causes business to delay hiring 
and investment plans resulting in global 
recession. Stagflation, but policy makers 
focus on growth and ease. 

Source: Schroders, December 2012. 
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Strategy View  
 

 

 

 

 

 

Financial markets 
were divorced from 
macro 
fundamentals in 
2012 

 

 

Investors were 
buffeted by two key 
forces: Political risk 
and liquidity 
 

 

 

 

 

 

2012 review: Politics and liquidity 

At this time of year, we like to take a step back and review the performance of 
markets, and the lessons we can learn for the coming year. 2012 was a 
positive year for most investors, although financial markets certainly tested 
nerves. The year began with news that the European Central Bank (ECB) was 
pumping potentially unlimited liquidity in the form of three-year long term 
refinancing operations (LTROs). This helped lift sentiment towards the 
likelihood that a crisis had been avoided in Europe, although this proved to be 
premature. 

As 2012 progressed, it became clear that markets would be divorced from 
fundamentals. Two forces were pulling and pushing markets: politics and 
liquidity.  

The risk of some type of Eurozone break up escalated in the Spring as the 
ECB turned off the liquidity tap. Investors had caught on to the huge reliance of 
European banks on the ECB, and the serious gaps in funding especially Spain. 
Meanwhile, Greece was forced to restructure its debt, although that did little to 
restore market confidence elsewhere. At the same time, fears were growing of 
a potential hard landing in China, with exports to Europe and the US being hit 
by poor demand. 

Eventually, better politics and the promise of more liquidity in Europe helped 
restart a rally in equity markets. Even in the US, the Fed stepped in with QE3, 
or what we now refer to as QE infinity. This helped risk assets to rally further 
despite fears switching away from Europe, and towards the US, where 
elections and the fiscal cliff presented new dangers. 

The role of politics and liquidity is reflected in the way global equities have 
been trading on changes in ratings (or PE ratios), rather than changes in 
earnings (chart 5). This period has been similar to the period during the 
financial crisis, albeit to a smaller scale.   

Chart 5: Recent equity rally driven by politics and liquidity, not earnings 

Global equities based on Datastream’s global total market equity index, 31 December 
2012. Source: Thomson Datastream, Schroders. 

Cross-asset comparison 

Looking across the major asset categories, it is easy to see the impact of 
central bank intervention. With the exception of commodities, all other major 
asset classes have yielded positive returns over 2012 (see chart 6 on next 
page). 
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Strategy View (continued) 
The impact of 
liquidity is easy to 
see: With the 
exception of 
commodities, all 
other major asset 
classes will end 
2012 higher 

 

 

 

 

 

 

 

 

 

 
 
 
 

Commodities have 
been a mixed bag, 
though gold and 
precious metals 
have been trading 
more like risk 
assets 

Chart 6: Comparing cross-asset market returns in 2012 

Chart based on total returns in USD currency. HY: High yield master and IG: Investment 
grade master. Source: Thomson Datastream, Schroders, 31 December 2012. 

A combination of the on-going civil war in Syria and sabre rattling between 
Israel and Iran helped push the price of Brent Crude oil up from $103 per 
barrel at the start of the year to $120 per barrel by March. However, the 
escalation of uncertainty in Europe along with the start of the slump in China in 
April and May quickly reversed the trend, as oil then fell to a low of $91 per 
barrel in mid-June. Since then, the improvement in European sentiment helped 
oil, along with other risk assets to recover during the second half of the year.  

The oil price (Brent) ended 2012 higher than 2011 at $112 per barrel, but the 
overall weakness in the commodity index was with energy. The expansion of 
the extraction of shale gas, particularly in North America, has led to a collapse 
in the price of natural gas (-25.4% on the GSCI sub index). Industrial metals 
also struggled in 2012 (+1.4%) reflecting the weak macro environment in both 
the developed and developing world.  

Precious metals on the other hand fared better, rising by 6.2% in 2012 (Gold 
rising by 5.6%). With central banks aggressively expanding their balance 
sheets (chart 13 in the next section), the attractiveness of gold and similar 
metals grows as a hedge against potential inflation. However, taking a closer 
look at its behaviour, we find gold has been trading more like a risk asset, with 
a strong positive correlation with equities and a negative correlation with the 
USD (chart 7). 

Chart 7: Gold resumes pro-risk behaviour in 2012 

Source: Thomson Datastream, Schroders. 31 December 2012. 

Softer commodities like cotton had a mixed year. Cotton prices fell 18.1%, 
while wheat rose 18.5%, with the latter being supported by droughts in the US 
during the spring and summer of last year.1 

                                                      
1 Based on GSCI commodity indices. Source: Thomson Datastream, Schroders, 31 December 2012.  
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Strategy View (continued) 
Government bond 
yields were pushed 
to new lows by 
central bank 
purchases, and by 
elevated risk… 

 
 

…which has been 
helpful for credit 
too 

 

 

 

 

 

 
 

Equities had 
another volatile 
year, though most 
major indices will 
finish 2012 higher 

 

 
 

 

 

 

 

The DAX and CAC 
were the top 
performers 
compared to the 
periphery, 
highlighting the role 
of the Eurozone 
crisis 

Fixed income assets benefited from more central bank intervention in a year 
that threatened the first negative return since 2009. All of the major central 
banks either intervened, or threatened to intervene in some way that helped to 
depress government bond yields to new record lows yet again. The yield on 
the US 10-year government bond troughed at 1.39% on the 24 July 2012, 
before rising to trade in a range of 1.54% to 1.86%. Indeed, in Europe, where 
liquidity has increased the most, yields on 10-year bunds troughed at 1.17% in 
July, while the yield on the 2-year German Schatz fell below zero in July, and 
more recently in December. The premium placed on ‘AAA’ assets continues to 
rise, especially with the on-going increase in requirements for banks to hold 
more safe assets.  

Credit has certainly not been hurt by the falls in government bond yields. 
Indeed, with the gains in equity markets, the search for yield has helped push 
investors into corporate debt, pushing prices up. Global high yield bonds were 
in fact the best performing asset class (+19.3%) in our cross-comparison. 
Investment grade bonds also did well in absolute terms, although the total 
return on the index was only marginally better than the return on US 10-year 
Treasuries.  

Equities had another volatile year, being buffeted by politics and tail-risk 
scenarios. 2012 saw four out of the five largest economies in the world hold 
elections, with significant changes in leadership in France, and more recently 
in Japan, along with the on-going transition of power in China. However, 
supported by attractive valuations at the end of 2011 and a flood of liquidity, 
equities managed to push past the political headwinds to achieve positive 
returns. 

Regional equities comparison 

Once dividends are taken into account, the S&P500’s performance is very 
close to that of the MSCI World index. The MSCI EM and EM Europe indices 
both outperformed the global and US indices, but only with the inclusion of 
dividends, suggesting that although there was a general recovery in risk, 
investors still preferred to hold quality and defensive stocks (chart 8). 

Chart 8: Select equity indices’ performance in 2012 

Source: Thomson Datastream, Schroders. 31 December 2012. 

The top performing equity markets were the German DAX30 (+29.1%) and the 
French CAC40 (+20.4%). Their outperformance was of course not a straight 
path. During the spring sell-off, the more defensive S&P 500 was ahead of 
both indices. Investors needed to see a substantial improvement in the politics, 
and the performance of the Euro before heading back into these core 
European markets. Europe as a whole (EURO STOXX50) only marginally 
outperformed the S&P500 over 2012, although peripheral equities have 
underperformed for the year as a whole.2 

                                                      
2 Source: Thomson Datastream, Schroders, 31 December 2012.  
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Strategy View (continued) 
  

 

 

 

 

 

 

 

 

 

 

 

 

 

The major trends of 
2012 have been 
Europe vs. US 
equities. H1 was 
favourable of the 
US over Europe, 
with H2 vice versa. 
This was reflected 
by relative volatility 
in both markets 

 
 

 

 
In currency space, 
most of the volatility 
has been seen in 
Euro pairs, or Euro-
linked currencies 

 

 

European political events have clearly been the key drivers of both the swings 
in US versus European markets, but also for equities overall in 2012. For 
example, there has been a very close relationship between the 2-year Italian 
government bond yield, and the S&P500 (along with most equity markets - see 
chart 9). While 2012 saw government bond spreads for Greece, Ireland and 
Portugal rise sharply, they only had a negative impact on markets during 
periods of extreme stress. Italy is however far more important, particularly due 
to the sheer size of its sovereign debt market. 

Chart 9: European government bond yields driving global equities 

Source: Thomson Datastream, Schroders, 31 December 2012. 

When looking at the relative performance of US versus European equities, the 
fall in relative volatility between the respective equity markets (VSTOXX vs. 
VIX) provided a signal in June and July to switch away from the US, and favour 
Europe. European volatility has since continued to fall at a faster rate than the 
US VIX, possibly suggesting further outperformance heading into this year 
(chart 10). 

Chart 10: Volatility falling faster in Europe 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Currencies 

With Europe at the forefront of most of the uncertainty in markets, it comes as 
no surprise to see most of the volatility in currency markets appear in pairings 
against the Euro, or against currencies closely linked with Europe through 
trade and geographical proximity (for example, GBP).  

Using the Bank of England's trade weighted indices, chart 11 on next page 
shows how the USD will end the year with a slight appreciation. The EUR, 
which at one point was down just under 5.6%, will have recovered to end the 
year about 1.3% up. 
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Strategy View (continued) 
GBP has 
appreciated again 
by more than the 
USD and EUR on  
a trade weighted 
basis 

 

 

 

 

 

 

 
 

Currency 
intervention has 
helped stabilise the 
CHF, while the 
AUD and CAD 
have remained 
very close 

 

 

 

 

 

 

 

 
 

Finally, the JPY has 
seen the biggest 
depreciation, as a 
newly elected 
government vows 
to stimulate the 
economy through 
the BoJ 

Meanwhile, GBP continues to steadily appreciate against its trade partners, 
rising 3% in 2012. Given this is the fourth consecutive year where GBP has 
risen by more than (or fallen less than) the USD and EUR, it will be interesting 
to see whether the Bank of England will consider a more direct approach in 
managing the currency under Mark Carney’s reign. 

Chart 11: Performance of the USD, EUR and GBP 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Chart 12: Performance of the JPY, CHF, AUD and CAD 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Currency intervention was key to maintaining stability for the Swiss Franc 
2012. The Swiss National Bank was forced to hoover up large amounts of 
foreign assets to keep the CHF very close to the EUR. As a result, the CHF 
was the most stable developed currency (chart 12). 

Meanwhile, even the exporting currencies have seen mixed performance. The 
AUD and CAD moved in lockstep for most of the year: fears over a China hard 
landing in August and September pushed the AUD lower compared to the 
CAD, although the former has now recovered as the pair ended 2012 
appreciating by 3.9% (AUD) and 2.8% (CAD) respectively.  

Surprisingly, the biggest mover of last year was the JPY, and given the degree 
of financial stress in financial markets, the bigger surprise was that the move 
was to the downside. The traditionally defensive currency has seen a marked 
depreciation since the summer, which accelerated in the run up to the victory 
of Abe in the Japanese elections. Abe’s promise to place pressure on the Bank 
of Japan to raise inflation and help the recovery has been met with external 
investors taking large short positions in the currency (according to CFTC data, 
net short positions are at their highest level since July 2007). So more action 
from yet another central bank. Of course, central banks in emerging markets 
have also been active in intervening in currency markets, at times, both to 
appreciate and depreciate their currencies. It seems that this trend is unlikely 
to fade without international coordination. 
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Strategy View (continued) 
Central banks have 
stepped up QE, 
creating a put 
option in the minds 
of investors 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

2013 outlook: Liquidity unlimited 

A year ago our roadmap for 2012 described a difficult macro environment, but 
one where policymakers would step up efforts to revive growth. We noted that 
it might take another crisis to bring forward the policy response, but then 
ultimately risk assets would benefit from hints of looser money.  

Much of this has played out with equity markets rallying into year-end in 
response to central bank action. The Fed stepped up QE in September and 
again in December. The BoJ has also increased asset purchases and looks set 
to do more following the election victory by the LDP. The ECB is prohibited 
from printing money, but President Mario Draghi’s commitment to “do whatever 
it takes” to preserve the Euro and his announcement of a plan to purchase 
sovereign debt in the Eurozone has been seen as the next best option.  

Outside the big three, we have seen further QE from the Bank of England and 
foreign exchange intervention by the Swiss National Bank. When China is 
included, the balance sheets of these central banks now exceed $14 trillion, an 
increase of $1.4 trillion over the year and $8 trillion since the crisis started in 
2007 (chart 13). 

Chart 13: Central bank balance sheets soar 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Volatility compressed 

From a market perspective, there is a sense that central banks are acting as a 
backstop for growth. Investors’ talk of a Bernanke-Draghi put option, where 
weaker growth is met by looser monetary policy. More recently such a view 
has been reinforced by the debate on moving away from inflation targeting 
towards an objective that gives a greater weight to real activity, such as a 
nominal GDP target. The net result has been to reduce some of the tail risks in 
the world economy, compressing volatility (chart 14 on next page) and 
encouraging investors into riskier assets such as carry trades to pick up yield. 
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Strategy View (continued) 
 

 

 

 

 

 

 

 

 
 

Fed jobs target 
implies another $1 
trillion of QE in 
2013 

 

 

 

 

 

 

 

 

Chart 14: Volatility is approaching pre-crisis levels 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Printing presses keep rolling in 2013 

Looking into 2013, it is clear that central bank liquidity will continue to play an 
important role in financial markets with the Fed expected to add another $1 
trillion to its balance sheet in 2013.  

At the last Federal Open Market Committee (FOMC), the Fed made it clear 
that policy will be exceptionally accommodative whilst the unemployment rate 
remains above 6.5%. As long as inflation (as measured by the core 
consumption deflator) is projected to be no more than a half percentage point 
above the Committee’s 2% longer-run goal and longer-term inflation 
expectations are well anchored, the Fed will keep printing.  

Putting aside the risk that targeting a lagging variable like unemployment might 
ultimately lead to inflation3, our forecasts indicate that the Fed will be printing 
money right through 2013 and 2014. Although unemployment has recently 
fallen, such declines are unlikely to be sustained. The recent drop in the 
unemployment rate to 7.7% was largely driven by a contraction in the 
workforce, a factor that Fed chair Bernanke says he will take full account of in 
assessing labour market conditions (chart 15). On our forecasts, US GDP 
growth at 1.9% and 2.4% in 2013 and 2014 is likely to leave unemployment 
above 7%. Consequently, the Fed balance sheet is set to rise by around $1 
trillion this year and next, taking the level to over $4 trillion. 

Chart 15: US unemployment, actual and working population adjusted 

Participation adjusted unemployment assumes that from January 2008 onwards, the 
participation rate was equal to the average participation rate between 2002–2007. 
Source: St Louis Fed (FRED), Schroders. 31 December 2012. 

                                                      
3 It is unusual for a central bank to target a real variable, especially one that is lagging. The risk is that by focussing on unemployment, 

policy tightening will be delayed for too long as the forces will already be in place to drive unemployment below its natural rate, thus 
causing the economy to overheat. 
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Strategy View (continued) 
 

 
 

 
 

Expect further falls 
in volatility and 
increased capital 
flows to emerging 
economies 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Combine this with increasing asset purchases from a BoJ in pursuit of a 2% 
inflation target and further QE by the BoE and we are looking at a total 
increase in central bank holdings approaching $2 trillion in 2013. We also 
expect an increase in bond purchases by the ECB as it starts its Outright 
Monetary Transactions (OMT) programme, although as this will be sterilised it 
should not have a permanent effect on the central bank’s balance sheet. 

The result, certainly in the near term, should be that volatility stays low or even 
falls further. We are likely to see greater risk seeking in the search for yield and 
the compression of spreads is set to go on. Cross border capital flows are also 
expected to pick up as investors revive carry trades.  

One group which is likely to become more active in this area in 2013 are 
Japanese investors who face the combination of a weakening currency and 
higher inflation if their central bank is successful. As a consequence, they are 
likely to step up their search for yield putting upward pressure on the higher 
yielding currencies, most of which are in the emerging markets. 

Market rally ultimately needs sustained growth 

Whilst this bodes well for investors in risky assets, liquidity may only drive 
markets for so long. Ultimately, a sustained market recovery will need evidence 
of an improvement in economic growth. QE can generate an increase in the 
animal spirits of investors, but the test will be whether this can translate into the 
real economy. The world economy will face a considerable fiscal headwind in 
2013, as well as the on-going pressures from de-leveraging in the private 
sector.  

An important link from QE to the real economy is through the cost of capital. By 
reducing the cost of finance, companies should find it more profitable to invest 
and expand their activities. On a broad macro level, economists often argue 
that this occurs when bond yields fall below the rate of nominal GDP growth.  

However, although these conditions seem to be in place, companies are not 
investing. Despite the improvement in corporate profitability and balance 
sheets, orders for capital goods remain weak around the world (chart 16).  

Chart 16: Capital goods orders have weakened globally 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Uncertainty, or a permanent increase in risk aversion? 

One explanation is that firms are being held back by uncertainty, either over 
the US fiscal cliff, or the future of the Euro. If so then we could see a strong 
revival in capex (capital spending) in 2013 given that the US economy has 
avoided the fiscal cliff and following the recent agreement with Greece, a 
period of relative calm in the Eurozone for much of this year. Should capex 
respond, there would be upside risk to our central forecast as business 
investment and employment often move together, bringing about a fall in 
unemployment. 
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Is QE just putting 
off the inevitable? 

An alternative and more pessimistic view is that the lack of corporate risk 
appetite is a permanent legacy of the financial crisis. Companies no longer 
want to rely on banks for funding and would rather have their own resources. 
They have been scarred by the credit crunch and have become more risk 
averse i.e. are content with a smaller profitable business, rather than taking the 
risk of expansion.  

Of course, another explanation would be that the banks are still intent on 
shrinking their balance sheets and remain unwilling to lend. Certainly in the UK 
and rest of Europe this seems to be the case, although in the US there are 
signs that banks are returning to profitability having restructured more 
aggressively during the downturn. This is supported by the pattern of lending 
which has revived in the US, but continues to contract in Europe (chart 17). 

Chart 17: Bank lending by region 

Source: Thomson Datastream, Schroders, 31 December 2012. 

At present, we are seeing companies taking advantage of the low cost of 
capital, but only to restructure existing debt. The US and European debt 
markets have seen a significant increase in bond issuance this year, tapping 
into investors’ appetite for yield. It would seem QE can help borrowers reduce 
their funding costs, but not encourage them to re-leverage. 

Zombie dawn? 

We will know more as 2013 evolves, but one concern that has begun to 
emerge is that QE could be counter-productive. For example, one of the 
surprising features of the UK’s current economic performance is the low level 
of mortgage repossessions and company liquidations given the weakness of 
growth. This has been seen as one of the successes of loose monetary policy. 
However, the danger is that low interest rates may delay a sustainable 
recovery by putting off economic restructuring. They allow companies to keep 
going when they should have been closed down.  

From this perspective QE delays the reallocation of capital to more productive 
areas of the economy. In other words, QE slows the process of creative 
destruction and instead creates an economy of zombie companies, and in 
some cases, zombie households. According to the Financial Times, the 
number of UK companies only able to pay the interest on their debt is reported 
to have risen by 10% to 160,000 in the past four months, and the Bank of 
England attributed part of the downgrade to their medium term growth 
forecasts to companies who are simply going through the motions. The 
underlying concern is that the UK, and much of Europe is becoming more 
Japan-like with a stagnant corporate sector propped-up by low interest rates. 

The mark-to-market economy of the US may well have avoided such a fate as 
a smaller proportion of activity is funded through the banks, just under 30% 
compared with 70 to 80% in the UK and Euro area. Hence the pain is greater 
in the short term, but in the long run the economy can move on to a more  
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Liquidity to 
dominate sentiment 
as we head into 
2013, but investors 
will require a follow 
through into 
earnings growth 

sustainable allocation of resources. Should the Fed also succeed in weakening 
the US dollar as part of its QE unlimited operations, the US competitive 
advantage will only be increased. 

Where next for markets? 

Liquidity and central bank activity will be a major theme in 2013, initially in 
terms of the effect it can have on markets and ultimately whether it works in 
regenerating growth. At present the liquidity theme is in the ascendant with risk 
appetite rising and markets rallying. When combined with attractive equity 
valuations, we would expect this to continue, unless the US goes over the 
fiscal cliff - the scenario which has replaced a Euro break-up as the biggest 
threat to the world economy. 

Political risk has crossed the Atlantic as the US has taken its turn to scare 
investors with the fiscal cliff. Although a deal has been found to avoid the cliff 
in the near-term, there is still the need to come up with a “Grand Bargain” at 
some point in 2013. Failure to do this would lead to another downgrade of the 
US sovereign credit rating.  

European political risk will not disappear entirely. Italy will hold an election in 
February, where anti-austerity sentiment could lead to an unexpected 
outcome. We expect Pier Luigi Bersani’s Democratic Party to win and continue 
to support Mario Monti’s pro-reform agenda, although the risk of Silvio 
Berlusconi returning as Prime Minister will concern investors.  

We are still waiting for Spain to trigger the ECB’s Outright Monetary 
Transactions (OMT), while both Portugal and Ireland will attempt to return to 
the market in order to also benefit from the ECB’s bond purchase programme.   

Finally, Germany will also hold elections in 2013. The outcome of the German 
election itself will not be the cause of anxiety, more heading of the pre-election 
truce that has been called across Europe. Could the passing of the election 
once again harden the German stance on peripheral Europe?  

Overall it is likely is that political risks will be lower than in 2012 and with tail-
risks being reduced, investors will question the premium they are paying for 
safe government bonds which have a negative yield once corrected for 
inflation. This could put some upward pressure on bond yields, as investors 
move into higher yielding, risker assets.  

We see scope for markets to re-rate further in the first half of 2013, but 
eventually investors will require a follow through from earnings growth. The 
critical point could come around mid-year when investors will be looking for 
signs that growth is responding to policy stimulus.  

Should activity remain sluggish, as we expect, there is likely to be some 
disappointment on corporate earnings, an outcome that will cause volatility to 
return.  The re-rating which has driven markets since the summer will come to 
an end (see chart 5 on page 8).  

Central banks may well respond with even more money printing (the Bernanke 
put). However, markets may then begin to question the efficacy of QE and 
whether it is the problem rather than the solution. 

If central banks persist on increasing the unprecedented amount of liquidity 
being pushed into financial markets, inflation fears are likely to rise. We see 
this as a low probability tail-risk event in 2013, but the probability increases 
further out as more liquidity is injected, and the scope for an orderly unwind of 
QE diminishes. As a result, demand will rise for precious metals, especially 
gold, from cautious investors, and central banks concerned by the actions of 
their peers. 
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Research Note: What does stress in fundamentals 
tell us about equity market volatility? 
  

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

Exploring the stress 
in macro and 
financial indicators 

One of the most popular measures of market sentiment or investors’ fear is the 
VIX index, which is based on the implied volatility of S&P 500 options. At the 
height of the last financial crisis towards the end of 2008, risk aversion surged 
to unprecedented levels before the announcement of QE by the Fed calmed 
market fears and the VIX fell back to more familiar territory. More recently, 
intervention by the central banks and policy makers have compressed volatility 
close to pre-financial crisis levels (chart 18).  

Chart 18: The history of the VIX  

Note: LTRO is longer-term refinancing operations. Source: Bloomberg, Schroders, 31 
December 2012. 

Here we explore volatility from a different angle by comparing the VIX index 
with stress in fundamentals. When we refer to stress in fundamentals we are 
interested in gauging the volatility in macro and financial indicators. 
Specifically, we look at a simple rolling standard deviation of these variables 
over a short-period of history (such as 6 or 12 months). In turn, does stress in 
fundamentals provide any meaningful information or is this just random noise? 
Can we use this information in relation to the level of risk implied by the 
market? 

Our conclusions are: 

– The volatility seen in certain macro and financial indicators provide meaningful 
information on the magnitude of stress discounted by these variables over history 
and present times.  

– In some instances, there is a very compelling relationship between the level of 
risk discounted by the market and the volatility of these fundamentals.   

– The stress seen in one channel can lead to contagion risk in another. Moreover, 
policy intervention and geopolitical risk can lead to greater uncertainty in certain 
fundamentals. 

– In the past, there have been instances where some have flagged high levels of 
stress prior to the surge in the VIX and even been the source of systemic risk. In 
the run up to the last financial crisis, several money market rates had already 
showed signs of extreme stress. 

– More recently, we have seen the volatility of fundamentals ease and converge 
with the level implied by the market. Central bank policy has played a key role in 
this. Important activity indicators, such as the ISM survey and nonfarm payrolls, 
are not showing signs of stress. However, certain indicators, particularly on the 
earnings and inflation side, could present a source of risk to the market given our 
concerns about the strength of the global recovery, hence investors should focus 
on corporate earnings as a potential source of future market volatility. 
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Digging into the contagion channels of stress 

There are several channels where stress in fundamentals can impact volatility 
in the market and these factors are not necessarily mutually exclusive and can 
lead to contagion risk in other variables. At the same time, not all indicators will 
increase in stress during or prior to the surge in market volatility, but some will 
provide an early warning signal.  

Uncertainty in corporate earnings and economic activity 

Companies’ earnings by their very nature will have an influence on the well-
being of asset prices. We would expect that greater variability over analysts’ 
earnings estimates and revisions suggests there is more uncertainty over the 
earnings outlook. In the last financial crisis, stress on earnings remained 
elevated for a longer period than the volatility implied by the market, which was 
largely driven by unprecedented measures by the central banks (chart 19).  

Moving to the present day, the stress in earnings has fallen during 2012 but 
remains above levels more in keeping with the VIX. This suggests that there is 
still a degree of earnings uncertainty, which could stay as we enter the 
earnings season.  As seen in the past, this divergence can remain for a period 
of time given that sentiment in the market is being driven by policy action.  

Chart 19: Uncertainty in corporate earnings still elevated  

 
Source: Thomson Datastream, National Bureau of Economic Research (NBER), 
Schroders, 31 December 2012. 

Volatility in corporate earnings is linked to economic activity where large 
swings in growth expectations and the outturn in data releases, particularly on 
the downside, could lead to the lack of clarity over the future macro 
environment. Looking at the volatility of some key activity indicators, such as 
the US ISM manufacturing survey and the change in nonfarm payrolls, we find 
that stress in these variables is currently low compared to past standards and 
is more consistent with the current level of the VIX (charts 20 and 21).  

Chart 20: Volatility in the US ISM low by past standards 

 
Source: Thomson Datastream, National Bureau of Economic Research (NBER), 
Schroders, 31 December 2012. 
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Inflation volatility 
spiked during the 
last financial crisis 

Chart 21: Payrolls are not looking stressed   

Source: Thomson Datastream, National Bureau of Economic Research (NBER), 
Schroders, 31 December 2012. 

Interestingly, prior to the US recession in the early 1990s and the tech bubble 
at the start of the millennium, nonfarm payrolls started to show signs of stress 
before the uptick in the VIX. In the run up to the bankruptcy of Lehman, several 
money market rates had already showed signs of extreme stress. For instance, 
the volatility in the US 3-month interbank rate rocketed to uncharted levels 
(chart 22). This came against a backdrop where the Fed reduced interest rates 
seven times in the space of over a year and the cost of corporate funding 
surged as the normal credit channels suffered with increasing market risk 
aversion.  

Eventually, the stress in interest rates fell back before picking up again during 
the summer of 2011, which saw market sentiment swayed by the US debt-
ceiling debate and the crisis in Europe. More recently, the volatility in nominal 
rates has increased but is low compared to history and does not present a 
source of risk to the market.   

Chart 22: Interest rates signalled systemic risk during the last  
financial crisis 

Source: Thomson Datastream, National Bureau of Economic Research (NBER), 
Schroders, 31 December 2012. 

Central bank policy and inflation volatility 

Policy intervention by central banks since the last financial crisis period has 
clearly played a part in influencing the volatility in money market rates. 
Meanwhile, inflation indicators such as money supply growth and headline CPI 
were also showing signs of stress during the last credit crunch. This is not 
surprising given that ample liquidity was being injected into the financial system 
which resulted in sudden movements in money supply measures, as well as 
shifts in inflation expectations. Significant changes in inflation can lead to 
increased uncertainty over future pricing, which affects both business 
investment and consumer saving decisions. 

0
20
40
60
80
100
120
140
160
180
200
220
240
260
280
300

0

10

20

30

40

50

60

70

90 92 94 96 98 00 02 04 06 08 10 12

US NBER recession
phases

VIX index

Change in US nonfarm
payrolls (12-month rolling
standard deviation), rhs

Index

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

10

20

30

40

50

60

70

90 92 94 96 98 00 02 04 06 08 10 12

US NBER recession
phases

VIX index

US 3-month interbank
rate (6-month rolling
standard deviation), rhs

Index



Page 21 
 

Research Note (continued) 
  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Stress in inflation 
falling towards 
levels implied by 
the equity market 

 

Chart 23: US inflation and interest rates 

Source: Thomson Datastream, Schroders, 31 December 2012. 

While the tools of monetary policy can impact inflation volatility, the same can 
be said of inflation uncertainty influencing stress in money market rates. For 
instance, major swings in inflation can lead to sharp rises in interest rates as 
seen in the US during the 1970s and 1980s (chart 23). The close relationship 
between inflation and interest rate volatility is shown in chart 24 although this 
linkage has diverged somewhat over the past few years given that policy rates 
have been pinned to the floor. Meanwhile, the stress experienced in the 
headline inflation rate in the US (and also globally) has fallen and is 
approaching levels consistent with those implied by the equity markets but still 
slightly above (chart 25).  

Chart 24: Volatility in US inflation and interest rates 

Source: Thomson Datastream, Schroders, 31 December 2012. 

Chart 25: Inflation stress and the VIX 

Source: Thomson Datastream, National Bureau of Economic Research (NBER), 
Schroders, 31 December 2012. 
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Volatility in oil 
prices consistent 
with the level  
implied by the 
market 

Geopolitical risk and the impact on stress in commodity prices 

Besides monetary policy having an impact on inflation volatility, the stress in 
commodity prices also plays an important role given that food and energy 
prices contribute to the CPI basket. Throughout history we have seen episodes 
where a geopolitical crisis or an external shock involving a commodity-
producing nation has led to stress in prices of these goods and in turn higher 
inflation volatility.  

Chart 26: Oil price and inflation volatility have both fallen 

Source: Thomson Datastream, Schroders, 31 December 2012. 

For instance, crude prices spiked in 2008 against a backdrop of a crisis 
developing in the Middle East between Iran and Israel. At the same time, there 
were supply disruptions in two other large oil-producing countries - Nigeria and 
Brazil. During this period, both oil price and inflation volatility surged to 
historical highs (chart 26). At present, the stress in oil prices has eased and 
does not appear to be a source of systemic risk to the market (chart 27).  

Chart 27: Stress in oil prices more consistent with the level of the VIX 

Source: Thomson Datastream, National Bureau of Economic Research (NBER), 
Schroders, 31 December 2012. 

What does stress in fundamentals tell us about equity market volatility? 

Pulling all this information together, we have recently seen the volatility of 
various fundamentals reassuringly ease and converge with the level implied by 
the market. Central bank policy has played a key role in this. Important activity 
indicators such as the ISM survey and nonfarm payrolls are not showing signs 
of stress. However, certain indicators, particularly on the earnings and inflation 
side, could present a source of risk to the market given our concerns about the 
strength of the global recovery, hence investors should focus on corporate 
earnings as a potential source of future market volatility. 
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Research Note (continued) 
  

 

 

 

 

 

 

 

 

 

 

 

 
This research paper has been realised in cooperation with the Schroder’s 
Multi-Asset Volatility Risk Premia Group. The group, composed of 9 
investment professionals, analyses the characteristics of the volatility to 
understand the environment of financial markets. The group extract some of 
the volatility risk premium through actively managed strategies and provide 
downside risk management. It also produces ad-hoc research papers. 
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Regional Equity Views  
Key Points 
 

+ Equities   

+ US We expect US economic growth to remain positive in 2013 despite fiscal concerns. US 
housing could contribute to growth again this year with construction activity picking up 
further recently. In particular, rising house prices would support bank balance sheets 
and lending, and would also lift households’ confidence. Meanwhile, monetary 
conditions are supportive for US equities given the latest round of open-ended QE and 
the Fed’s commitment in keeping rates low for an extended period. 

On the corporate sector, US companies’ balance sheets are generally well positioned to 
withstand potential cyclical softness and compression in corporate margins. 

0 UK The UK is negatively impacted by weak growth in the Eurozone and will remain in fiscal 
tightening mode. Nonetheless, the FTSE 100 companies are less geared towards the 
domestic economy and are more defensive in characteristic. 

The BoE remains committed to keeping a benign monetary backdrop with low interest 
rates and QE. The government has also encouraged lending to households and 
businesses with the Funding for Lending Scheme. 

+ Europe ex UK The greatest economic uncertainty remains in this part of the world with fiscal austerity 
putting a brake on growth in the region. However, with the next bailout tranche for 
Greece having been cleared and the Outright Monetary Transactions (OMT) bailout 
facility on stand-by for Spain, the risk of a Eurozone breakup remains contained. 
Although European equity markets have risen recently, valuations are still attractive.  

0 Japan Despite the cyclical softness in the domestic economy, the election of Shinzo Abe as 
the new prime minister has already resulted in an extension of monetary stimulus. The 
size of the asset purchase programme has now increased to ¥101 trillion. 

This has spurred the recent weakness in the yen, which has been a positive boost for 
exporters and investors’ sentiment towards the Japanese equity market. However, 
global growth remains sluggish, which could hamper a more meaningful recovery in 
Japanese trade.  

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

This region continues to be vulnerable to headwinds in the global economy given the 
export-nature of these economies, although signs of stabilisation in China could benefit 
the performance prospects of Pacific ex Japan given their strong trade ties with the 
Asian giant.  

Meanwhile, these economies are fundamentally in better shape than some of their 
developed peers and, with the exception of Hong Kong, their central banks still have 
room to ease monetary policy.  

0 Emerging 
markets 

Across the investible universe, valuations of emerging market countries are less 
compelling relative to the developed markets. 

We are gradually becoming more optimistic on emerging markets. The slowdown in 
growth seems to be bottoming out as fiscal and monetary stimulus measures from the 
authorities are starting to gain traction. In addition, key emerging economies such as 
Brazil and China are showing signs of stabilisation on the activity front.   

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

 Bonds  

- Government We have maintained our short bias on the developed government bond markets. 
Monetary easing by the central banks and QE measures are largely priced in, whilst 
reduced geopolitical risk has meant that sovereign debt is less attractive as a vehicle 
for the risk-averse investor.  

Amongst the sovereign debt universe, German Bunds have continued to be our least 
preferred market. The combined effects of an improvement in sentiment towards 
Europe and the recent ratings upgrade of Greek debt further reduce the attractiveness 
of these safe haven assets. At the same time, we are moderately negative on US 
Treasuries given the resilience in US output despite fiscal tightening this year.   

In comparison, we have become more constructive on UK Gilts as domestic growth 
remains weak and there is the prospect of the economy falling into a triple dip 
recession, which is likely to result in another round of QE. On JGBs, our neutral view 
reflects the current balance between negative and positive forces on this market.  
Negative factors such as very low yields and the prospect of further issuance to cover 
the new government’s spending plans are offset by the stability conferred by high levels 
of domestic ownership.   

+ Investment 
Grade (IG) 
Corporate 

The strong search for yield amongst investors should continue to drive fund flows to this 
credit class, although corporate spreads have come in sharply.  

We still favour US IG bonds over their European peers despite the reduction in tail risks 
and improvement in sentiment towards the Euro area. US corporate balance sheets are 
generally looking healthy and have lower leverage.   

+ High yield (HY) We have retained our positive rating on the high yield sector despite valuation levels 
continuing to rise.  This view is based on better US fundamentals and the strong 
demand from investors for income.  We will remain vigilant for any signs of exhaustion 
in the trend for higher yielding assets.  In comparison, we remain neutral on European 
high yield as yields have tightened significantly and growth prospects for Europe are 
much lower than for the US.     

+ Emerging 
market debt 
(EMD) 

Many emerging sovereign issuers have a domestic economy in better fiscal shape than 
their developed peers.  At the same time, central banks in certain EM countries have 
greater room to ease monetary policy to further to stimulate growth in their economies. 

From a valuation perspective, emerging sovereign spreads are trading at fair value 
range relative to their 10-year history, Although spreads have continued to tighten 
sharply over the last three months, the current level of carry remains attractive.  

0 Index-Linked The current environment of low growth and low yields is supportive for inflation-linked 
bonds, though valuations are uncompelling and inflation break-evens look slightly 
expensive given our moderate outlook for inflation.   

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

 Alternatives  

0 Commodities We have retained our neutral positioning on the broad commodity market as policy 
intervention by the central banks should provide some offset to the softening in global 
activity. However, we continue to avoid the more cyclically exposed industrial metals, 
as increases on the supply side, stimulated by high prices over the last few years, are 
coinciding with a reduction in demand as the emerging markets, and particularly China, 
shift away from investment led growth.     

Meanwhile, the energy complex is hampered by concerns over global growth but 
Iranian sanctions mean that spare capacity in OPEC is tight.  Global oil futures are in 
backwardation meaning that this market is attractive to investors as they currently 
receive a positive roll yield.   

For precious metals, prices should be well-supported as we believe the policy of most 
central banks is to drive real yields lower. On agriculture, we are neutral given that 
prices should gradually drift lower but there remains a risk of a spike in prices as stock 
levels are low.   

0 Property In the UK, central London was the only area to see any meaningful rental growth in 
2012 as most occupational markets recorded falls in rental values.  Whilst tenant 
demand outside of the capital remains tepid, rents are slowly being rebased and this 
will provide opportunities for growth at more sustainable levels.  

The slow unwinding of property loan books continues, with the debt held against 
commercial property falling. This year we could see a growing number of loans 
defaulting as a certain proportion are secured against property that fails to provide 
enough income to pay the interest on the loan.   This presents some buying 
opportunities as stock is released onto the market at distressed prices.  

Overall, our property team expect returns this year in the UK to follow a similar path to 
2012, with capital values for prime assets staying firm and secondary property values 
continuing to fall away. Thereafter, capital values are assumed to stabilise, with the bulk 
of total returns derived from the income component. Meanwhile, property yields look 
attractively priced relative to other financial assets, such as UK Gilts.  

In continental Europe, most cities currently suffer from empty office space, meaning 
that landlords are relying on incentives to defend headline rents.  In comparison, 
vacancy rates in northern Europe have generally been stable over the last 18 months.  
This has been due to the net-take up remaining positive and the low levels of new 
building reflecting the lack of bank finance for development. Meanwhile, most retail 
property in southern Europe is suffering from falling sales and rents, some retail formats 
in northern Europe have been resilient, despite the overall weakness of consumer 
spending and growing on-line competition.   

If we see a steady recovery in most Eurozone economies, then prime capital values in 
most of northern Europe should hold steady over the next 12 months and the further fall 
in secondary capital values should be limited.  We expect capital values in southern 
Europe to fall more sharply. 

Looking into 2014, we expect that a handful of major cities with low vacancy rates will 
start to see a recovery in office rents and there may be a limited upturn in certain 
smaller tech hubs.  We also see good opportunities in some parts of the retail sector, 
such as convenience retail, stores in big cities and out-of town locations. 

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

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position 
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Market Returns  
Total returns Currency December Q4  2012 

Equity 

US S&P 500 USD 0.9 -0.4 16.0 

UK FTSE 100 GBP 0.6 3.4 10.0 

EURO STOXX 50 EUR 2.5 7.8 19.6 

German DAX EUR 2.8 5.5 29.1 

Spain IBEX EUR 3.4 7.3 2.8 

Italy FTSE MIB EUR 2.9 8.1 12.2 

Japan TOPIX JPY 10.1 16.7 20.9 

Australia S&P/ ASX 200 AUD 3.4 6.9 20.3 

HK HANG SENG HKD 2.9 9.0 27.5 

EM equity 

MSCI EM LOCAL 4 5.4 17.4 

MSCI China CNY 4.8 12.8 22.9 

MSCI Russia RUB 5.1 0.7 9.7 

MSCI India INR 0.7 4.4 30.0 

MSCI Brazil BRL 4.6 4.5 10.1 

Governments 
(10-year) 

US Treasuries USD -1.1 -0.3 4.3 

UK Gilts GBP -0.3 -0.4 3.8 

German Bunds EUR 0.8 1.6 7.6 

Japan JGBs JPY -0.4 0.3 3.6 

Australia bonds AUD -0.5 -1.8 7.9 

Canada bonds CAD -0.8 -0.3 3.6 

Commodity 

GSCI Commodity USD -0.6 -3.3 0.1 

GSCI Precious metals USD -3.2 -6.7 6.2 

GSCI Industrial metals USD -1.0 -3.4 1.4 

GSCI Agriculture USD -5.7 -10.1 6.5 

GSCI Energy USD 0.6 -1.9 -1.4 

Oil (Brent) USD -1.7 -2.0 1.9 

Gold USD -3.2 -6.3 5.6 

Credit 

Bank of America/Merrill Lynch US high 
yield master 

USD 1.6 3.2 15.6 

Bank of America/Merrill Lynch US 
corporate master 

USD 0.0 1.2 10.4 

EMD 

JP Morgan Global EMBI USD 0.9 3.3 18.5 

JP Morgan EMBI+ USD 0.9 3.2 18 

JP Morgan ELMI+ LOCAL 0.2 0.8 3.7 

Currencies 

EUR/ USD   1.6 2.5 1.8 

EUR/JPY   6.9 14.2 15.2 

JPY/ USD   -4.9 -10.2 -11.6 

GBP/USD   1.5 0.6 5 

AUD/USD   -0.1 0.9 5.5 

CAD/USD   0.3 -0.6 3.8 

Source: Thomson Datastream, Bloomberg, 31 December 2012. 
Note: Blue to red shading represents highest to lowest performance in each time period. 
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