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Themes for 2011

� Sweet spot for risk assets
� Search for yield
� East/ west divergence
� Sovereign debt restructuring in Eurozone
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Sweet spot under threat
Oil, Japanese earthquake present near term challenge to recovery
Manufacturing Purchasing Managers Index
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Source: Schroders, Markit PMI, June 2011. BRIC: Brazil, China, India & Russia.
GDP weights based on nominal GDP in USD from IMF.
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Will the rise in oil prices cause another recession?
Latest rise in oil prices is smaller than previous shocks
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Oil prices in nominal and real terms (2010)

Period Oil price: % rise
trough to peak

Duration 1-year 
after peak 
vs. trough

Nominal Real
Dec-73 to 
Jan-74

293% 286% 1 month 179%

Nov-78 to 201% 170% 12 months 170%

Oil shocks compared

2. OPEC II

5. Liquidity 
driven spike
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Source: Thomson Datastream, NBER (National bureau of Economic Research), Schroders, 19 May 2011.
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Nov-78 to 
Nov-79

201% 170% 12 months 170%

Jun-90 to 
Oct-90

133% 128% 4 months -40%

Mar-99 to 
Nov-00

151% 142% 20 months 138%

Jul-07 to 
Jul-08

92% 83% 12 months -10%

Jul-10 to 
May-11?

77% 73% 10 months ?

3. Gulf 
War I

1. OPEC I 4. OPEC 
cut 

production
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Global oil demand to GDP (1971=100)

Energy intensity has fallen
Oil’s role in the world economy has halved
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Policy response to oil price shocks critical and dependent on second 
round effects

Link between interest rates and recessions is stronger

%

5

-2
0
2
4
6
8
10
12

70 72 74 76 78 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08 10
0

NBER recession phase US Fed funds target rate

Source: Thomson Datastream, NBER (National bureau of Economic Research), 19 May 2011.



The ECB has started raising interest rates
Taxes and energy price inflation hurting consumers
Inflation, y/y
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Source: Thompson Datastream. Updated 5 May 2011.
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Peripheral consumer confidence Core consumer confidence

Growth divergence within Europe
A tale of two consumers
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Source: Thomson Datastream, European Commission, 18 May 2011. 
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The Euro crisis
How far can government’s cut spending?
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Still following Plan A
Path of fiscal tightening in the UK

% of GDP
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Source: ONS, Datastream, OBR, Budget March 2011, Schroders. 30 March 2011
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But can the UK withstand the fiscal squeeze?
Growth reliant on fall in savings ratio
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Source: ONS,  Datastream. Updated 5 April 2011.
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Inflation is diverging in the developed and emerging worlds
East/ west divergence

y/y%
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G7 CPI rate BRICs CPI rate
Source: Thomson Datastream, Schroders, 19 May 2011.
BRICs: Brazil, Russia, India and China. USD GDP-weighted.
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Tighter policy in emerging markets
Inflation and rates in the BRIC’s
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Source: Thomson Datastream, Schroders, 19 May 2011.
BRICs: Brazil, Russia, India and China. USD GDP-weighted.



Corporate cash flow 
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Corporate spending is recovering
Cash flow surges – capex accelerates
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Source: Schroders, Thomson Datastream, 19 May 2011
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US GDP and jobs
Waiting for a recovery in jobs

Index (Base 100 = 15/02/2008)
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Asset allocation
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Profit margins have risen sharply in the US
Equities: corporate profits are buoyant

% of GDP

2009 2010 2011 2012
Economic profits
y/y% -9.7 49.7 9.6 6.3
Nonfinancial share % 
GDP

5.8 8.2 8.7 8.8

S&P 500 EPS

Table: Profit and EPS forecasts
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US profit share as a % of GDP
Source: Schroders, Thomson Datastream, Data to Q4 2010, 19 May 2011

S&P 500 EPS
Operating $ $57 $84 $92 $98
y/y% 15 47 10 6
Reported $ $51 $77 $86 $93
y/y% 243 51 11 8
S&P 500 PE    market at: 1115.1 1257.64 1330 1330
Based on operating EPS 19.6 15 14.4 13.5
Based on reported EPS 21.9 16.3 15.5 14.3

Source: S&P, Schroders, 1 March 2011



Bonds: where is the bubble…
…and where is the opportunity today?
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Source: Bank of America Merrill Lynch Indices using yield to worst  (conventional) : ER00. Bloomberg 5 year  government bond (GDBR5) 
BBA 1 month LIBOR (EU0001M Index). Month end dates. 31 May 2011
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Risk assets perform well in the recovery phase
“History does not repeat itself…but it does rhyme”

Phase/ 
Asset Recovery Expansion Slowdown Recession

Equity Excess 
return* 8.6 8.4 -8.4 7.4 

Government 
Bonds

Excess 
return 1.0 -1.0 0.0 2.1

High Yield Excess 6.7 2.0 -11.9 11.7

Recovery
Output below 
trend, Growth 
accelerating, 
Inflation falling

Recession
Output below 
trend, Growth 
decelerating, 
Inflation falling
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Source: Thomson DataStream, Schroders. 
Data: Equity S&P 500 TR & US 10yr Govt. bonds from 1950 to 2010, BarCap US High Yield from 1983 -2010, BarCap US 
Corporate Investment Grade from 1973 -2010, S&P GSCI Commodity. 
Data for capacity utilisation and the unemployment rate in the US are used to estimate the output gap.
All risk return figures are in % and annualised for each phase of the cycle. Risk return numbers are relative to cash.

High Yield Excess 
return 6.7 2.0 -11.9 11.7

Investment 
Grade

Excess 
return 5.2 2.9 -1.9 7.3

Commodity Excess 
return 2.9 15.3 7.9 -4.4

Expansion
Output above 
trend, Growth 
accelerating, 
Inflation rising

Slow-down
Output above 
trend, Growth 
decelerating, 
Inflation rising

Commodities                    Cash                     High Yield                     Equities



Asset allocation: themes and views

� Sweet spot for risk assets
� Overweight equity/ underweight govt bonds

� Search for yield
� Underweight cash/ Overweight high yield
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� East/ west divergence
� Underweight emerging market bonds/ 

neutral EM equity/ overweight EM 
currencies

� Sovereign debt restructuring in Eurozone
� Underweight Eurozone equity/ overweight 

US



For professional advisers only. This material is not suitable for retail clients. 
Past performance is not a guide to future performance and may not be repeated. The value of investments and the 
income from them may go down as well as up and investors may not get back the amount originally invested. 
Schroders has expressed its own views and these may change. 
The forecasts included in this presentation should not be relied upon, are not guaranteed and are provided only as 
at the date of issue. Our forecasts are based on our own assumptions which may change. We accept no 
responsibility for any errors of fact or opinion and assume no obligation to provide you with any changes to our 
assumptions or forecasts. Forecasts and assumptions may be affected by external economic or other factors. The 
data contained in this document has been sourced by Schroders and should be independently verified before 
further publication or use. 

Important information

2020

Issued in June 2011 by Schroder Investments Limited, 31 Gresham Street, London EC2V 7QA. Registered No: 
2015527 England. Authorised and regulated by the Financial Services Authority. 10/1296


