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Global and European growth forecast: reasons to be cheerful

We've upgraded our forecasts for 2020

European growth failed to pick up in
2018, but Eurozone fundamentals
look strong and signs of a rebound

2019 2020 are emerging:

2.9% to SN 25%to @ ath consecutive year of above
trend GDP growth (>1.2%)

Global growth forecast

Near term indicators remain weak, but there
are reasons to be cheerful further ahead:

O Above trend employment growth
for almost all member states

(‘D Lower energy prices are helping to bring
down inflation and boost real incomes

(O US-China are moving closer European growth forecast

to a trade deal

2019 |

G/‘D Monetary policy looks easier - 1.6% to 1.3%
interest rates may rise more slowly

Inflation outlook improves for most
EM countries (ex Russia) due to:

Cheaper oil means weaker

currency and more imported
inflation. But this had already
been priced in and our growth

~, Outlook remains the same

Trade war truce with the USA warrants
mild optimism but its economy is still set
for an ongoing slowdown

Economic confidence is high
and Bolsonaro's ambitious
pension reform proposal has
encouraged investors



Japan: Bank of Japan to stay on hold through Value Added Tax (VAT) hike

Growth outlook

2019 ‘G 2020
1.0% to m 0.0% to m

[ 8% to 10% planned rise in VAT in October

™) Monetary policy is likely to remain
unchanged through the VAT hike

G Y The short-term interest rate should
2/ be held at -0.1% until late 2020

@ Likely decline in consumer demand,
as well as frontloading, as a result

@ Japanese Government plan to offset

the impact of the VAT hike with
additional spending

Source: Schroders as at March 2019.

Spending to counteract VAT increase

Cumulative net revenue, GOP %
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https://www.schroders.com/en/uk/tp/economics2/economics/infographic-a-view-of-the-world-economy-in-march-2016/
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Main Asset Classes

Equities

Government Bonds

Category

Equities
Goverment Bonds
Commodoties
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Emerging Markets
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View
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Neutral Negative

Comments

With limited improvement in earnings revisions, we retain our neutral outlook, with a preference for emerging
markets.

Valuations are expensive but the absence of inflation and soft economic data are supportive of bonds in a portfolio
context.

Overall we retain a neutral view, despite a weaker outlook for gold and agriculture.

While the continued rally has made valuations less appealing, supportive central bank policies and selective tactical
opportunities have led us to upgrade credit.

With the Federal Reserve's (Fed) dovish stance, we have become less worried about the risk of recession. However,
we would like to see a stabilisation in the earnings outlook before upgrading.

Earnings revisions have rebounded recently, but given the higher margin assumption embedded in the region's
earnings forecasts, we remain cautious.

We believe that the recovery in sterling will remain a headwind for UK equities, specifically large cap stocks.

Japanese equities continue to underperform global equities despite more attractive valuations and stable economic
growth. Lack of confidence continues to be a challenge.

The region should benefit if trade tensions ease. However, sluggish growth and a weak housing market in Australia,
which represents more than half of the index, is a headwind.

There has been a sharp rebound in earnings revisions and attractive forward valuations. In China, easing trade
conflicts and additional stimulus should bolster the market.

Looser policy is supportive, however, we see limited opportunity for further rate convergence between the US and
the rest of the world.

Binary risks associated with Brexit make it difficult to assess over the longer term.

We have upgraded our view on Bunds as a relatively steep yield curve, soft economic data and a dovish European
Central Bank (ECB) increase their attractiveness.

With no significant changes in policy, we retain a neutral view.
Still positive, but we have reduced our performance expectations this month.

Despite a more stable outlook, we expect only expect short dated bonds to perform.



Category View Comments

Spreads do not yet appear excessive when compared to recent historical highs (2011 and 2016), but we remain
us [ ) o 4 i ;
concerned about the deterioration of credit quality in the universe.

With spreads still attractive and an accommodative ECB, we moved to a positive view. We believe European
Europe @ A investment grade spreads offer better short-term value, particularly should our core “muddle-through” scenario for
the eurozone prove to be correct.

Investment Grade
Corporate Bonds

Following a strong start to the year, and confirmation of accommodative central bank policy, the outlook remains

ST (s s moderately positive, particularly for higher quality EM credits.

° o Spreads remain stable for now although expensive on a historical basis. However, strong levels of interest coverage
% » US A 4 H9n €
s3 and a benign backdrop support US high yield for the moment.
53 With challenging economic conditions and near-term political headwinds, the immediate outlook appears mixed.
e Europe A , o
However, attractive valuations justify an upgrade to neutral.
Ener We remain neutral, but recognise the increasing sensitivity of oil prices to OPEC cuts as US production plays an
9y increasingly important role in global supply.
[72]
2 Gold v Downgraded due to increased risk of the US outperforming the rest of the world, which could result in a stronger
-§ dollar and reduced growth concerns.
£
g Industrial Metals Industrial metals have limited upside unless China introduces large-scale fiscal initiatives.
o
Aariculture v Downgraded to neutral as the excessive build-up in inventories may outweigh any positive rebound from a trade
9 deal. Additionally, the probability of weather disruption has fallen.
Us $ oA The dollar looks attractive as a hedge against the risk of a deterioration in global growth, particularly as activity
indicators point toward potential US outperformance.
m UK £ The outlook remains uncertain as Brexit negotiations intensify. Slowing economic growth remains a key headwind.
(]
‘S
§ EU € We retain a neutral view on the euro, given the dovish stance of the ECB.
E
© JAP Y v As a result of slowing growth and weak inflation, we have lost conviction in the Bank of Japan's willingness to step
back from accommaodative policy.
Swiss F The currency has weakened as risk conditions have improved. Our neutral view reflects the balance between weak

growth fundamentals and its safe haven status.
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 amounts originally invested.
Source: Schroders, March 2019. The views for equities, government bonds and commaodities 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). The views for currencies are relative to US dollar, apart from US dollar which is relative to a trade-
weighted basket.



https://www.schroders.com/en/uk/tp/markets2/markets/our-multi-asset-investment-views-for-march-2019/

MARKETS REVIEW

A review of Q1 2019 when equities rebounded,
supported by market expectations that the
Federal Reserve will not raise interest rates this
year.

HIGHLIGHTS

+  Equity markets made gains in Q1, rebounding from a weak
end to 2018 as concerns over the China-US trade dispute
eased and major central banks grew more accommodative.
Government and corporate bonds advanced.

US equities rose, fuelled mainly by an increasingly dovish tilt
in Federal Reserve (Fed) commentary, apparent progress

in US-China trade talks, and as the government shutdown
ended.

+ Eurozone equities also recovered well, supported by central
banks stepping away from tighter monetary policy. However,
worries over economic growth lingered throughout Q1.

+ UK equities performed well over the quarter, despite ongoing
Brexit-related uncertainty, and were in line with global
equities.

+ Japanese shares gained but the advance was somewhat
muted compared to other developed markets.

Emerging markets (EM) equities registered a strong return
in Q1, led by China. Optimism over a trade agreement with
the US and ongoing government support for the Chinese
domestic economy were beneficial.

+ Inbond markets, US 10-year Treasury yields fell in Q1,
reaching their lowest level since late 2017. The three-month
Treasury bill yield rose higher than that of 10-year bonds in
March, in a sign of growing caution among investors over
economic growth.

THE US

US equities rebounded from a weak end to 2018 to post
significant gains in Q1. January was especially strong, as the
Federal Reserve (Fed) confirmed it would adjust planned interest
rate hikes to compensate for deteriorating economic momentum
and the US government shutdown ended.

Indeed, the Fed settled further into its dovish stance as the
quarter progressed, as a number of indicators reflected slower
economic growth. Q4 GDP (quarter-on-quarter, annualised)
was adjusted downwards to 2.2% from the initial 2.6% reading.
Meanwhile, a resolution to persistent US-China trade tensions
also appeared more likely.

By the end of March, US equities’ progress had dropped to

a far more cautious pace as investors balanced the Fed'’s
accommodative tone with the broader implications for economic
growth. As the quarter ended, the Fed lowered its projections

for US growth and inflation, and reduced its expectations for
interest rates hikes. The “dot plot” now shows no rate hikes this
year and only one in 2020. The adjusted growth outlook caused
the Treasury yield curve to invert - a signal historically associated
with a pre-recessionary environment.

Although sentiment cooled by quarter end, equity gains were
widespread for the quarter overall. The IT sector — having
suffered a difficult Q4 - performed especially well. Healthcare
generated more muted gains due to uncertainty over potential
regulatory changes. Gains in financials were also hindered by the
Fed's comments on rate trajectory.


https://www.schroders.com/en/insights/economics/fed-turns-more-dovish-and-signals-an-end-to-rate-hikes/
https://www.schroders.com/en/insights/economics/fed-turns-more-dovish-and-signals-an-end-to-rate-hikes/

EUROZONE

Eurozone equities enjoyed strong gains in the first quarter,
rebounding from weakness at the end of 2018. Stock markets
were supported by central banks stepping away from tighter
monetary policy. The US Fed said no further interest rate rises
were likely this year while the European Central Bank (ECB) said
rates would remain at current levels at least until the end of the
year. Previously it had said rates would stay on hold until the end
of this summer. There was also optimism over global trade as
the US suspended planned tariffs hikes on Chinese goods.

It was a mixed picture for stock market sectors. Economically-
sensitive areas of the market such as industrials and information
technology performed well, but the safe haven consumer staples
and real estate sectors were also among the top performers.
Banks initially drew support from reports of a new ECB
programme to support lending; however, the details released

in March disappointed some in the market, while ongoing low
interest rates may continue to erode net interest margins.

Growth worries continued to linger during the quarter. The.
eurozone economy grew by just 0.2% in the final three months
of 2018. Germany saw zero growth while Italy slipped into
recession. Forward-looking data continued to point to weakness,
especially in manufacturing sectors. The flash manufacturing
purchasing managers’ index!" dipped to 47.6 in March from
February’s final reading of 49.3 (a reading below 50 indicates
contraction).

UK
UK equities rallied over the period in line with global equities, with
almost all areas of the market bouncing back from a very poor

Q4 2018. Against an increasingly uncertain outlook for the global
economy, equities perceived to offer superior and defensible
earnings growth outperformed. This was reflected in the

strong relative performance of the UK’s (albeit relatively small)
technology sector and select consumer goods companies,
including the large-cap tobacco and beverage groups.

In addition to these trends, a number of lowly-valued,
domestically-focused areas bounced back strongly following the
delay to Brexit beyond March 2019. This development fuelled
hopes that a disorderly exit from the EU could be avoided. UK
employment growth remained robust. Nominal wages continued
to pick up as the UK labour market bucked a wider slowdown

in the economy and real wages remained in positive territory as
inflation was muted.

The UK economy slowed down during the fourth quarter of
2018 when Brexit uncertainty weighed on business investment.
The Office for National Statistics revealed that GDP growth
decelerated to 0.2% in Q4 from 0.7% in Q3 2018 and confirmed
that economy grew at 1.4% in 2018, the lowest rate for several
years. Looking forwards, the OECD predicted UK economic
growth would decelerate to 0.8% in 2019 (assuming an orderly
Brexit) while the Bank of England cut its 2019 GDP growth
projection from 1.7% to 1.2%.

JAPAN

Global equity markets regained some ground in the first quarter
after the sharp falls at the end of 2018. However, the Japanese
equity market return of 7.7% was somewhat muted compared
to other developed markets, and the gradual uptrend was
punctuated by some significant individual daily declines. The



https://www.schroders.com/en/insights/economics/ecbs-rate-rise-delay-is-likely-to-hurt-banks-profitability/
https://www.schroders.com/en/insights/economics/eurozone-growth-fails-to-recover-as-italy-slips-into-recession/
https://www.schroders.com/en/insights/economics/eurozone-growth-fails-to-recover-as-italy-slips-into-recession/
https://www.schroders.com/en/insights/economics/brexit-goes-into-extra-time/

Japanese currency weakened against other major currencies,
retracing some of the extraordinary moves seen in late 2018 and
the early days of 20109.

Several bouts of volatility during the quarter were prompted by
a reassessment of interest rate trends after the US yield curve
was seen to invert. The perception of a lower global interest rate
environment sparked a renewed preference for stable growth,
bond-type proxies, within the equity market. Conversely, all
financial-related sectors underperformed.

The corporate results season for the quarter ended in mid-
February was generally interpreted negatively. However, the
balance of real earnings surprises was only slightly skewed to
the downside and the individual share price reactions were very
muted, suggesting that almost all of the setback had already
been discounted in stock prices.

Overall, most of the negative surprises were driven by the
sharper-than-expected slowdown in the external environment,
especially in China. This particularly affected results in the
automotive sector while many tech stocks were also impacted
by the slowdown in smartphone sales. However, among
individual sectors there is some evidence of increased pressure
coming from higher labour costs, especially in distribution, food
and retail. Corporate earnings revisions for the fiscal year just
ended have remained on a negative trend throughout March.

Japanese economic data released in March was generally in line
with expectations. Headline inflation was actually slightly ahead
of forecasts with a broadening range of categories seeing some
increase in prices. The Bank of Japan's quarterly Tankan survey

was also released just after the end of the quarter. Although
conditions for large manufacturers have deteriorated, this was
largely to be expected given the global backdrop at the time the
survey was taken.

ASIA (EX JAPAN)

Asia ex Japan equities rebounded strongly from the sell-off in the
previous quarter. The MSCI Asia ex Japan index posted double-
digit gains though it slightly underperformed the MSCI World
index. All markets in the region closed higher, helped in part by
progress in US-China trade negotiations. The dovish shift by
major central banks also boosted sentiment.

Global growth concerns remained a drag, however. In particular,
China’s economy grew at its weakest pace since 1990. January-
February data pointed to a continued slowdown. The Chinese
government lowered its full-year growth target to 6-6.5% and
outlined higher public spending and tax cuts, while the central
bank cut the reserve requirement ratios for banks.

Against this backdrop, markets in China and Hong Kong fared
best. Aside from easing trade tensions, Chinese stocks were
further buoyed by index provider MSCI's move to increase the
weighting of China-listed shares in its benchmark indices.
Gains were also fuelled by anticipation that Chinese authorities
would continue to introduce supportive policies to counter the
economic slowdown.

Elsewhere, Taiwanese stocks also advanced. Indian markets
were pressured by geopolitical tensions with Pakistan, but

they staged a late rally on optimism that the current coalition
government would return to power in upcoming elections. South



Korean stocks underperformed amid the abrupt end to the US-
North Korea summit and concerns over corporate earnings.

ASEAN (Association of Southeast Asian Nations) markets also
trailed the broader region. Malaysia and Indonesia were the
biggest laggards. The Philippines and Thailand fared better
though the latter was held back by uncertainty surrounding the
election outcome; official results are not expected until May.

EMERGING MARKETS

Emerging markets equities posted a strong return in QT, led by
China. The MSCI Emerging Markets Index increased in value but
underperformed the MSCI World.

In China, the Fed's dovish comments and the US's decision to
suspended tariff hikes on $200 billion of Chinese goods, together
with ongoing government support for the Chinese domestic
economy, were all supportive. China A-shares were particularly
strong as MSCI announced plans to quadruple their weight in the
index between May and November. Elsewhere, a rally in the price
of crude oil was beneficial for net exporter countries such as
Russia and Colombia.

Conversely, Qatar was the weakest index market, as equities

fell back after a strong rally last year. This was primarily driven
by strong passive flows, which started to abate in Q1. Turkish
equities declined and the lira lost value as the government's
unorthodox policy response to the country’s economic problems
continued.

GLOBAL BONDS

A strong rebound following sharp declines at the end of last year,

a dovish shift from central banks and mounting growth concerns
combined to allow both riskier assets and government bonds to
perform well in Q1. Stocks and high yield corporate bonds each
enjoyed their strongest quarter for several years.

The dovish pivot from major central banks proved particularly
significant with markets having grown nervous over the prospect
of monetary tightening in the US. The heads of both the Fed

and the ECB indicated rates would not rise in 2019. Growth and
inflation forecasts were also lowered.

US 10-year Treasury yields fell 30 basis points (bps) over the
quarter reaching their lowest level since late-2017. The three-
month Treasury bill yield rose higher than that on 10-year bonds
in March. This yield curve inversion underlines the growing
caution among investors around economic growth prospects.

In European bond markets, 10-year Bund (German government
bond) yields were also more than 30bps lower and fell below
zero toward the end of March for the first time since October
2016. European economic data weakened further through the
quarter, particularly for the manufacturing sector.

Corporate bonds had a strong quarter, retracing the weakness
experienced in Q4 2018. High yield® credit outperformed
investment grade, with both outperforming government bond
markets.

Emerging market (EM) bonds had a positive quarter with US
dollar-denominated debt outperforming local currency bonds as
certain EM currencies weakened.




With the first quarter showing strong gains for global stock
markets, convertible bonds benefitted from a significant
tailwind. Convertible bonds as measured by the Thomson
Reuters Global Focus index were up 6.6%. Unusually in a period
of rising markets and greater appetite for risk, convertibles were
not sought after by investors and their valuations cheapened
slightly.

COMMODITIES

The S&P GSCI Spot Index posted a robust return in Q1. Energy
led the way as crude oil prices rebounded from a sell-off in Q4.
Production cuts from OPEC and other oil producers, together
with the implementation of US sanctions on Venezuela, served
to tighten supply. The industrial metals component also moved
higher amid positive signs emanating from US-China trade talks.
By contrast, precious metals recorded a modest gain, supported
by a small rise in gold prices.

' The purchasing managers’ index is produced by IHS Markit and
based on survey data from companies in the manufacturing and
service sectors. A reading above 50 indicates expansion.

Plinvestment grade bonds are the highest quality bonds as
determined by a credit ratings agency. High yield bonds are more
speculative, with a credit rating below investment grade.

Source: Schroders, March 2019: The value of investments
and the income from them may go down as well as up and
investors may not get back the amounts originally invested.
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TOTAL RETURNS (NET) % - TO END Q1 2019

3 MONTHS 12 MONTHS
Equities usD EUR GBP usD EUR GBP
MSCI World 12.5 14.5 9.9 4.0 13.9 12.0
MSCI World Value 10.2 122 7.7 1.5 11.2 9.3
MSCI World Growth 14.8 16.9 12.2 6.4 16.6 14.6
MSCI World Smaller Companies 13.7 15.8 11.1 =1.8 7.9 6.0
MSCI Emerging Markets 9.9 11.9 7.4 -7.4 1.4 -0.3
MSCI AC Asia ex Japan 1.4 13.4 8.9 B2 3.8 2.0
S&P500 137 157 111 9.5 19.9 17.9
MSCI EMU 9.9 11.9 7.5 -8.2 0.5 -1.2
FTSE Europe ex UK 10.5 12.5 8.0 4.7 4.4 2.6
FTSE All-Share 11.9 14.0 9.4 -1.2 8.2 6.4
TOPIX* 6.8 8.7 44 -8.8 -0.1 -1.8
3 MONTHS 12 MONTHS
Government Bonds usb EUR GBP UsD EUR GBP
JPM GBI US All Mats 2.2 4.0 -0.1 43 142 12.3
JPM GBI UK All Mats 6.0 7.9 3.6 2385 57 3.9
JPM GBI Japan All Mats** 0.8 2.6 -1.5 -1.6 7.7 59
JPM GBI Germany All Traded 0.3 2.2 -1.9 -4.8 43 2.5
Corporate Bonds usbD EUR GBP usbD EUR GBP
BofA ML Global Broad Market Corporate 4.1 6.0 1.8 1.3 11.0 9.1
BofA ML US Corporate Master 50 6.9 2.6 5.0 15.0 13.0
BofA ML EMU Corporate ex T1 (5-10Y) 2.7 4.5 0.3 B0 33 1.5
BofA ML £ Non-Gilts 6.6 8.5 4.2 -3.6 55 37
Non-investment Grade Bonds UsD EUR GBP UsD EUR GBP
BofA ML Global High Yield 6.5 8.4 41 32 13.0 111
BofA ML Euro High Yield 3.8 583 1.1 -6.9 2.0 0.3

Source: Thomson Reuters DataStream.
Local currency returns in Q1 2019: *7.7%, **1.7%.
Past performance is not a guide to future performance and may not be repeated.
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