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Global update: Time to hit the panic button? (page 2) 

 Falling oil prices and a further devaluation of the Chinese yuan have contributed 

to a poor start for risk assets. There are now fears that the US will drop into 

recession. Despite being relatively cautious on global growth, we believe these 

concerns are overdone, although we recognise that the biggest “known 

unknown” is whether the CNY will devalue significantly further 

 The move in the CNY and the decision by the Bank of Japan to cut rates into 

negative territory in January highlights the tail risk of a currency war in 2016 

UK: Sterling slides as political risk comes into focus (page 7) 

 The British pound has been the worst performing G10 currency since the start of 

November. In fact, the depreciation against the US dollar over the past two 

months was the worst since the global financial crisis in 2008. The direction of 

travel for sterling is not a surprise given the UK’s macro imbalances, but the 

scale of the drop has been larger than expected 

 The fall in interest rate expectations appear to justify the fall in sterling. These 

are likely to be driven by falling oil prices, and the likely impact on UK inflation. 

However, Brexit risk appears to be rising in prominence just as opinion polls 

tighten. While there may be traces of Brexit-related selling of sterling, we think 

there is scope for further depreciation if risks were to rise 

Emerging markets: China concerns (page 12) 

 Volatile markets in China have prompted an outsize global response. Equity 

gyrations on the mainland have little to no economic bearing. Currency 

weakness is a bigger threat to the world, but a big devaluation still seems distant 

 

 
Chart: Credit Suisse risk appetite index hits panic 

 
Source: Credit Suisse, Schroders Economics Group. 27 January 2016. 
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http://www.bankofengland.co.uk/publications/Documents/speeches/2016/speech873.pdf. 

 Global update: Time to hit the panic button? 

 

 

New Year sees 
sharp increase in 
risk aversion 

 

 

 

 

 

 

 

“The year has turned, and, in my view, the decision proved 
straightforward – now is not yet the time to raise interest rates” 1, Mark 
Carney, Governor of the Bank of England, 19 January 2016 

It has not been the best start to the year. Equity markets have fallen sharply with 
several entering bear market territory, whilst credit spreads have widened 
sharply. Risk aversion has risen significantly and the Credit Suisse risk appetite 
index is now well into “panic” mode (chart front page). The comment from the 
Governor of the Bank of England sums up the view of markets, which have 
pushed out rate rises in the UK and US, and eased expectations globally since 
the start of the year.  

Two factors have been blamed for the rout in markets.  

The first is the further fall in the oil price, which appears to have led global equity 
markets down over the past year (chart 1). Lower oil prices directly undermine 
the energy sector, which has a significant weight in equity and credit indices. The 
complex has responded to weaker prices by cutting back on capital spending 
(capex) and employment, adding to the gloom surrounding global activity.  

 

 

Lower oil prices 
seen as a 
negative for 
markets… 

 

 

 

 

 

 

 

 

…despite the 
long run benefit 
of lower energy 
costs to global 
growth 

 

 

 

 

 

 

 

Chart 1: Oil and equity markets 

 
Source: Thomson Datastream, Schroder Economics Group. 27 January 2016. 

Investors are also concerned that bank exposure to the energy sector will lead to 
a systemic crisis in the banking sector, thus cutting off credit to the real economy. 
There are also fears that sovereign wealth funds, half of which source their funds 
from hydrocarbons, are selling assets to help shore up their finances in the wake 
of the fall in energy prices.  

All these arguments have some merit, although we would be shocked if we 
experienced another systemic banking crisis so soon after the last one! 
Moreover, bank exposure to energy is between 1% and 6% of assets for the 
US – considerably less than sub-prime mortgages in 2007. This time around 
though, the asset management industry may face a greater proportion of the 
losses as holders of energy debt through the credit markets.  

However, such arguments only look at one side of the oil price fall and fail to take 
account of the boost to global growth from cutting the price of a key good. Lower 
oil prices generally lead to stronger growth, especially if they have been driven by 
increased supply, as is the case today. The lags are long though, with global 
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activity taking around 18 months to respond as people take time to recognise and 
adjust their expenditure patterns. On this basis, the world economy and equity 
markets are yet to see the full benefit of lower oil prices (chart 2).  

 

 

 

 

 

 

 

 

 

 

 

 

Chart 2: Oil and growth 

 
Source: Thomson Datastream, Schroder Economics Group. 27 January 2016. 

 Weaker yuan, weaker equities 

The second factor blamed for the rout in markets is China. As with the oil price, 
there has been a strong correlation between the Chinese yuan against the dollar 
(CNY) and global equity prices over the past year. Markets fell sharply in August 
following the first devaluation in the CNY and then suffered again in the New 
Year (see chart 3). 

 

China does not 
gain much from a 
weaker CNY 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chart 3: Global equity and CNY 

 
Source: Thomson Reuters Datastream, Schroder Economics Group, 27 January 2016. 

Although many commentators take this relationship for granted, the link between 
the weaker CNY and weaker equity markets is not obvious. Arguably, China is 
simply following on from Japan and the Eurozone, both of which have devalued 
their exchange rates over the past two years. Markets did not react as badly to 
these moves. China has said that it is now targeting the trade-weighted 
exchange rate and so is merely trying to offset dollar strength, which makes 
sense from a macro perspective.  
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An international reserve asset, created by the IMF, which member countries can use to supplement their official reserves. 

China does not 
gain much from a 
weaker CNY 

 

 

 

 

 

 

 

Do China’s policy 
moves signal that 
there are deeper 
problems in the 
economy? 

 

 

 

 

 

 

 

 

 

 

Or are the 
authorities losing 
control of the 
currency? 

 

 

Furthermore, the economy does not gain much from a devaluation of the CNY. 
For example, a 10% depreciation of the CNY boosts China’s GDP by just 0.3% in 
2016 according to Oxford Economics (“How the CNY can shake the world” 18 
January 2016). The impact on the rest of the world is correspondingly modest 
with global GDP 0.1% lower.  

The effects on the rest of the world are more significant if exchange rates behave 
in line with recent experience. For example, falls in the CNY have been 
accompanied by depreciations in many emerging economies with the Korean 
won and Taiwanese dollar devaluing sharply whilst the Japanese yen and US 
dollar have risen significantly. Building in these moves, the Oxford Economics 
model finds a greater range of effects on the rest of the world, adding to pressure 
on policymakers in Japan in particular. However, the benefits to China are even 
less than in the simple devaluation scenario. 

So why the link from CNY to equities? Two reasons seem plausible. The first is 
that due to the opacity of Chinese data and policy intentions, a change in policy 
of this type is seen as a signal that all is not well, and that the authorities are 
looking for new ways to stimulate the economy. If growth really is substantially 
weaker than the official figures, it is bad news for commodities and the rest of the 
emerging markets who depend on Chinese demand.  

Furthermore, if the CNY is now a tool to boost growth, devaluation could be seen 
as a means of exporting the problems of excess capacity to the rest of the world. 
That would be bad news for those who compete directly with China, such as the 
steel industry in the Europe, which is already suffering. However, there are 
benefits to those who consume Chinese exports.  

We look at the growth picture in China in more detail below and conclude that 
growth has not significantly deteriorated and there are actually signs of 
improvement at the margin with our own activity indicator picking up. This 
combined with the model evidence that China does not benefit significantly from 
a lower CNY, would support the authorities’ contention that they do not intend to 
devalue the currency in trade-weighted terms. 

Losing control? 

However, the second worry is that China does not have control of its currency 
and as capital pours out of the economy, they will be forced to give up on the 
managed basket and allow a significant devaluation. The CNY has been stable 
since 7 January, indicating that the authorities have a better grip on capital 
outflows, although the effect of this on foreign exchange reserves, which have 
fallen significantly over the past year, remains to be seen.  

This is encouraging for now, but it will be some time before China can resolve the 
problem of trying to keep the economy on track and the exchange rate stable in a 
world where the US dollar remains firm. In our view, it is likely that the authorities 
will have to reintroduce some capital controls to square the circle as domestic 
rate rises are out of the question, even if this might conflict with future 
membership of the IMF’s Special Drawing Rights

2
 basket. Against this backdrop, 

we see our exchange rate wars scenario (where China devalues by 20% 
triggering a reaction from others), as increasingly likely. The move by the Bank of 
Japan to cut interest rates into negative territory at their January meeting can be 
seen as a response to the sharp appreciation of the trade-weighted yen since the 
beginning of the year.  
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 US recession risk? 

Although the oil price and China have dominated markets concerns, the US 
economy deserves a quick word. Arguably, fears about US growth have also 
been driving risk assets lower, a view supported by the close relationship 
between the Institute of Supply Management (ISM) manufacturing index and the 
relative performance of equity and bond markets (chart 4).  

 

 

 

 

 

 

 

 

 

 

 

 

 

US recession 
fears are 
overdone 

 

Chart 4: ISM signals underperformance of equity markets 

 
Source: Thomson Datastream, Schroder Economics Group. 27 January 2016. 

Clearly, a US recession as some are predicting, would result in this trend 
extending further. We will review our forecasts next month, but at this stage do 
not wish to join the gloom mongers for three reasons.  

The first is the oil price effect referred to above, which will boost consumer 
spending. Furthermore, the drag from spending and employment cuts in the 
energy sector will ebb as the fall experienced so far makes it less significant in 
overall GDP.  

Second, fiscal policy will add 0.5% to US GDP this year through increased 
government expenditure (not including the longer run multiplier effects).  

Third, the corporate sector is not unduly extended. Most recessions are preceded 
by a sharp deterioration in corporate cashflow relative to capex, such that a 
shock forces the sector to retrench and cut jobs and capex (chart 5). In this cycle, 
capex has been disappointingly weak, but as a result company cash flow 
remains positive and hence the sector should prove resilient. Meanwhile, 
household balance sheets have been significantly improved.  

Much of the recent weakness in the US has been due to the inventory cycle and, 
as long as final sales hold up as we expect through the consumer, growth should 
firm in the current quarter. Nonetheless, the likelihood of the Fed raising rates in 
March has been considerably diminished.  
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Chart 5: US corporate cashflow not signalling recession 

 
Source: Thomson Datastream, Schroder Economics Group. 27 January 2016. 

Conclusions 

Our analysis suggests that some of the gloom on the world economy has been 
overdone, particularly in respect to the oil price. Does this mean markets have 
become too bearish? The biggest unknown is what will happen to the CNY and 
whether we will see a more significant devaluation. We do not see a strong case 
for devaluation, but the reserve figures will probably be the best guide. If we now 
see some stability in the CNY, soothing comments from the US Federal Reserve 
and better growth figures in coming months, the backdrop for markets would 
brighten considerably. If so then the current “panic” reading on the risk index 
would enhance its reputation as a contrarian indicator.  
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 UK: Sterling slides as political risk comes into focus 

 It has been a poor start to the year for most risk assets, but the depreciation in the 
British pound stands out amongst developed market currencies. Could political risk 
be the cause for sterling’s slide? If so, could the pound rebound in the event of the 
UK voting to remain part of the European Union?   

Pounding the pound 

The UK economy is performing reasonably well. GDP growth for the fourth quarter is 
estimated to have risen to 0.5% quarter-on-quarter compared to 0.4% in the third 
quarter. UK activity surveys such as the purchasing managers’ indices (PMIs) have 
moderated in recent months, but remain amongst the strongest in the world. The 
rate of employment has just hit a record high, while house prices continue to rise 
largely unabated. Yet, all is not well in the UK.  

The British pound (GBP) has recently been the worst performing currency amongst 
the G10 currencies. Since the start of November, GBP has fallen by 7.6% against 
the US dollar, compared to the next worst performers, the Canadian dollar at -6.9% 
and the New Zealand dollar at -3.5% (chart 6).  

 

 

While risk assets 
had a bad start to 
the year, GBP 
was the worst 
G10 currency 
since the start of 
November 

Chart 6: GBP is worst performing G10 currency 

 
*Performance between 2 November 2015 and 27 January 2016. 
Source: Bloomberg, Schroders Economics Group. 27 January 2016. 

 

 

 

 

 

 

 

 

 

 

 

 

Indeed, the fall in GBP is not only significant against its peers, but also 
historically. GBP has just experienced its largest two-month fall against the US 
dollar since the end of 2008 – the height of the global financial crisis (chart 7 on 
next page). In fact, the latest drop is almost a three standard deviation event 
(0.3% probability) and is the third worst fall since 1991, behind the 
aforementioned 2008 depreciation, and the notorious collapse of 1992, as 
sterling fell out of the European Exchange Rate Mechanism (ERM). Sterling 
investors will be asking whether sterling is now cheap, or whether the recent 
depreciation is the start of a greater decline yet to unfold. 
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This is the worst 
2-month fall in 
GBP since 2008, 
representing a 
near 3 standard 
deviation event 

Chart 7: Largest two-month fall in sterling since 2008 

 
Source: Thomson Datastream, Bank of England, Schroders Economics Group. 26 January 2016. 

Why has sterling been so weak? 

The extent of the depreciation in sterling has surprised us, but not the direction 
of travel. Regular readers will be familiar with our warnings of an unbalanced 
economy, in which large amounts have been borrowed to fund growth. The UK’s 
current account deficit remains just shy of 5% of GDP, while the government is 
likely to run a budget deficit of around 4% of GDP. According to the consensus 
amongst economists and collected by Bloomberg, the UK is expected to run twin 
deficits (fiscal plus current account) totalling 6.9% by the end of 2016. On this 
measure, the UK more closely resembles troubled emerging markets such as 
Turkey, South Africa and Brazil, rather than its European counter parts (chart 8). 
Even Greece appears to be healthier when comparing deficits. 

 
Sterling has been 
vulnerable for 
some time owing 
to the UK’s large 
twin deficits 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Chart 8: UK’s twin deficits closer to that of troubled emerging markets 

 
Source: Bloomberg, Schroders Economics Group. 26 January 2016. 

This UK’s large twin deficits highlight the UK’s and sterling’s fragility in the event 
of a global downturn, but they do not explain the speed of the depreciation in 
GBP. Market expectations for monetary policy do, however, offer more clues.  

Currency movements have historically had a strong relationship with the 
expectations of investors for interest rates, or associated monetary tools (such 
as quantitative easing).  
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Expectations for 
the first rate rise 
being pushed out 
have not 
helped… 

Market-based interest rate expectations for the UK have certainly shifted in 
recent months (chart 9). At the time of our last forecast, markets had priced in 
one 25 basis point rise in the policy interest rate in 2016, and at least one further 
hike in 2017 (with a 50% chance of a second). However, investors have clearly 
become more cautious. Uncertainty over China and the wider emerging markets, 
along with falls in global oil prices have prompted markets to price out any 
chance of a rate hike in 2016. In fact, money market pricing suggests that 
investors place a greater probability on interest rates falling rather than rising this 
year. Only one hike is fully priced in by the end of 2017 – significantly later than 
most economists are forecasting. 

 
…as investors 
now place a 
greater 
probability on 
rates falling 
rather than rising 
in 2016. 

Chart 9: Markets pricing in a UK rate cut in 2016?* 

 
*One month forward on sterling overnight interest rate swap (OIS). 
Source: Bloomberg, Schroders Economics Group. 26 January 2016. 

 
Could fears over 
Brexit have 
prompted 
investors to sell 
sterling? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Are Brexit fears hitting the pound? 

Recently published research suggests that the recent fall in sterling is not fully 
justified by falls in interest rate expectations (mostly against the US)

3
. Instead, 

the research suggests that sterling’s underperformance may be caused by 
investors’ concerns over the expected referendum of the UK’s membership of 
the European Union (EU). While the UK is still waiting for Prime Minister David 
Cameron to complete reform negotiations with the EU before announcing the 
date of the referendum, opinion polls have narrowed of late in response to 
Brussels’ intent to re-distribute asylum seekers across the EU rather than forcing 
them to claim asylum (and residency) at the point of arrival.  

The average of the last five opinion polls show that the lead of the ‘stay’ group 
has narrowed to just one percentage point over the ‘leave’ group – suggesting 
that the probability of the UK voting for Brexit is close to 50%. There are two 
points worth considering in looking ahead. First, the ‘stay’ group tends to have a 
small 5 – 8 point lead most of the time, except when negative news stories 
break, which prompts polls to tighten (such as the migrant crisis or the Paris 
terrorist attacks). This suggests that the ‘stay’ lead could be re-established 
against a backdrop of more subdued news flow. The second point is that 
approximately 15% of those polled are undecided – a share that has remained 
steady over the past year. These people could swing the polls decisively in either 
direction as campaigning gathers momentum, and so we should not read too 
much into polling results at this stage.  

                                                 
3
These articles include: “GBP corrected if “Brexit” rejected” by D. Bloom at HSBC (21 January 2016), “The Pounding of the 

Pound” by J. Wraith at UBS (21 January 2016) and “UK: BrEUing up a storm”, F. Diamond and team at JP Morgan (27 

January 2016). 
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Opinion polls 
suggest the 
contest will be 
very tight 
 

Of course, pollsters have had their reputations damaged by poor calls on the last 
general election and the Scottish independence referendum. Betting exchanges, 
which have outperformed polls of late, suggest that the implied probability of the 
UK voting for Brexit is much lower at 35%. Arguably, betting exchanges offer a 
more accurate picture as probabilities are based on market pricing and real 
money taking positions, compared to simple opinion polls where those polled 
may choose not to be truthful.  

Have investors started hedging Brexit risks on the back of tightening opinion 
polls? One could argue that a general increase in awareness of these potential 
political risks may have been enough to prompt selling of sterling. Indeed, 
looking at data from Google Trends, we see a substantial spike in web searches 
for the term ‘Brexit’. To benchmark the estimated number of searches, we also 
gathered the results for the terms ‘US recession’, ‘oil crisis’ and ‘China crisis’ – 
three macro risks which we believe investors are considering. As chart 10 
shows, Brexit has seen more interest than the other three terms in January. 
Indeed, interest in Brexit at present is equivalent to 77% of the interest in the 
term ‘China crisis’ that was seen in late August of last year. 

 
 

Meanwhile, 
awareness of 
Brexit has been 
rising 

Chart 10: Interest in Brexit jumps amongst web users 

 
Source: Google Trends, Schroders Economics Group. 27 January 2016. 

There are a number of caveats for the use of Google Trends including language 
and geographic restrictions, however, the analysis suggests that if web users 
have become more interested in Brexit since the start of the year, then perhaps 
investors have also become more aware and possibly taken steps to reduce their 
exposure to sterling. 

Monetary policy expectations still key 

If Brexit was causing investors to place a discount on the value of sterling, then 
we would expect to see the currency depreciate by more than justified by simple 
comparisons to interest rate differentials. Indeed, some of the research mentioned 
above does just that by focusing on relative interest rate expectations in the UK 
versus the US, and pointing to a lack of movement compared to GBP/USD. 
However, we think this is because the research uses a rolling one-year forward-
looking time horizon, which may be too short. Most investors are less concerned 
with 2016, and instead are focused on the two and five year outlook. This is why 
volatility in the sovereign yield curve at these maturities has been greater. When 
we compare relative interest rate expectations at the two-year time horizon, we 
find that the depreciation in sterling against the US dollar is fully explained by the 
fall in market expectations of UK future interest rates relative to those for the US 
(chart 11). 
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While Brexit 
awareness is on 
the rise, we think 
there is greater 
scope for further 
deprecation. 

Chart 11: Gilts rally drives down sterling 

 
Source: Thomson Datastream, Schroders Economics Group. 26 January 2016. 

Why does this matter? If we could point to say for example a 5% unexplained 
depreciation in GBP, then we might be able to blame Brexit fears. This would also 
suggest potential upside risk to the currency in the event of the UK voting to 
remain in the EU. Chart 11 suggests that there is little sign of a Brexit risk 
premium present in sterling, which also means that sterling still has the potential 
to depreciate further. However, we could also argue that Brexit risks could partially 
be pushing interest rate expectations lower. Bank of England (BoE) Governor 
Mark Carney recently stated that Brexit could cause a negative impact on the 
economy. Investors may assume that the BoE might therefore opt to delay rate 
hikes with the country facing such risks.  

Disentangling the drivers of sterling’s recent slide is certainly difficult. The 
economy’s excessive borrowing through its twin deficits meant that the currency 
was always vulnerable to a correction, while recent international events including 
weaker oil prices could be lowering interest rate expectations in markets. 
However, there is a possibility that Brexit risks may have started to influence 
sterling, although we think there is further room for depreciation should Brexit risks 
rise. 
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 Emerging markets: China concerns 
 

Global markets 
are in turmoil and 
China is partly to 
blame 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Shanghai’s slump 
has no basis in the 
economy 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

There is a great deal of nervousness evident in global markets at present, with 
much of it stemming from China. The country’s equity and currency markets have 
exhibited a large degree of weakness since the start of 2016 (chart 12), and just 
as in August, global markets have suffered. But should global investors be quite 
so concerned about China?  

Chart 12: China’s market woes 

 
Source: Thomson Datastream, Schroders Economics Group. 20 January 2016. 

Beginning with the equity market, the first trading day of the year saw the Shanghai 
exchange drop 7%, a move many attributed to a weaker than expected Purchasing 
Managers’ Index (PMI) print. But to us, a more obvious trigger was the forthcoming 
expiration that Friday of a ban on sales by large stakeholders, coupled with the 
“circuit breaker” mechanism whereby trading is halted temporarily if the market falls 
5%, and suspended for the day if it falls 7%. Concerns over the expected fall in the 
market when large stakeholders were allowed to sell likely led to heavy selling, 
which was exacerbated by a desire to sell before trading was suspended. Since 
the suspension of the circuit breaker, and new rules restricting sales by large 
stakeholders past the original 8 January deadline, market falls have been much 
smaller than in the first three days of the year. 

We do not say this because we are bullish on the Chinese equity market, but to 
demonstrate that weakness there does not point to weakness in the broader 
economy. That is, the renewed market fragility is technical, not fundamental. Nor, 
as we pointed out last year, does poor performance in the equity market 
generate poor economic performance; wealth effects are much smaller than in 
the US given a much lower rate of share ownership. In 2015, at the peak of the 
bubble, equities accounted for 15% of total household assets, against 10% in 
2014, and the slump will have seen levels fall back. As an indicator for global 
macroeconomic health, the Chinese equity market carries very little leading 
information.  

Our own view on the economy is that China is seeing some stabilisation, though 
recent data releases would suggest the rebound we were seeing has lost 
momentum. Higher frequency data in December, exports aside, were weaker 
than in November. There will be some distortions due to pollution-related 
shutdowns, which could account for some of the softer industrial production 
numbers. However, the poorer investment numbers seem linked to slower 
funding growth and reflect the challenges faced by the central bank in trying to 
maintain accommodative monetary policy whilst defending the currency. 
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Growth looks 
healthier now 
than for much  
of 2015 

 

 

 

 

 

 

 

 

 

 

 

Chart 13: Possible link between investment softness and muni bond 
issuance 

 
Source: Deutsche Bank, Thomson Datastream, Schroders Economics Group. 21 January 2016. 

Intervention to prevent depreciation tightens domestic monetary conditions and 
so runs counter to the rate cuts implemented in 2015. One other factor that may 
explain the investment weakness, particularly as it was driven by infrastructure, is 
that local government bond issuance was much smaller in December, at 
RMB 133 billion, than November’s 764 billion. But this was not for want of 
projects, rather because the year’s quota of 3.2 trillion had been reached. This, 
along with the pollution distortions, implies December’s weakness may be a blip. 
Comparing municipal bond issuance with infrastructure investment supports this 
theory (chart 13), but we would caution that the data series is necessarily very 
short (issuance only commenced in May 2015). Our own model of Chinese 
activity suggests growth remains on a recovery trend (chart 14). However, this 
ignores the financial sector, which led to the model showing weaker-than-actual 
growth in 2015, and may also see it predicting stronger growth than realised in 
the first half of 2016, as the financial sector drags on activity  

Chart 14: Chinese growth momentum still recovering 

 
Source: Thomson Datastream, Schroders Economics Group. 20 January 2016. 
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FX weakness is a 
bigger problem 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

China faces few 
risks from a large 
devaluation… 
 

 

 

 

 

 

 

 

 

 

 

 

…in fact, gradual 
depreciation 
seems more 
problematic 

 

 

All the same, we had not expected the effects of stimulus to fade quite so soon. 
As such, we think December’s weaker data will prompt further rate and reserve 
ratio cuts in the first quarter of 2016 (of 35 and 100 basis points respectively), 
particularly if intervention proves successful in stemming capital outflows. An 
increase in the fiscal deficit has already been mooted, and an actual number 
should be provided in March’s National People’s Congress session. Central 
government may find itself needing to provide more support at the local level to 
boost investment figures given a weaker lending environment. 

One possibility is that yuan weakness may be encouraging outflows, certainly, 
chart 13 seems to suggest a relationship, though the direction of causation is 
unlikely to be one way. While expectations of currency weakness might prompt 
capital outflows, including from the equity market, the capital outflows themselves 
then cause currency weakness. It is easy to see how this can become a self-
perpetuating spiral. Can we expect this to continue?   

We would firstly note that foreign exchange (FX) weakness has so far largely 
been in line with the trade-weighted basket, which the authorities believe is a 
“more appropriate reference” for the currency than the bilateral rate versus the 
dollar. As chart 15 shows, the trade-weighted renminbi (RMB) still looks strong 
compared to its history, whereas the yuan/US dollar rate has returned to 2011 
levels. Intervention aimed at reducing the spread against the offshore yuan has 
seen trade-weighted depreciation but this is unlikely to persist, in our view. 
Further weakness against the dollar is to be expected in a world of dollar 
strength. However, the question then is whether the authorities will continue with 
the existing policy of gradual depreciation, or pursue a more aggressive one-off 
devaluation. This would drive down the trade-weighted exchange rate – a bigger 
threat to the rest of the world. 

Chart 15: Dollar weakness is not trade weighted weakness 

 
Source: CFETS, Thomson Datastream, Schroders Economics Group. 20 January 2016. 

Big devaluations are typically associated with big risks for emerging markets, 
with the following two channels to worry about: 

 FX mismatches: foreign denominated debt in the government, corporate and 
financial sectors becomes a much larger burden 

 Inflation will jump significantly, depending on the level of pass-through 

In China’s case, the FX debt burden is generally quite small. Although there has 
been a lot of press coverage of the build up of FX debt in the private sector, it 
remains small relative to Chinese GDP. Private sector FX debt has also likely 
been significantly reduced since the August devaluation, as suggested by the 

85

90

95

100

105

110

115

Jan 11 Jul 11 Jan 12 Jul 12 Jan 13 Jul 13 Jan 14 Jul 14 Jan 15 Jul 15 Jan 16

BIS TW CFETS TW CNYUSD



February 2016 For professional investors only 

 

15 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

China should 
devalue, but 
won’t yet, luckily 
for the world 

 

large capital outflows. We have also seen more hedging by Chinese corporates 
since the devaluation.  

On the inflation front, with the Consumer Price Index (CPI) at 1.6% and the 
Producer Price Index (PPI) at -5.9%, there is little to worry about here (the 
inflation target is 3%).  

So in our view the macroeconomic risks from a large devaluation seem limited, 
for China, at least.  

While a gradual depreciation does not prompt an immediate crisis, China is 
seeing a steady bleeding of FX reserves (chart 16) as the authorities intervene to 
prevent a gradual depreciation accelerating into a rout. Uncertainty over the end 
point for the currency is exacerbating outflows. Reserves are still substantial at 
well over $3 trillion, but even before we worry about reserve exhaustion, there is 
an economic cost in the form of monetary tightening as capital exits the financial 
system, leading to a tightening of domestic monetary conditions, leaning against 
the attempted easing by the People’s Bank of China (PBoC). This weighs on 
growth and counters any small gains to exports from the competitiveness boost 
(which is itself small given that the RMB remains little changed in trade-weighted 
terms). 

Chart 16: The cost of defending the peg 

 
Source: Thomson Datastream, Schroders Economics Group. 20 January 2016. 

In terms of their implications for the world, both a one-off devaluation and a 
gradual depreciation would prove deflationary, particularly for economies not 
undergoing their own depreciation (i.e. the US). A one-off devaluation would 
have a larger immediate impact, but would be more likely to settle markets by 
clearing uncertainty; after a large enough devaluation, expectations for further 
currency weakness should dissipate. By contrast, gradual depreciation provides 
no end point, and so uncertainty and volatility remain high. It is also possible that 
the currency will “overshoot”, weakening more than is necessary or than the 
authorities desire, as expectations of depreciation form a vicious circle of self 
perpetuation, ultimately proving more deflationary for the world.   

In our view, a one-off, large devaluation (say, 20%), would be preferable for 
China to a gradual depreciation of the same amount. For now, policymaker 
preference (insofar as this can be inferred) appears to be for a gradual 
depreciation. The renminbi will likely sit at around 6.8 dollars by the year-end, 
against a present level of 6.58. 

From here, on the currency, we see three possibilities. The first, and most 
benign, is that the recent moves are primarily aimed at maintaining a stable 
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trade-weighted RMB exchange rate, and that this will continue to be the policy 
setting. The second is that the currency weakness reflects policymaker fears 
about growth and deflation, and a larger policy move lies ahead, potentially a 
significant devaluation. For the global economy, particularly markets, this would 
prove immensely disruptive in the short term. Finally, another take is that the 
authorities have no control, capital outflows are outstripping their willingness to 
defend the currency, and so depreciation is the path of least resistance. Our 
base case remains the more benign scenario, but we view devaluation as a 
definite risk. 

To conclude, we are not worried about equity market weakness in China, nor do 
we yet see the recent macroeconomic data as suggestive of impending collapse. 
The main risk posed by China to the rest of the world presently is currency 
weakness, given the deflation this exports. We do expect macro weakness to 
come back to the fore later in 2016 as stimulus effects fade, but still we would not 
regard this as signalling an imminent hard landing. 
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Schroders Baseline Forecast 

 
  

Schroders Baseline Forecast

Real GDP

y/y% Wt (%) 2014 2015 Prev. Consensus 2016 Prev. Consensus 2017

World 100 2.7 2.5  (2.4) 2.5 2.6  (2.9) 2.7 2.8

Advanced* 62.4 1.7 1.9  (1.8) 1.9 1.9  (2.2) 2.0 1.9

US 24.7 2.4 2.4  (2.3) 2.5 2.4  (2.7) 2.4 2.1

Eurozone 19.0 0.9 1.5  (1.3) 1.5 1.5  (1.7) 1.7 1.6

Germany 5.5 1.6 1.5  (1.3) 1.7 1.7  (2.1) 1.8 2.1

UK 4.2 2.9 2.3  (2.5) 2.4 1.9  (2.1) 2.3 1.6

Japan 6.5 -0.1 0.6  (0.7) 0.6 1.1  (1.8) 1.2 1.5

Total Emerging** 37.6 4.4 3.5  (3.4) 3.5 3.9  (4.1) 3.7 4.2

BRICs 23.6 5.5 4.4  (4.1) 4.3 4.6  (4.7) 4.5 5.2

China 14.7 7.3 6.9  (6.8) 6.9 6.3  (6.4) 6.5 6.2

Inflation CPI 

y/y% Wt (%) 2014 2015 Prev. Consensus 2016 Prev. Consensus 2017

World 100 2.7 3.1  (2.9) 3.1 3.7  (3.3) 3.6 3.9

Advanced* 62.4 1.3 0.4  (0.5) 0.2 1.4  (1.7) 1.2 1.9

US 24.7 1.6 0.3  (0.6) 0.2 1.6  (2.3) 1.5 2.1

Eurozone 19.0 0.4 0.1  (0.0) 0.1 1.3  (1.1) 0.8 1.6

Germany 5.5 0.8 0.2 (0.2) 0.3 1.5 (1.5) 1.1 1.6

UK 4.2 1.5 0.1  (0.0) 0.1 1.3  (1.6) 1.0 2.2

Japan 6.5 2.7 0.9  (1.1) 0.8 1.0  (1.1) 0.6 1.8

Total Emerging** 37.6 5.0 7.6  (7.0) 7.9 7.4  (6.1) 7.7 7.3

BRICs 23.6 3.8 4.6  (4.8) 4.5 3.6  (3.8) 3.4 3.4

China 14.7 2.0 1.6  (1.4) 1.5 1.9  (2.0) 1.6 2.1

Interest rates 

% (Month of Dec) Current 2014 2015 Prev. Market 2016 Prev. Market 2017 Market

US 0.50 0.25 0.50  (0.25) 0.52 1.25 (1.25) 0.89 2.00 1.29

UK 0.50 0.50 0.50 (0.50) 0.58 1.00  (1.50) 0.68 1.25 1.06

Eurozone 0.05 0.05 0.05 (0.05) -0.13 0.05 (0.05) -0.30 0.25 1.06

Japan 0.10 0.10 0.10 (0.10) 0.17 0.10 (0.10) 0.01 0.10 0.47

China 4.35 5.60 4.35  (4.60) - 3.50  (4.00) - 3.00 -

Other monetary policy

(Over year or by Dec) Current 2014 2015 Prev. 2016 Prev. 2017

US QE ($Bn) 4484 4498 4489  (4504) 4507  (4522) 4525

EZ QE (€Bn) 133 31 649 (649) 1369  (1189) 1369

UK QE (£Bn) 371 375 375 (375) 375 (375) 375

JP QE (¥Tn) 365.4 300 387  (389) 404  (406) 404

China RRR (%) 18.00 20.00 17.00  17.50 15.00  16.00 13.00

Key variables

FX (Month of Dec) Current 2014 2015 Prev. Y/Y(%) 2016 Prev. Y/Y(%) 2017 Y/Y(%)

USD/GBP 1.43 1.56 1.53 (1.53) -1.9 1.50 (1.50) -2.0 1.50 0.0

USD/EUR 1.09 1.21 1.08 (1.08) -10.7 1.02 (1.02) -5.6 1.02 0.0

JPY/USD 118.7 119.9 120.0 (120.0) 0.1 120.0 (120.0) 0.0 115.0 -4.2

GBP/EUR 0.76 0.78 0.71 (0.71) -9.0 0.68 (0.68) -3.7 0.68 0.0

RMB/USD 6.58 6.20 6.40  (6.30) 3.2 6.60  (6.40) 3.1 6.80 3.0

Commodities (over year)

Brent Crude 32.8 56 53.5  (55) -4.2 48.5  (55) -9.4 54.6 12.6

Consensus inflation numbers for Emerging Markets is for end of period, and is not directly comparable.

Previous forecast refers to August 2015

Croatia, Latvia, Lithuania.

Source: Schroders, Thomson Datastream, Consensus Economics, January 2016

Market data as at 27/01/2016

*  Advanced markets:  Australia, Canada, Denmark, Euro area, Israel, Japan, New  Zealand, Singapore, Sw eden, Sw itzerland, United Kingdom

United States.

** Emerging markets : Argentina, Brazil, Chile, Colombia, Mexico, Peru, Venezuela, China, India, Indonesia, Malaysia, Philippines, 

South Korea, Taiw an, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, 
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Updated forecast charts – Consensus Economics 

For the EM, EM Asia and Pacific ex Japan, growth and inflation forecasts are GDP weighted and 
calculated using Consensus Economics forecasts of individual countries. 

Chart A: GDP consensus forecasts 

2016 2017 

  

2016 2017 

  
Source: Consensus Economics (January 2016), Schroders. 

Pacific ex. Japan: Australia, Hong Kong, New Zealand, Singapore. 

Emerging Asia: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand. 

Emerging markets: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand, Argentina, Brazil, 
Colombia, Chile, Mexico, Peru, Venezuela, South Africa, Czech Republic, Hungary, Poland, Romania, Russia, Turkey, 
Ukraine, Bulgaria, Croatia, Estonia, Latvia, Lithuania. 
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Chart B: Inflation consensus forecasts 


