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Introduction 
Risk assets performed well in the first quarter as investors responded to evidence of a 
synchronised recovery in global activity. Markets also demonstrated resilience in the 
face of an earlier-than-expected tightening of monetary policy by the US Federal 
Reserve (Fed) who raised interest rates by 25 basis points on 15 March. However, 
despite the outperformance of equities and credit over safe assets, investors have 
recently begun to question the Trump reflation trade.  

In our view, stagflation risks are increased by populist policies which tend to be anti-
globalisation by limiting trade and immigration (see note on Is populism good for 
markets?). At this stage, though, such risks are yet to materialise and with business 
confidence high, investors are primarily concerned that the US administration fails to 
deliver its pro-growth agenda. Such fears were increased by the withdrawal of the 
healthcare bill amid divisions amongst Republicans in Congress.  

In response we have directed our overweight in equities away from Japan (seen as one 
of the bigger beneficiaries of the reflation trade) and towards the emerging markets 
(EM), whilst remaining neutral on the US equity market. This view is supported by signs 
that the US dollar is stabilising, thus reducing pressure on emerging market currencies 
and monetary policy.  

In this edition of the Global Market Perspective, we include our projected returns for 
asset classes over the next 30 years. While such figures should be taken with a pinch of 
salt, the process of forecasting long-run returns enables us to focus on the key drivers 
such as productivity growth. The latter remains puzzlingly weak and we look at one 
aspect of this in our research note, which asks whether the US economy has become 
less dynamic. 

Keith Wade 

Chief Economist and Strategist, 11 April 2017 
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Asset allocation views: Multi-Asset Group 

Global overview 

Strong momentum from the end of last year is carrying over into 2017 in the US, Europe 
and Japan. Growth is also firming in the BRIC economies with China upgraded to 6.6% 
and our global growth forecast has been nudged higher for 2017 to 2.9% (previously 
2.8%). For 2018 the growth forecast is unchanged at 3% as modest improvements in the 
BRICs, Japan and the UK are offset by a downgrade to the US, where we have scaled 
back our expectations for fiscal expansion.  

Meanwhile, inflation is rising and we have revised up our global forecast for 2017 to 
2.7% (previously 2.4%) following 2% in 2016. The driver is the base effects from 
commodity prices which are feeding through into producer and consumer prices. In 
2018, oil prices are expected to stabilise, with the result that inflation moderates to 
2.3%. Hence the increase in inflation is not sustained. The exception to this is in the US 
where we see core inflation rising throughout the forecast period. 

In terms of our scenarios, the risks around our central forecasts are slightly more 
balanced compared to last quarter but are skewed to a more stagflationary outcome. 
“Rising protectionism” being the highest risk scenario triggered by an increase in tariffs 
by the US, which restarts the currency wars. 

 

For the US, we still expect the Fed funds rate to rise to 1.50% by end 2017. Moving into 
2018, the Fed is expected to tighten further as fiscal policy supports economic growth 
and with US inflation rising, policy rates are expected to end the year at 2.25%. In 
comparison, interest rates are expected to be kept on hold in the UK, Japan and 
Eurozone. Moreover, the European Central Bank (ECB) is assumed to begin to taper 
quantitative easing (QE) further in 2018. Over in the emerging market region, there is 
further policy accommodation expected in Brazil, Russia and China this year. 

 

Looking at our asset class views, we remain positive on equities. Despite the recent 
setback to the reflation trade on concerns over the ability of the new US administration 
in delivering fiscal expansion, we still believe that equities can grind higher driven by 
the synchronised recovery in the global economy. This should provide a more 
favourable backdrop for earnings growth. Importantly, even if there is a short-term 
correction in sentiment, the fundamentals should provide support to equities over the 
medium-term. Meanwhile, global valuations appear on the expensive side of fair value 
when we compare the equity risk premium relative to history. We recognise that this is 
being supported by the low interest rate backdrop. Nonetheless, our analysis suggests 
that the equity risk premium can absorb moderately higher bond yields in this 
environment. 

Within equities, we recommend rotating the reflation theme by downgrading Japan to 
neutral and upgrading emerging markets to a positive as this market stands to benefit 
more from the synchronised upturn in global growth and recovery in trade. 
Furthermore, we believe that the headwinds from a stronger US dollar have receded, 
which provides an opportunity for EM to outperform. In comparison, the 
outperformance of Japanese equities has been driven primarily by the weakness in the 
yen. In an environment where the currency is broadly steady, the market could stay 
uninspired. 

Meanwhile, we have remained positive on Europe ex UK as the strengthening in the 
economy has led analysts to revise up their earning expectations of this market. While 
European political risks have been important drivers of recent performance, we believe 
that these concerns have been priced in by the market and should recede over the year.   

On the US, UK and Pacific ex Japan we have retained our neutral stance. Despite the 
high-quality nature of the US market, valuations have become richer compared to the 
rest of the world. While the normalisation of monetary policy by the Fed will put a 
squeeze on corporate profit margins, the central bank appears to be gradually hiking 

Economic overview 

Central bank policy 

Implications for markets 
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interest rates. Against this backdrop, the US dollar has softened and bond yields have 
fallen, thus limiting the tightening of financial conditions by the Fed. On the UK, we 
believe that the tailwind for revenue growth of multinationals from the weakness in the 
currency has faded with the currency likely to remain stable.  

With regard to the duration views, we have maintained the negative position on 
government bonds which remain vulnerable to shifts in interest rate expectations as 
central banks attempt to normalise policy with rates rises or less accommodative 
monetary conditions. Among the bond markets, we are negative on US Treasuries, UK 
Gilts and German Bunds, but neutral on Japanese government bonds. We have also 
maintained our neutral stance on emerging market sovereign debt (EMD) in USD. 
Instead, we prefer harvesting the carry in EMD local currency bonds given more 
attractive valuations.  However, we have trimmed positioning to a single positive in 
recognition of the strong compression in these spreads in recent months. 

Turning to credit markets, we have stayed neutral on high yield and negative on 
investment grade (IG) bonds. While valuations for both sectors are no longer 
compelling, investment grade spreads are more sensitive to shifts in interest rate 
expectations with a lower carry cushion compared to high yield (HY). For European IG 
credit, spreads are highly correlated with the US such that we are also negative on this 
segment, although to a lesser degree. This is because valuations are more attractive 
compared to the US and European corporates are less advanced in the re-leveraging 
cycle.  

We have retained our overweight positioning on commodities given the synchronised 
improvement in global growth and there is evidence of a meaningful supply adjustment 
in some of the sectors. For agriculture, we have remained positive as future supply of 
major grains may be impacted from low prices. For industrial metals, we have kept our 
positive view as the outlook on the supply side is more constructive, with most sectors 
likely to move into deficit next year. On the demand side, industrial metals could remain 
supported with the recovery in global growth and stability in the Chinese economy.  
During the quarter, we upgraded the energy sector to a positive as the meaningful 
rebalancing in inventories could result in the term structure of the oil curve moving into 
backwardation. For precious metals, we have remained neutral as gold remains 
vulnerable to an environment of higher real rates and a stronger USD. However, gold is 
a diversifier in the portfolio and a hedge against the political risks this year. 

Table 1: Asset allocation grid – summary 

Equity + Bonds -   Alternatives + Cash 0 

Region  Region  Sector  Sector    

US 0 US Treasury - Government - UK property 

EU property 

- 

+ 

  

Europe ex UK + UK Gilts - Index-Linked 0 Commodities +   

UK 0 Eurozone Bunds - - (-) Investment 
Grade Corporate 

- Gold 0   

Pacific ex 
Japan 

0 Emerging 
market debt  

(USD) 

0 High yield 0     

Japan 0 (+) Emerging 
market debt 

(local currency) 

+ (++)       

Emerging 
Markets 

+ (0)         

Key: +/- market expected to outperform/underperform (maximum ++ to minimum- -) 0 indicates a neutral position. The above asset allocation is for 
illustrative purposes only. Actual client portfolios will vary according to mandate, benchmark, risk profile and the availability and riskiness of individual 
asset classes in different regions. For alternatives, due to the illiquid nature of the asset class, there will be limitations in implementing these views in 
client portfolios. Last quarter’s GMP positioning in brackets. Source: Schroders, April 2017. 
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Regional equity views  

Key points 

+  Equities  

0 US We remain neutral on US equities as the high-quality nature of the market makes it attractive to 
hold despite richer valuations compared to the rest of the world. While the normalisation of 
monetary policy by the Fed will put a squeeze on corporate profit margins, the central bank 
appears to be gradually hiking interest rates. Against this backdrop, the US dollar has softened 
and bond yields have fallen, thus limiting the tightening of financial conditions by the Fed.  
Meanwhile, there is still the prospect of US fiscal expansion such as corporate tax cuts, which is 
likely to provide a substantial boost to corporate earnings. However, compared to last quarter, 
investors have reassessed their expectations on the ability of the new administration to push 
through these policies.    

0  UK Despite an upward revision to our UK growth forecast for this year, a slowdown is still expected 
driven by weaker business investment and higher inflation hitting consumer spending both 
consequences of Brexit. The BoE is expected to look through the rise in inflation and keep rates 
unchanged. 
Importantly, we believe that the revenues of UK multinationals boosted from sterling weakness 
have faded with the currency likely to remain stable. If the GBP was to fall significantly, this will 
signal that the market is expecting a more unfavourable outcome from the Brexit negotiations, 
which will be particularly negative for the more domestic-exposed stocks. 

+  Europe  
ex UK 

The strengthening in the Eurozone economy has led analysts to revise up their earning 
expectations of this market. While European political risks have been important drivers of 
recent performance, we believe that these concerns have been priced in by the market and 
should recede over the course of the year. 
Meanwhile, there is the risk that better growth prospects in the Eurozone could put upward 
pressure on the currency, which is likely to be a drag on European equity performance. 
However, we expect investors to look through this and own European risk as the region offers 
exposure to the reflation theme but with better value compared to other markets. 

0 (+)   Japan According to our cyclical indicators, Japan appears to be recovering at a faster pace compared 
to elsewhere. We also expect the economy to receive a lift to growth this year from the fiscal 
stimulus, which should be supportive of top-line earnings growth.  
However, the outperformance of Japanese equities has been driven primarily by the weakness 
in the yen. In an environment where the currency is broadly steady, the market could stay 
uninspired. This region is also most exposed to disappointments in the US reflation theme. 
Hence, we have downgraded Japanese equities to neutral. 

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

We are neutral on Australia, Hong Kong and Singapore. While the Australian market offers a 
high dividend yield, the index is vulnerable to headwinds in commodity prices as Chinese iron 
ore inventories are at record highs. Meanwhile, earnings momentum behind Singaporean 
equities has improved along with the domestic economy. However, with a central bank 
importing interest rates policy from the US, higher interest costs are not helping non-
performing loans in the beleaguered energy sector.  

+ (0) Emerging Markets Emerging equities continue to offer a valuation discount versus their developed peers. While 
momentum behind the emerging market growth premium is in favour of the developed 
market, the synchronised upturn in global growth and recovery in trade should benefit EM 
particularly the Asian manufacturers. 
Furthermore, we believe that the headwinds from a stronger US dollar have receded, which 
provides an opportunity for EM to outperform. Hence, we have upgraded EM equities to a 
positive. 

Key: +/- market expected to outperform/underperform (maximum ++ minimum - -) 0 indicates a neutral position. 
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Fixed income views 

Key points 

- Bonds  

- Government Bond valuations are still unattractive at current levels with real yields for the key developed 
markets either close to zero or negative. Global growth and inflation have also moved higher 
with the recovery in activity and base effects from commodity prices. We continue to be of the 
view that government bond markets remain vulnerable to shifts in interest rate expectations as 
central banks attempt to normalise policy with rates rises or less accommodative monetary 
conditions.  

Among the bond markets, we are still negative on US Treasuries as the shorter-end of the curve 
remains exposed to further yield adjustments driven by the Fed hiking rates this year. In 
particular, short positioning on this market has been trimmed given concerns over the ability of 
Trump’s administration to implement fiscal reflation. 

Similarly, we have retained an underweight positioning in UK Gilts. The BoE is likely to remain 
on hold with regards to interest rates and QE given the less negative outlook on the economy. 
At the same time, there is the risk that longer-term inflation expectations could accelerate given 
the depreciation in the GBP, although the central bank is likely to look through the rise in the 
headline rate. 

Meanwhile, we have downgraded German Bunds to double negative given that yields at the 
long-end are vulnerable to more hawkish rhetoric from the ECB and receding in political risks. 
At the same time, valuations are stretched when compared to other developed sovereign debt 
markets. On JGBs, we have kept our neutral positioning as the BoJ is expected to keep rates on 
hold and yields at the long-end well-anchored. 

- Investment Grade (IG) 
Corporate 

We remain negative on US IG bonds given uncompelling valuations and deteriorating 
fundamentals, which are exposed to greater sensitivity to higher rate expectations. Leverage 
also continues to rise and interest coverage has been falling. 

European IG spreads are highly correlated with the US such that we are also negative on this 
segment, although to a lesser degree. This is because valuations are more attractive compared 
to the US and European corporates are less advanced in the re-leveraging cycle.  

0  High yield (HY) US high yield should continue to benefit from the supportive macro backdrop, but valuations 
have been eroded further as spreads have tightened. Furthermore, fundamentals are pointing 
towards a late cycle with an elevated leverage ratio and strong M&A activity. However, there is 
still good debt affordability underpinned by a recovery in earnings. Overall, we are neutral, as 
HY offers less rates sensitivity with a higher carry cushion.  

On European HY, we remain neutral. Europe is in an earlier stage of the credit cycle compared 
to the US, and fundamentals are in a more favourable position such as share buybacks are at 
the lowest level in more than a decade. Nonetheless, valuations appear to be unattractive at 
current levels. 

0   EMD USD-denominated We remain neutral on emerging market debt bonds denominated in USD as valuations have 
continued to turn less compelling with spreads trading within fair value range based on a 10-
year comparison. Instead, we prefer harvesting the carry in EMD local currency bonds given 
more attractive valuations. However, we have trimmed positioning to a single positive in 
recognition of the strong compression in these spreads in recent months. 

+(++) EMD local currency-
denominated 

0  Index-linked Inflation expectations could remain supported by base effects from the oil price along with the 
potential for a rise in wages. However, the valuation support for break-even inflation rates has 
continued to narrow following a significant improvement in sentiment.  

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

Key points 

+ Alternatives  

+  Commodities We have retained our overweight positioning on commodities given the synchronised 
improvement in global growth and there is evidence of a meaningful supply adjustment in 
some of the sectors after a prolonged period of weak prices. There has also been a reduction in 
the drag on returns from the negative carry in certain commodity segments.  

On agriculture, consumption growth has been strong but prices continue to reflect high levels 
of global stocks. We expect supply to gradually reduce this year, as a result of prices falling 
below production costs and farmers coming under increasing financial pressure from low 
prices. Overall, we are still positive on the sector. 

We remain positive on industrial metals as the outlook on the supply side is more constructive, 
with most sectors likely to move into deficit next year. On the demand side, industrial metals 
could remain supported with the recovery in global growth and stability in the Chinese 
economy particularly until the 19th National Party Congress in the Autumn. However, we are 
cognisant of the downside risks particularly if there is a reversal of Chinese demand and further 
disappointments from Trump’s policies. 

During the quarter, we upgraded the energy sector to a positive as the meaningful rebalancing 
in inventories could result in the term structure of the oil curve moving into backwardation. 
Action by the OPEC members to cut production should support the rebalancing in inventories 
over the first half of the year.   

On precious metals, we have retained our neutral stance as gold remains vulnerable to an 
environment of higher real rates and a stronger USD. However, gold is a diversifier in the 
portfolio and a hedge against the political risks this year. In addition, further US fiscal stimulus 
at this stage of the cycle could potentially be more inflationary than growth friendly. 

- UK Property In the occupier market, gross take-up in the central London office market fell by 20% last year 
and indications for Q1 2017 suggest that demand has remained relatively weak. Given the 
uncertainty over passporting rights for financial services, we assume that employment in 
central London will fall over the coming years leading to declining office rents. Outside of 
London, we expect that rents will be stable through 2017 to 2018. Occupiers are generally less 
reliant on international business while the government’s plan to consolidate the civil service 
outside of London will provide further support to major cities.  

The CBRE all property initial yields have been steady at 5.1% since last July last year with the 
gap relative to 10-year Gilt yields large enough to absorb an increase in long dated gilt yields 
even to 2%. However, investors will also be influenced by the Brexit negotiations and there is an 
obvious risk that sentiment could weaken, and yields rise, if the talks between London and 
Brussels get off to a difficult start. If this were the case, secondary assets would be more likely 
to be adversely affected.   

+ European Property In the investment market, strong competition between domestic and foreign investors last year 
has meant that prime office yields in many major cities fell to around 3%, half a percent lower 
than in mid-2007. While the market is looking expensive, prime yields are 2 to 3% above 10-year 
government bond yields, whereas in 2007 they were 0 to 1% below. Investors have not bought 
indiscriminately as the gap between prime and secondary office yields is 1.25% versus 0.3% in 
20071. These differences are mainly due to gearing being significantly lower whereas previously 
banks could syndicate loans on the commercial mortgage-backed securities. 

We forecast total returns of 5 to 7% per annum on average for investment grade European real 
estate between end-2016 and end-2020, assuming the Eurozone continues to grow. The 
bedrock will be an income return of 4.5%, while capital values will be driven primarily by a 
steady increase in rents.  

Note: Property views based on comments from the Schroders Real Estate Research team. 
Key: +/- market expected to outperform/underperform (maximum ++ minimum - -) 0 indicates a neutral position. 

                                                                    
1Source: CBRE 
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Economic views 
World economic recovery faces inflation headwind 

Strong momentum from the end of last year is carrying over into 2017 in the US, Europe 
and Japan. Growth is also firming in the BRIC economies with China upgraded to 6.6% 
and our global growth forecast has been nudged higher for 2017 to 2.9% (previously 
2.8%). For 2018 the growth forecast is unchanged at 3% as modest improvements in the 
BRICs, Japan and the UK are offset by a downgrade to the US, where we have scaled 
back our expectations for fiscal expansion.  

The revival in global activity in the second half of last year was largely driven by a 
combination of stronger consumer spending and an inventory cycle. Going forward we 
expect these factors will fade. In the US, the inventory building cycle which has been 
helpful to manufacturing and trade will probably persist in Q1, but thereafter 
inventories are likely to be in better balance with output, resulting in slower growth. On 
the consumer side, rising inflation is eroding real incomes and reducing spending. 
While we expect a gradual increase in wage inflation over the forecast period, this is not 
enough to prevent a slowdown in real income growth later in the year. 

Over in the emerging world, we continue to expect as much stimulus (largely fiscal) by 
the Chinese authorities as is needed to keep growth on target and provide President Xi 
with the political capital he needs heading into the 19th National Party Congress. In 
contrast, the growth outlook on India has been trimmed as we are seeing some 
negative impact from the demonetisation policy enacted last year. In comparison, the 
stronger profile for the US and higher commodity prices helps support growth in Brazil 
and Russia. 

Meanwhile, inflation is rising and we have revised up our global forecast for 2017 to 
2.7% (previously 2.4%) following 2% in 2016. The driver is the base effects from 
commodity prices which are feeding through into producer and consumer prices. In 
2018, oil prices are expected to stabilise, with the result that inflation moderates to 
2.3%. Hence the increase in inflation is not sustained. The exception to this is in the US 
where we see core inflation rising throughout the forecast period. 

In terms of monetary policy, we continue to expect the theme of divergent monetary 
policy to play out with the Fed expected to raise rates to 1.50% by the end of 2017. US 
rates are then expected to reach 2.25% by the year-end of 2018. However, interest rates 
elsewhere are expected to remain on hold reflecting the earlier stage of the cycle in 
Europe and Asia. We expect the ECB will continue quantitative easing over the forecast 
period but will begin to taper again in 2018. The BoJ is expected to keep rates on hold, 
but maintain qualitative and quantitative easing (QQE) to keep the 10-year JGB yield 
close to zero. In China interest rates are expected to fall further, but by less than 
previously expected in 2017 following recent moves by the central bank. 

Chart 1: Global growth and forecast for 2017 and 2018 

 
Source: Thomson Datastream, Schroders Economics Group. 22 February 2017. 
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Macro risks: Scenario analysis 

Full details of the scenarios can be found on page 12. The risks to our base case are 
skewed towards a more stagflationary outcome versus the baseline.  

We have review and updated our scenarios. Three scenarios relate to potential policies 
from President Trump. Two are triggered by an increase in tariffs by the US on China of 
the order of 10%. In the first scenario, “Rising protectionism,” China responds by 
devaluating the renminbi (RMB) by 10%, which in turn causes Japan to weaken the yen 
by an equivalent amount through increased QQE. Shortly afterwards the ECB follows by 
stepping up its own QE programme and weakening the euro. Hence this scenario 
combines trade protection with currency wars. The result is stagflation for the world 
economy as higher tariffs push up prices and weaker trade slows growth. Financial 
market volatility is likely to rise, thus undermining activity further through negative 
wealth effects and an increase in the cost of capital.  

The second scenario assumes a different reaction to the imposition of tariffs with 
“China dumping US Treasuries." To some extent this has already been happening as 
China has been running down its foreign exchange reserves and considerable Treasury 
holdings so as to stabilise the RMB in the face of capital outflows. These have fallen 
from over 12% of the market in 2011 to less than 8% at the end of last year. This 
scenario assumes that China accelerates sales with the result that US Treasury yields 
rise significantly, thus tightening financial conditions and tipping the US into recession. 
Such a scenario is deflationary as, after an initial increase in inflation from tariffs, the 
downturn in the US results in lower growth and inflation in the rest of the world. 
Monetary policy would be eased with the Fed expected to cut the Fed funds rate. 

The third scenario is “US fiscal reflation” where President Trump succeeds in pushing a 
significant or “phenomenal” stimulus package through Congress (3% GDP compared 
with 1% in the baseline). This boosts economic activity in the US with spillover effects to 
the rest of the world. Commodity prices rise and labour markets tighten with the result 
that inflation rises. The Fed hikes rates to 3% by end 2018 as US GDP growth hits 4%.   

This scenario was in place last quarter, as was our “Le Pen breaks Europe” scenario 
where the leader of the Front National is elected president of France. For good 
measure, we assume that this is followed by the election of Beppe Grillo’s Five Star 
Movement in Italy. Thus the euro faces the loss of two of its key constituents with 
severe repercussions in bond markets where spreads on French, Italian and other 
peripheral bonds blow out. Europe falls into recession with deflationary implications for 
the rest of the world. Such pressures are likely to be increased by a massive 
appreciation of the dollar as capital departs the euro area.  

We have two new scenarios. “Old normal” refers to a world where global growth picks 
up pace to around 3% as a result of the improvement in near term momentum 
becoming self sustaining as animal spirits rise and/or fiscal policy kicks in. However, 
rather than a rise in inflation, productivity improvements mean that price stability is 
maintained. The trade-off between growth and inflation returns to pre-financial crisis 
levels. Central banks respond by raising interest rates in recognition of a higher 
equilibrium real rate. In terms of our classification we would label this as a productivity 
boost scenario.  

The second new scenario is one where the “OPEC deal breaks down” as tensions 
between Saudi Arabia, Iran and Russia cause production quotas to fail, resulting in the 
oil price to dropping to $30/barrel. After an initial period of weakness as oil producers 
cut back, global growth revives via stronger consumer spending. The net effect is 
similar to a productivity boost with growth stronger and inflation lower. The “Russian 
rumble” scenario is effectively the opposite of this with aggression in Ukraine resulting 
in increased sanctions and higher oil prices as Russia cuts oil supply to the west. 
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Chart 2: Scenario analysis – global growth and inflation impact 

 
Source: Schroders Economics Group, 22 February 2017. 

 

Chart 2 summarises the impact each scenario has on global growth and inflation 
relative to the baseline. Having been through a long period where the risks were 
skewed toward deflation and stagflation we now have a much broader spread of 
outcomes reflecting the introduction of two productivity boosting scenarios and 
removal of the secular stagnation scenario. The latter has not disappeared as a risk but 
has diminished in probability. Overall, the risks are now more evenly balanced although 
are still slightly skewed toward more stagflationary outcomes with rising protectionism 
being the highest risk individual scenario (chart 3). 

Chart 3: Scenario probabilities (mutually exclusive) 

 
Source: Schroders Economics Group, 22 February 2017. 
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Table 2: Scenario summary 

Scenario Summary Macro impact 

1. Rising 
protectionism  

This scenario combines trade and currency wars 
together with the former prompting a series of 
devaluations as countries try to offset the effects of 
tariffs on their exports. We assume that higher tariffs 
prompts China to be the first to devalue (10%) towards 
the end of the year. Japan responds by devaluing the JPY 
an equivalent amount via increased QQE. The ECB then 
responds by stepping up QE and pushing the EUR down 
by 10% in 2018. The currency wars restart unnerves 
financial markets who see it as a symptom of a 
chronically weak world economy. Weaker equity markets 
then have a further knock on effect to activity through 
negative wealth effects, slower consumption and weaker 
investment as growth expectations decline. 

Stagflationary: The impact on the world economy is 
stagflationary with tariffs pushing up inflation and 
cutting consumer spending power. The subsequent 
currency moves confer no lasting benefit with those who 
devalue only gaining a temporary advantage. However, 
the USD does strengthen as a result of each devaluation, 
thus putting deflationary pressure back on the US such 
that the Fed only hikes once in 2018. There is also a 
general deflationary effect on activity from heightened 
financial market volatility. 

2. US fiscal reflation President Trump is true to his word and succeeds in 
pushing a massive stimulus package through Congress 
(3% GDP versus 1% in the baseline). Global growth 
accelerates to 3.7% in 2018 with the US growing at just 
over 4%. Demand spills over and boosts growth in the 
rest of the world whilst an increase in animal spirits 
further boosts activity through stronger capex. 
However, higher commodity prices (oil heading toward 
$70 per barrel) and tighter labour markets push global 
inflation up to nearly 3% in 2018. US Fed funds reaches 
3.25% by the end of 2018, 100 basis points higher than 
in the baseline.  

Reflationary: Central banks respond to the increase in 
inflation with the fastest response coming from the US, 
which is more advanced in the cycle. The Fed raises 
rates to 3.25% by end-2018 and starts to actively unwind 
QE by reducing its balance sheet. Although there is little 
slack in Japan, higher wage and price inflation is 
welcomed as the economy approaches its 2% inflation 
target. This is likely to lead the BoJ to signal a tapering of 
QQE, with modest increases in interest rates. Fed action 
and inflation concerns result in tighter monetary policy 
in EM compared to the baseline. The ECB also starts to 
unwind QE and raises rates. 

3. Old normal  The pick up in global activity is sustained through 2017 
and gathers pace in 2018 with global growth exceeding 
3% in both years. However, rather than a sustained rise 
in inflation, productivity improvements mean that price 
stability is maintained. The trade off between growth 
and inflation improves and is closer to that achieved 
before the GFC than since. 

Productivity boost: Higher growth but lower inflation 
characterises makes this a productivity boost scenario. 
Central banks respond by increasing interest rates in 
recognition of the fact that equilibrium real rates have 
risen in line with the gain in productivity growth. The 
scenario is characterised by higher growth and higher 
real rates, the "old" normal. 

4. China dumps 
Treasuries 

In response to the imposition of tariffs by the US, China 
decides to sell a significant portion of Treasury bonds 
held in their FX reserves. Bond yields rise significantly, 
tightening monetary conditions and tipping the US 
economy into recession in 2017 Q2 and Q3. Corporate 
confidence and the equity market are badly hit, resulting 
in widespread retrenchment. Weaker demand from the 
US hits global activity. 

Deflationary: After an initial increase in inflation from 
higher tariffs this scenario results in weaker global 
growth and inflation compared to baseline as the fall in 
US demand hits activity around the world. The fall in 
inflation is given added impetus by a drop in commodity 
prices, which then adds to pressure on energy and 
mining companies and producers. The Fed cuts rates in 
response to the recession and by the end of the period 
policy rates are generally lower around the world with 
all the major central banks cutting rates further. 

5. OPEC deal breaks 
down 

After some success in boosting world oil prices by 
cutting supply, some smaller OPEC members start to 
cheat and expand production once again. Outraged by 
this, and by the growing hostilities from the US, Israel 
and Saudi Arabia, Iran decides to break from the OPEC 
agreement, followed by Russia. Saudi also decides to 
expand production, causing the price of Brent Crude oil 
to plummet to $30 per barrel, where it remains. 

Productivity boost: The fall in oil prices boosts the 
disposable income of households and most businesses 
across the world, although energy producing countries 
suffer greatly. In the US, as investment in energy has 
fallen sharply in recent years, the impact on the energy 
sector is smaller than the 2015/16 episode. However, 
households receive a similar benefit with the usual lags. 
Overall, stronger GDP growth, but lower inflation. 

6. Russian rumble Russia invades the rest of Ukraine. The west retaliates by 
significantly increasing sanctions and Russia cuts gas 
and oil supplies to Europe. 

Stagflationary: Europe is hit by the disruption to energy 
supply resulting in a fall in output as alternative sources 
are put in place. Higher oil prices hit global inflation and 
the breakdown of relations between Russia and the west 
creates significant volatility in financial markets. The Fed 
only hikes once more in this scenario as risk aversion 
rises and the USD strengthens. 

7. Len Pen breaks 
Europe 

The UK’s decision to leave the EU galvanises anti-EU 
support across Europe. Large and widespread protests 
follow as anti-establishment parties gain momentum. 
France, the cornerstone of the project elects Marie Le 
Pen as President who then holds and wins a “Frexit” 
referendum in Q4 2017. France begins to negotiate its 
withdrawal, but does not actually leave in 2018.  The 
future of the euro and EU are cast into doubt. 

Lower growth vs. baseline: The EUR comes under 
great pressure as investors fear the break-up of the EU. 
Bond spreads blow out and business confidence 
collapses. Monetary policy is loosened further in Europe, 
and with currency depreciation, inflation is higher 
versus the baseline. However, this is ultimately a 
deflationary shock for the world economy as a result of 
weaker demand from Europe. 

Source: Schroders Economics Group, 22 February 2017. 
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Global strategy: Is populism good for markets? 
After an initial sell-off, markets rallied following the Brexit vote and took another 
step higher on the election of Donald Trump as US president. We ask if this can 
continue, where the next surprises are, and, ultimately, if populist election 
victories are good for markets?  

Despite being at war with the media, President Donald Trump remains in favour on Wall 
Street. The US equity market has returned just over 10% since the election on 8th 
November, outperforming the other major equity indices as well as cash, bonds and 
gold. Meanwhile, the UK equity market remains robust despite the government’s recent 
decision to trigger Article 50 and set in motion the exit from the European Union (EU). 
The fall in sterling clearly helped here, although more recently the rally has continued 
even as the pound has stabilised. On the face of it, last year’s populist victories have 
been good for equity markets (chart 4). 

Chart 4: US and UK equity markets rally on Brexit and Trump victory 

 
Source: Thomson Datastream, Schroders Economics Group, 23 March 2017. 

Rally drivers 

Disentangling the drivers of financial markets is never straightforward. Of late, the 
focus has been on politics, but we would note that the conditions for a rally were 
already falling into place last summer.  

After a torrid start to 2016, markets stabilised after the Federal Reserve (Fed) backed 
away from a more aggressive tightening path (four rate hikes) and China clarified its 
exchange rate policy. The more dovish tone from the Fed was particularly important in 
supporting expectations of continuing liquidity for markets. Thereafter, evidence of a 
recovery in global activity, such as the rise in purchasing managers indices (PMI’s) and a 
run of upside growth surprises, then drove equity markets and bond yields higher 
(chart 5 on next page).  

By the end of the summer, a synchronised global recovery was beginning to build, 
helping boost corporate earnings forecasts and cyclical stocks. The financial sector also 
began to perform as the yield curve steepened and investors anticipated higher interest 
rates. 
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Chart 5: Market led higher by positive growth surprises 

 
Source: Thomson Datastream, Schroders Economics Group, 23 March 2017. 

 

So, the wider backdrop played a role. Nonetheless, many expected a vote for Brexit or 
Trump’s election to derail the upswing in economies and markets. Both the US and UK 
defied the naysayers, who expected economic weakness in the wake of last year’s 
populist victories. Neither event brought about the recession some had feared. Some 
saw this as a failure by the economics profession and Andrew Haldane, chief economist 
at the Bank of England, spoke of a “crisis” in economic forecasting. 

Part of understanding the market reaction is therefore to understand why economic 
growth has continued and whether we can expect more upside surprises. 

UK consumer resilience 

Clearly, there was a misreading of the public mood in the UK by economic forecasters 
who expected a vote to leave the EU to trigger sharp cutbacks in spending. This view 
missed the fact that in a democratic vote, the majority are likely to welcome the 
outcome rather than to start cutting back on their spending. Economists need to be 
wary during elections of extrapolating their own expectations onto the public.  

Nonetheless, high levels of uncertainty are normally a drag on growth, so why was it 
different this time? The BoE’s Kristin Forbes noted two reasons why the high level of 
uncertainty did not hit the economy as badly as expected2.  

First, some of the factors driving up uncertainty indices – such as heightened media 
attention and a wider dispersion in GDP growth forecasts – tended to have smaller 
effects on the broader economy than other measures.  

Second, heightened uncertainty usually occurs alongside tighter credit conditions. 
However, UK credit conditions did not tighten sharply in the wake of the Brexit vote (an 
outcome no doubt helped by the BoE’s decision to cut rates in August). Forbes notes 
that, “As a result, one of the standard mechanisms by which uncertainty traditionally 
slows growth may be less important today”.  

The loosening of monetary conditions after the Brexit vote, through the fall in the 
pound and cut in interest rates, helped to support the economy and UK equity market. 

However, whilst this ties-in with the upside surprise in consumer spending and overall 
GDP growth, corporate spending in the UK did fall in the second half of last year (chart 6 
on next page). So it looks like business sector expectations – and activity – did respond 
as many economists predicted.   

                                                                    
2Uncertainty about uncertainty”, Kristin Forbes, Bank of England, 23 November 2016. 
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Chart 6: Mixed reaction, UK consumer strengthens as capex weakens 

 
Source: Thomson Datastream, Schroders Economics Group, 23 March 2017. 
 

In terms of the outlook for the UK, this very much depends on the Brexit negotiations. 
The pressure on the UK to do a deal is likely to intensify as the government seeks to 
deliver on Brexit before the general election in 2020. There will also be frustration at 
not being able to take advantage of the trade opportunities outside the EU; Free Trade 
agreements (FTA’s) cannot be signed whilst the UK is in the EU customs union. Such 
factors increase the probability of a “hard” Brexit as trade deals of this type typically 
take several years and are unlikely to be delivered within the two years allocated. The 
recent Canada-EU deal took just over six years, for example. 

It is this uncertainty over future trade relationships that will have the greater impact on 
the UK as it is likely to further undermine investment spending by the corporate sector. 
While not the hit to the economy that many expected, Brexit is still likely to have a 
corrosive effect on investment and economic performance. Alongside reduced 
migration, this will undermine the supply potential of the UK economy, thus damaging 
the medium-term trade-off between growth and inflation. 

Return of “animal spirits” in the US  

The situation in the US is less ambiguous: Donald Trump may not have won the popular 
vote, but business and consumer sentiment has soared since the election (chart 7a). 
The reaction ran counter to expectations before the vote, when economists feared that 
uncertainty over Trump’s policies would result in a slowdown in capex similar to that in 
the UK. Instead, CEO confidence has picked up, a leading indicator of stronger capex 
(chart 7b). It looks as though Trump’s victory has brought back animal spirits. 

Charts 7a and 7b: Confidence soars in the US, capex turning higher 

 
Source: Thomson Datastream, Schroders Economics Group. 23 March 2017. 
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The rise in equity markets and bond yields reflects expectations of stronger growth 
driven by President Trump’s deregulation agenda and his plans for fiscal expansion 
through tax cuts and infrastructure spending. Consequently, the outlook depends on 
his ability to deliver change and for that change to boost activity.  

In terms of delivery, the new president is already learning about the challenges of 
dealing with Congress. The recent healthcare bill was seen as a key test of his ability to 
get legislation through the system, but ultimately failed. As a consequence the path for 
other measures – such as tax cuts – may be more difficult 

The president will still have to reconcile plans to expand fiscal policy with the deficit 
cutting hawks in Congress. The focus has moved away from the Border Adjustment Tax, 
but the plan is still active. Meanwhile, the president has proposed an outline budget 
and it is now over to Congress to develop its own budget plan; supposed to be passed 
by mid-April. This could take months to resolve, with clarification on the stance of fiscal 
policy not clear until much later in the summer. 

Late cycle economy poses inflation risk 

So far then, equity markets have been robust under the new US administration. 
Investors have focussed on the potential benefits of deregulation and fiscal stimulus. 
The lack of any follow-through on protectionism will have also come as a relief. 
Deregulation will create opportunities, particularly in banking and the energy sector, 
but we would be concerned that a significant fiscal boost will push inflation higher.  

President Trump has promised to create 25 million jobs, but this seems at odds with the 
March employment report that puts unemployment at 7.5m or 4.7% of the workforce. It 
is possible that this understates the available labour supply, but even if we make 
adjustments for part-time and discouraged workers, there are just under 15 million 
people looking for work (chart 8). Even this figure is an over-estimate of available 
capacity, as the unemployment rate rarely falls below 3% and has never fallen to zero in 
the US. 

Chart 8: Finding 25 million workers in the US will be difficult 

 
Source: Thomson Datastream, Schroder Economics Group, 27 March 2017. 

 

In short, the US is late cycle, with the economy close to full employment such that 
supply would struggle to meet the increase in demand triggered by tax cuts or an 
increase in infrastructure spending. The likely outcome would be an increase in wages 
and inflation with little benefit to growth. Investors need to be mindful of the prospect 
for higher inflation and interest rates.  

Our analysis of financial markets and economic cycles finds that such a stagflationary 
mix – when inflation is rising as growth slows – often heralds a difficult period for 
investors. Corporate earnings suffer and central banks seek to protect their inflation 
goals by tightening policy. Bond yields rise and equity markets de-rate, inflicting losses 
on investors.  
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There are other supports for markets beyond stimulus spending such as the prospect 
of corporate cash being repatriated from overseas as a result of proposed tax changes. 
However, the broader macro concerns are magnified when we consider the rating of 
the US equity market today. 

Markets are clearly putting a lot of faith in President Trump’s ability to deliver on his 
promises. Although valuation is not a good guide to near term performance, it does 
become a factor on longer time horizons. From our analysis, the US is trading well 
above normalised valuations for Price Earnings (historic, expected and cyclically 
adjusted PE known as CAPE) and on price-to-book (PB). Easy money and low bond yields 
play a significant role in sustaining these valuations, so higher inflation which threatens 
to change Fed policy and raise bond yields will be critical to the market outlook.  

Table 3: On valuation metrics, the US looks stretched 

Relative valuation metrics - 10-year z-scores 

  PE CAPE Forward 
PE PB Average 

Japan -0.32 -0.11 -0.13 0.37 -0.05 

EM 0.56 -0.76 1.15 -0.19 0.19 

Italy  1.00 0.45 0.91 0.02 0.59 

Eurostoxx 0.70 n/a 1.52 0.56 0.93 

UK 2.25 0.65 1.07 -0.06 0.98 

France 1.11 1.27 1.27 0.27 0.98 

Germany 0.37 1.32 1.42 1.03 1.04 

US  1.96 1.40 2.07 1.86 1.82 

Note: 9-year CAPE for EM, 5-year forward PE for Italy. PE: price earnings ratio, CAPE: cyclically 
adjusted PE, Forward PE: price earnings based on 12 month earnings forecast, PB: price to book. 
Japan based on TOPIX, EM on MSCI Emerging Markets, Italy on FTSEMIB, UK on FTSE 100, France on 
CAC, Germany on DAX and US on S&P 500. Source: Schroders Economics Group, 23 March 2017. 

Populism and the markets 

As can be seen from the above, it is not easy to make generalisations about the 
“populist threat”. Circumstances vary, and each country has its own set of checks and 
balances, as Donald Trump is finding. Indeed, in many ways the UK prime minister is 
more powerful than the president of the US; being able to push her agenda by having 
greater sway over Parliament.    

Common themes: the globalisation backlash 

Recent analysis of 22 countries finds several common themes amongst what might be 
called populist parties3. These are the demand for the return of sovereignty, restrictions 
on immigration and barriers to trade. Such factors could be summed up as being “anti-
globalisation” with many of those who support populist parties seeing themselves as 
losers from the rapid increase in free trade and labour mobility (immigration) of the 
past 30 years.  

Certainly that period has coincided with the stagnation of real wages, which underpins 
dissatisfaction with the economic status quo, the search for alternatives to the 
mainstream parties and the collapse of votes for the centre. Globalisation has played a 
part in this, with income gains being skewed toward the less developed emerging 
economies whilst the more advanced economies have struggled. 

                                                                    
3The politics of rage, Barclays equity-gilt study 2017. 
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Of course, the causes of stagnant real income growth are more complex, with several 
factors playing a role. For example, automation has been significant in displacing 
workers. However, in the absence of a second Luddite rebellion the focus today is on 
the ills of trade and immigration. Donald Trump in particular has played on this in the 
US by highlighting the jobs that have been exported. The focus on globalisation also 
provides an opportunity for the populists to characterise the losers as ordinary people 
whilst the winners are portrayed as a narrow self-serving elite4.   

From an economic perspective the slowdown in real wage growth is reflected in the 
deceleration in productivity growth (see chart 9). The causes of this have been a puzzle 
to economists, but it does suggest that workers displaced from high productivity jobs 
(in industry for example) have not been able to find equivalent high productivity-high 
paying jobs elsewhere. We look at one explanation whether the US has become less 
dynamic, below (see page 31). 

Chart 9: The US and UK productivity slowdown 

 
Source: Thomson Datastream, Schroders Economics Group, 23 March 2017. 
 

Indeed, both the US and UK economies have been characterised as good at creating 
jobs, but not good at creating well paid, secure jobs. This helps explain why at a time of 
low unemployment so many are dissatisfied with the economy. Those on zero hours 
contracts in the UK for example. In some respects, the rise of populism is a reaction to 
the low-wage, flexible labour market.   

A populist world economy: fragmented and more inflation prone 

What might we expect from a world economy run by populists? How might markets 
react? One way of looking at this is to think of populism as a reversal of globalisation. 
Envisage a world economy with far more restrictions on trade and labour mobility.  

In such a world, we would expect global trade and growth to be weaker as barriers cut 
off opportunities. Rather than reaping the benefits brought by specialisation and 
economies of scale, industries would shrink back to their domestic economies. 
Productivity, which has benefitted from the opening up of competition, would slow 
even further.  

The inflation safety valve 

Another way of seeing how growth would be limited would be to consider the role of 
trade and immigration in acting as a safety valve when economies threaten to overheat. 
The UK, for example, would have seen inflation pick-up significantly had it not been for 
the ability to tap into migrant labour and increase imports during periods of booming 
demand. By effectively expanding the capacity of the economy, globalisation has helped 
economies extend their cycles. 

                                                                    
4Michael Kazin, author of “The Populist Persuasion”, describes populism as “a language whose 
speakers conceive of ordinary people as a noble assemblage not bounded narrowly by class, view 
their elite opponents as self-serving and undemocratic, and seek to mobilize the former against the 
latter”. 
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Consequently, we would see a world of shorter cycles, punctuated by rising inflation 
and a more activist central bank. Interest rates would be more volatile. This would make 
for more volatile financial markets, as investors demand a higher risk premium in an 
environment where there is more uncertainty over activity and interest rates.   

The corporate sector would be at the sharp end of this, facing greater challenges in 
sourcing labour and importing inputs. Wage growth is likely to be stronger, putting 
pressure on companies to either accept a squeeze on profit margins, or increase 
productivity. Some see such pressures as a spur to greater productivity as firms look to 
substitute capital for labour, but this must also be seen against the downward pressure 
on productivity from weaker trade and less open economies.   

Some opportunities 

In a more fragmented world economy, we may see more fragmented financial markets. 
In some respects, investors would welcome this if it meant reduced correlations 
between markets, creating the opportunity for more diversification of portfolios. 
Different economic cycles would create significant opportunities in currency and rates 
markets. 

Finally, there would be the more specific opportunities created by government policies 
to protect “strategic” industries. Those lucky enough to be deemed such could enjoy the 
fat profits of protected markets. Whilst not good for productivity, such companies 
would represent opportunities for investors seeking returns in a more difficult macro 
environment. Identification of such opportunities though would be more about who 
you know, than what you know i.e. knowing the politics more than the balance sheet 
and cash flow statement.   

Winners and losers 

Overall though, we would be looking at a more stagflationary environment, where bond 
yields are higher and equity markets trade on lower valuations. Areas dependent on 
international trade such as Asia would be badly affected. This would encompass a large 
swathe of the emerging markets, although those economies that produce commodities 
might be better placed as their exports would remain in demand and may even trade at 
a premium on fears of quotas and loss of access. There could be more opportunities in 
markets as divergence increases, an environment well suited to trading strategies that 
thrive on volatility.  

Challenges in the US and Europe, Asia to champion globalisation 

Coming back to the immediate situation, we can see some of these trends already 
playing out with the US and UK. President Trump’s policies certainly point in the 
direction of stagflation either through increased trade barriers and protectionist 
measures, or through his desire to apply fiscal expansion to an economy that, by most 
measures, is close to full employment. 

Notwithstanding the current boost to inflation from the fall in sterling, the UK also faces 
the prospect of higher inflation in a couple of years’ time when there is a real risk of 
higher tariffs when the economy leaves the single market and customs union, or 
reverts to WTO status as the economy goes over the “cliff” of no deal.  

Such an outlook will pose a challenge to central banks, which may see their 
independence under pressure as they tighten policy to control price rises, stymying 
growth prospects in the process. Such threats to central bank independence would 
unnerve markets. President Trump will need to nominate a new chair of the Fed to 
succeed Janet Yellen in 2018, which will become a key focus later this year. However, the 
choice of chair is less important than measures that might alter the Fed’s targets or its 
independence.  

The more optimistic view is one where firms respond to labour shortages by innovating 
and making greater use of technology. Productivity would respond and growth could 
continue for longer without creating inflation. Such a shift would also create 
opportunities in the technology/robotics industries which help to deliver such change.   

This gives a flavour of what a more populist world might mean for markets, but we still 
need to ask whether such an outlook is realistic. Does living in Brexit Britain mean that 
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we are now extrapolating our own experience to the rest of the world? Certainly Donald 
Trump’s tweets remind us that the US economy has already succumbed to populist 
pressure. However, as we saw in the recent Dutch election, populism, although 
widespread, is not universal. 

Europe: who is a populist? 

The focus now is on Europe, with populist parties running in France, Germany and Italy. 
Opinion polls are no longer trusted after the US presidential election, creating greater 
uncertainty. This is particularly true in France, where the voting margins appear similar 
to the US. We would make the point though that any vote to leave the EU in France or 
Italy has to clear a greater hurdle than in the UK as it would mean leaving the euro with 
all the chaos that such a move would bring. It is difficult to see a populist break-up of 
the Euro as being good for markets, unless the threat brings a major change of 
direction from the EU. 

Meanwhile, mainstream politicians may be learning from the populist playbook. In 
many ways, Macron – the leading contender in the French presidential race – is a 
populist, having set up his own party outside the mainstream. His politics may be more 
centrist, but like other populists, he can present himself as “outside the traditional 
establishment”. There is also the likelihood that the mainstream adopts some of the 
positions of the populists as we have seen in the UK.  

Looking beyond the US and Europe, Asia remains relatively free of populist influence. 
There are moves to revive the Trans Pacific Partnership and Japan remains committed 
to an open economy. China is pushing the regional comprehensive economic 
partnership (RCEP) between 16 nations. Whilst the West may become more 
protectionist, the East, led by communist China, could become the champion of free 
trade.   

Mainstream politicians 
are adopting populist 
methods 
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Long run asset class performance: 30-year return 
forecasts (2017–46) 
Schroders Economics Group produces thirty-year return forecasts, on an annual basis, 
for a range of asset classes. Here we outline the methodology used, which is based on a 
series of building blocks and estimates of risk premia, and surmise the key conclusions 
from our analysis. For the first time, this year we are also publishing a wider range of 
country-specific returns for Asia. 

Cash 

One of the key building blocks for our long-run forecast is our assumption regarding 
the returns on cash, which are almost entirely driven by movements in key policy rates 
(such as the Bank of England base rate, or the Federal Funds rate). 

Table 4: Real cash returns assumption (% per annum) 

  US UK Eurozone Japan 
Deleveraging phase -0.8 -1.9 -1.5 -1.4 
Long-run 0.9 0.3 0.2 0.0 
Overall (2017–46) 0.69 0.01 0.05 -0.65 

Source: Schroders Economics Group, February 2017. 

The methodology we use is a multi-stage approach – in the initial stage we forecast the 
real return on cash to remain negative, as the deleveraging of both private and public 
sector balance sheets in the developed world keeps monetary policy extremely 
accommodative, and negative real rates remain an attractive way of ameliorating the 
debt burden.  

The second stage of our cash forecast is a normalisation in cash rates, before we reach 
the third and final stage, with positive real cash rates. This terminal value of real cash 
returns is based on an historic average, to which we make adjustments to reflect our 
views going forward about the strength of trend growth. This year, we are one step 
further through the deleveraging process, but in Europe and the UK real rates are more 
negative today than a year ago. The overall effect is to leave cash returns little changed, 
with only the US offering a positive return, while Japan continues to offer negative 
returns, though marginally improved compared to our expectations last year. 

Table 5: Real cash forecast returns 

% p.a. Currency Yield 
Nominal 

return Inflation 
Real 

return 
Cash 

     USD USD 2.7 2.7 2.0 0.7 
GBP GBP 2.3 2.3 2.3 0.0 
EUR EUR 1.8 1.8 1.8 0.0 
YEN JPY 0.4 0.4 1.1 -0.6 
AUD AUD 3.1 3.1 2.4 0.7 
HKD HKD 2.7 2.7 2.0 0.7 
SGD SGD 1.6 1.6 1.2 0.4 
G4 cash Local 2.2 2.2 1.9 0.3 

Source: Schroders Economics Group, February 2017. 

For our Asia cash forecasts, we base our projections on the US real cash rate, adjusted 
for working population growth versus the US. We assume that as the proportion of 
working population shrinks, growth in household income per capita slows. Households 
are then assumed to save more to smooth out future expenditure, exerting downward 
pressure on the real cash rate (table 6 on next page). 

 

Craig Botham 
Emerging Markets 
Economist 

Cash returns likely to be 
negative in the near 
term, owing to the 
deleveraging process 
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Table 6: Real cash forecast returns for Asia 

% p.a. Currency Yield 
Nominal 

return Inflation 
Real 

return 
Cash      
TWD TWD 1.9 1.9 1.8 0.1 
KRW KRW 2.3 2.3 2.3 0.0 
CNY CNY 3.0 3.0 2.6 0.4 
INR INR 4.8 4.8 3.8 0.9 
HKD HKD 2.7 2.7 2.0 0.7 
SGD SGD 1.6 1.6 1.2 0.4 
AUD AUD 3.1 3.1 2.4 0.7 

Source: Schroders Economics Group, February 2017. 

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

Inflation 

Our preferred approach is to formulate our views on the real returns of the major asset 
classes and then add our inflation assumptions to give the expected nominal return. 
Our inflation forecasts follow a multi-stage approach, using our forecasts for the first 
two years, Oxford Economics forecasts for the following eight, and our own forecast for 
the final twenty where we assume a terminal rate.  

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

Sovereign bonds 

Our return assumption on sovereign debt builds on the return we have for cash, adding 
a term premium to forecast the returns to longer maturity (10-year) bonds. As with our 
cash methodology, we estimate the maturity premium from historical averages (in this 
case twenty years) and make an adjustment to reflect our own views. Using the 
historical average maturity is a sensible base, as there is a maximum steepness a yield 
curve can reach before the carry and roll becomes too attractive for investors to ignore, 
thus encouraging them to buy long-dated bonds and flatten the curve again. We 
maintain, from last year, a 40% discount to the historic steepness of the yield curve for 
all countries, to reflect the view that yield curves are likely to be flatter going forward 
than they have been since the early 1990s, as a result of loose monetary policy and a 
weak growth outlook. 

Sovereign debt should 
outperform cash, but 
returns still muted 
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Table 7: Cash, sovereign bonds and linkers 

 2017–46 (% p.a.) US UK Eurozone Japan 

3 stage model 0.7 0.0 0.0 -0.6 

Cash real return 0.7 0.0 0.0 -0.6 

Inflation 2.0 2.3 1.8 1.1 

Nominal cash return 2.7 2.3 1.8 0.4 

Bond maturity premium 1.1 0.5 0.7 0.7 

Bond return 3.9 2.8 2.6 1.1 

Inflation insurance 
premium 0.5 1.0 n/a n/a 

Inflation-linked bonds 3.4 1.8 n/a n/a 

Source: Schroders Economics Group, February 2017. 
 

For the UK and US, we also forecast the returns on inflation-linked government debt, by 
applying a discount to the returns on the nominal bonds. It is to be expected that 
inflation-linked bonds offer a lower return than nominal, owing to the insurance they 
offer against rising prices. The reason for the greater yield discount applied to UK 
linkers than US TIPS (Treasury Inflation Protected Securities) is due to technical market 
reasons, related to the relative liquidity of the two markets5 and the structure of the 
market. Note that we are assuming no difference in duration with nominal bonds.  

Table 8: Sovereign bonds and linkers forecast returns 

% p.a. Currency Yield Nominal 
return Inflation Real 

return 

US Treasury 
bond USD 3.9 3.9 2.0 1.8 

UK Gilt GBP 2.8 2.8 2.3 0.5 

Eurozone 
(Germany) EUR 2.6 2.6 1.8 0.7 

JGB JPY 1.1 1.1 1.1 0.0 

Australia AUD 3.4 3.4 2.4 0.9 

Hong Kong HKD 3.9 3.9 2.0 1.8 

Singapore SGD 2.4 2.4 1.2 1.2 

G4 bond Local 3.1 3.1 1.9 1.2 

Inflation linked 
(IL)      

Barclays 7–10 
year IL Gilts GBP 1.8 1.8 2.3 -0.5 

Barclays 7–10 
year TIPS USD 3.4 3.4 2.0 1.3 

Source: Schroders Economics Group, February 2017. 

In line with the cash returns, government bonds have seen limited changes this year. 
Japan enjoyed a marginal upgrade, as did the US, while UK government bonds have 
been revised down 10 basis points (bps). 

                                                                    
5UK linkers make up a bigger share of the total gilt market (roughly 20%) than TIPS do of the 
Treasury market (less than 10%). Thus, relative to their main market, TIPS are less liquid than UK 
linkers, and thus have a price discount (e.g. lower prices, thus higher yield and smaller differential 
between nominal and TIPS yield). 
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Credit and emerging market debt (EMD) 

Our credit returns are forecast using the risk premium or excess return of credit (both 
investment grade and high yield) over sovereign bonds for the respective market. The 
two key drivers of credit’s excess return are the changes in spreads and the expected 
loss through defaults, both of which are closely linked to the economic cycle. For this 
reason, we combine regression analysis of spread changes and default losses with our 
long-run US growth forecast to predict the excess return of US high yield and 
investment grade credit over Treasuries. Using regression analysis again, we use the 
excess returns of US credit to estimate the excess returns of UK and European credit 
over UK gilts and German Bunds respectively.  

Finally, for the first time this year we have produced a forecast for EMD sovereign dollar 
debt. In a similar fashion, we estimate the relationship between US HY and EMD 
spreads and use this to drive the EMD spread projection, whilst also assuming a historic 
ratio holds for EMD defaults and US HY defaults. 

Table 9: Credit – Investment grade and high yield  

2017–46 (% p.a) US IG US HY UK IG Euro IG Euro HY $EMD 
Spread 1.3 4.8 0.7 0.7 4.9 3.4 
Default loss 0.1 3.4 0.1 0.1 3.4 1.5 
Return over 10-
year govt. 1.3 1.4 0.6 0.7 1.5 1.9 

10-year govt. 
return 3.9 3.9 2.8 2.6 2.6 3.9 

Nominal return 5.1 5.3 3.5 3.2 4.0 5.8 
Source: Schroders Economics Group, February 2017. 

This year we have updated our regression analysis to incorporate the post crisis period 
for the first time. As a result of the updated relationship, investment grade returns have 
seen upward revisions in the US and Europe, but are lower in the UK. Changes in bond 
yields will also be partial drivers of these new numbers. High yield credit has seen 
downward revisions in both the US and Europe, but with a larger cut to European HY. 
This reflects a weakening of the relationship between the European and US high yield 
markets since the crisis (a likely consequence of European Central Bank purchases and 
the impact on US HY from the oil price decline), and it may be that the old relationship 
will reassert itself over time, which provides upside risk to the forecast returns for 
speculative European credit. 

Table 10: Credit forecast returns 

% p.a. Currency Yield 
Nominal 

return Inflation 
Real 

return 

Credit 
     

US IG USD 5.1 5.1 2.0 3.0 

US HY USD 5.3 5.3 2.0 3.2 

UK IG GBP 3.5 3.5 2.3 1.1 

Euro IG EUR 3.2 3.2 1.8 1.4 

Euro HY EUR 4.0 4.0 1.8 2.2 

EMD USD 5.8 5.8 3.0 2.7 

Asian Credit (JACI Index) USD 5.0 5.0 2.2 2.8 

Source: Schroders Economics Group, February 2017. 

In Asia, this year we publish forecast returns for Asian credit, based on the JPMorgan 
Asia Credit Market (JACI) index, and also Asian local currency bonds. For Asian credit we 
adopt a similar approach to that taken for European credit, and build a regression of 
Asian HY versus US HY, and Asian IG versus US IG. We then use these two results to 
build a composite forecast for the JACI index, which is a 70:30 split between investment 
grade and high yield credit. The real return of 2.8% compares favourably to European 
and UK credit, but slightly below US returns. 

Methodology changes 
see gap widen between 
US and Euro HY 
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In Asia, this year we publish forecast returns for Asian credit, based on the JPMorgan 
Asia Credit Market (JACI) index, and also Asian local currency bonds. For Asian credit we 
adopt a similar approach to that taken for European credit, and build a regression of 
Asian HY versus US HY, and Asian IG versus US IG. We then use these two results to 
build a composite forecast for the JACI index, which is a 70:30 split between investment 
grade and high yield credit. The real return of 2.8% compares favourably to European 
and UK credit, but slightly below US returns. 

Equities 

Our equity return assumptions use a Gordon’s growth model approach, in which 
returns are generated through the initial dividend yield and the growth rate of 
dividends (via earnings growth). We make explicit productivity forecasts, using historical 
averages and our own outlook. For example, emerging market (EM) productivity growth 
is assumed to be lower in the future as the scope for technological “catch up” recedes. 
We have made a slight change this year in the way we calculate productivity growth, 
switching from GDP per capita growth to GDP per “working capita” growth (i.e. growth 
in GDP/working age population, rather than GDP/total population). This has led to some 
significant changes in Asia. 

This forecast for productivity is the basis for our earnings and dividend growth 
assumptions, though we make adjustments for areas where earnings and trend 
productivity have not tended to grow in line. This is the case in the emerging markets, 
where productivity gains have historically not translated fully into earnings growth, 
hence we scale earnings growth downwards, and Europe, where earnings growth has 
tended to exceed productivity growth (hence an upward scaling). 

Equity return forecasts have received nearly universal downgrades this year, with the 
exception of Switzerland and European ex UK equities. The biggest downward revision 
comes in Singapore, a result of greatly reduced productivity forecasts following our 
change in methodology discussed above. Revisions in most markets were modest and 
UK small cap is predicted to be the best performer over 30 years, with a 6.6% real 
return per annum. Second and third place go to emerging market equities and Pacific 
ex Japan. The regional GDP and productivity growth projections continue to give both 
regions an edge over the more mature market rivals. However, as a word of caution, 
volatility tends to be higher in emerging markets, so we would most definitely advise 
against using these numbers to make short-term investment decisions. 

Table 11: Equity forecast returns 

% p.a. Currency Yield Capital 
gain 

Nominal 
return Inflation Real 

return 

Equity markets     

US  USD 2.1 3.5 5.7 2.0 3.6 

US small cap USD 2.1 4.9 7.0 2.0 4.9 

Japan JPY 1.9 2.3 4.2 1.1 3.2 

UK GBP 3.4 4.0 7.6 2.3 5.2 

UK small cap GBP 2.8 6.0 9.0 2.3 6.6 

Switzerland CHF 3.2 2.4 5.8 1.2 4.5 

Europe ex.UK EUR 3.0 3.2 6.2 1.7 4.5 

Eurozone EUR 2.9 3.4 6.4 1.8 4.5 

Singapore SGD 3.3 3.1 6.4 1.2 5.1 

Pacific ex 
Japan USD 3.8 4.8 8.8 2.6 6.0 

Emerging 
markets Local 3.0 6.2 9.3 3.0 6.1 

Global (AC) 
Equity 

Local 2.4 3.8 6.3 2.0 4.1 

Source: Schroders Economics Group, February 2017. 

EM should outperform 
most of DM, but UK 
equities look attractive 
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In terms of our Asian equity forecasts, the new additions this year are displayed below. 
The methodology used is the same as we apply to our existing equity forecasts. Here, 
China dominates the return expectations thanks to high productivity growth 
expectations. Asian equities generally are forecast to outperform most developed 
market (DM) equity markets on a 30-year horizon as a consequence of differences in 
productivity growth. 

Table 12: Equity forecast returns – Asia 

% p.a. Currency Yield 
Capital 

gain 
Nominal 

return Inflation 
Real 

return 
Equity markets     
Asia ex Japan USD 3.0 5.3 8.5 2.2 6.2 
Taiwan TWD 3.7 4.4 8.3 1.8 6.4 
Korea KRW 1.7 5.0 6.8 2.3 4.4 
China CNY 4.2 6.5 11.0 2.6 8.2 
India INR 1.5 9.0 10.7 3.8 6.6 
Hong Kong HKD 2.9 5.6 8.7 2.0 6.5 
Australia AUD 3.4 5.2 8.7 2.4 6.1 

Source: Schroders Economics Group, February 2017. 

Accounting for currency moves 

One last innovation this year is to incorporate the impact of currency on asset returns 
(table 13). To do this, we utilise uncovered interest parity theory. Here, an interest rate 
differential implies an offsetting exchange rate movement, such that holding dollars, 
sterling or euros yields the same return. So if sterling cash yields a lower interest rate 
versus the dollar, it must be that sterling is expected to appreciate versus the dollar by 
an amount which makes up the difference. To keep our forecasts internally consistent, 
we use our cash rate forecasts as our interest rates for this purpose (equivalent to 
assuming a one-year hedge is put on and rolled each year for 30 years). Applying this to 
a selection of the assets we forecast returns shown in the table below.  

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

Summary 

Our forecasts suggest that the long-run real returns on cash will be extremely poor, 
with negative returns on offer in Japan. The US and some Asian markets do offer a 
positive return, but even risk-averse investors might shy away from a maximum return 
of 0.7% per annum.  

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

Of the riskier assets, we expect credit, property and equities to outperform sovereign 
bonds, though some credit investors will likely prefer the US market, as IG credit in the 
UK and Europe is set to underperform Treasuries. Equities remain the asset class 
offering the greatest potential for returns. On a regional basis, we believe most equities 
will deliver an attractive return (both real and nominal), though in the US there is not 
much difference in return between credit and equities. UK small cap equities, followed 
by emerging markets and Pacific ex Japan, offer the highest returns. 

Emerging market equities, however, are more prone to periods of crisis than their 
developed peers, and we would expect the more generous potential return to 
compensate for greater volatility and sharper drawdowns. Elsewhere, equity returns 
are again lowest in Japan, thanks to a sub-par dividend yield in comparison with its 
peers. Meanwhile, the deflationary environment explains the relative 
underperformance of both the Japanese cash and government bond markets. 

 

Adjusting for currencies 
reinforces findings for 
dollar investors 
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Table 13: Nominal common currency returns 2017–2046 (% p.a.) 

UIP basis USD GBP EUR 
Cash 2.7 2.3 1.8 
Government bonds (10y) 

   US Treasury bond 3.9 3.5 3.0 
UK  Gilt 3.2 2.8 2.4 
JGB 3.3 2.9 2.5 
Eurozone (Germany) 3.4 3.0 2.6 
Inflation-linked 

   Barclays 7–10 year IL Gilts 2.2 1.8 1.4 
Barclays 7–10 year TIPS 3.4 3.0 2.5 
Credit 

   US Investment Grade 5.1 4.7 4.3 
US High Yield 5.3 4.9 4.4 
UK Investment Grade 3.9 3.5 3.0 
Euro Investment Grade 4.1 3.7 3.2 
Euro High Yield 4.9 4.5 4.0 
Property 

   UK Commercial 5.9 5.5 5.0 
EUR Commercial 6.3 5.9 5.5 
Equity markets 

   US  5.7 5.3 4.8 
US small cap 7.0 6.6 6.2 
Japan 6.5 6.1 5.6 
UK 8.0 7.6 7.2 
UK small cap 9.4 9.0 8.6 
Europe ex.UK 7.1 6.7 6.2 
Eurozone 7.3 6.9 6.4 
Pacific ex Japan 8.8 8.4 7.9 

Source: Schroders Economics Group, February 2017. 
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Appendix 
Chart 10: US nominal asset returns – build up approach 

 
Source: Schroders Economics Group, February 2017. 

Chart 11: Nominal equity returns breakdown 

 
Source: Schroders Economic Group, February 2017. 
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Table 14: Long-run return assumptions (2017–46) 

  Currency Yield Capital gain Nominal return Inflation Real return 

Cash             

USD  USD 2.7 N/A 2.7 2.0 0.7 

GBP  GBP 2.3 N/A 2.3 2.3 0.0 

EUR EUR 1.8 N/A 1.8 1.8 0.0 

JPY JPY 0.4 N/A 0.4 1.1 -0.6 

AUD AUD 3.1 N/A 3.1 2.4 0.7 

HKD HKD 2.7 N/A 2.7 2.0 0.7 

SGD SGD 1.6 N/A 1.6 1.2 0.4 

G4 cash Local 2.2 N/A 2.2 1.9 0.3 

Government bonds (10-year)  

US Treasury bond USD 3.9 N/A 3.9 2.0 1.8 

UK gilt GBP 2.8 N/A 2.8 2.3 0.5 

Eurozone (Germany) EUR 2.6 N/A 2.6 1.8 0.7 

JGB JPY 1.1 N/A 1.1 1.1 0.0 

Australia AUD 3.4 N/A 3.4 2.4 0.9 

Hong Kong HKD 3.9 N/A 3.9 2.0 1.8 

Singapore SGD 2.4 N/A 2.4 1.2 1.2 

G4 bond Local 3.1 N/A 3.1 1.9 1.2 

Inflation-linked  

Barclays 7–10 year IL Gilts GBP 1.8 N/A 1.8 2.3 –0.5 

Barclays 7–10 year TIPS USD 3.4 N/A 3.4 2.0 1.3 

Credit and EMD 

US IG USD 5.1 N/A 5.1 2.0 3.0 

US HY USD 5.3 N/A 5.3 2.0 3.2 

UK IG GBP 3.5 N/A 3.5 2.3 1.1 

Euro IG EUR 3.2 N/A 3.2 1.8 1.4 

Euro HY EUR 4.0 N/A 4.0 1.8 2.2 

EMD USD 5.8 N/A 5.8 3.0 2.7 

Property 

UK Commercial GBP 5.0 0.5 5.5 2.3 3.1 

EUR Commercial EUR 4.7 0.8 5.5 1.8 3.6 

Equity markets 

US  USD 2.1 3.5 5.7 2.0 3.6 

US small cap USD 2.1 4.9 7.0 2.0 4.9 

Japan JPY 1.9 2.3 4.2 1.1 3.2 

UK GBP 3.4 4.0 7.6 2.3 5.2 

UK small cap GBP 2.8 6.0 9.0 2.3 6.6 

Switzerland CHF 3.2 2.4 5.8 1.2 4.5 

Europe ex UK EUR 3.0 3.2 6.2 1.7 4.5 

Eurozone EUR 2.9 3.4 6.4 1.8 4.5 

Singapore SGD 3.3 3.1 6.4 1.2 5.1 

Pacific ex JP USD 3.8 4.8 8.8 2.6 6.0 

Emerging markets Local 3.0 6.2 9.3 3.0 6.1 

Global (AC) Equity Local 2.4 3.8 6.3 2.0 4.1 

Global (AC) Equity Risk 
Premium 

 vs. G4 bonds 3.1  2.9 

 vs. G4 cash 4.0  3.8 
Note: UK Index-linked returns use RPI inflation for the nominal return.  
Source: Thomson Datastream, Schroders Economics Group, February 2017.  
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Table 15: Long-run return assumptions for Asia (2017–46) 

 Currency Yield Capital gain Nominal return Inflation Real return 

Equity markets             

Asia ex Japan USD 3.0 5.3 8.5 2.2 6.2 

Taiwan TWD 3.7 4.4 8.3 1.8 6.4 

Korea KRW 1.7 5.0 6.8 2.3 4.4 

China CNY 4.2 6.5 11.0 2.6 8.2 

India INR 1.5 9.0 10.7 3.8 6.6 

Hong Kong HKD 2.9 5.6 8.7 2.0 6.5 

Singapore SGD 3.3 3.1 6.4 1.2 5.1 

Australia AUD 3.4 5.2 8.7 2.4 6.1 

Cash        

TWD TWD 1.9 N/A 1.9 1.8 0.1 

KRW KRW 2.3 N/A 2.3 2.3 0.0 

CNY CNY 3.0 N/A 3.0 2.6 0.4 

INR INR 4.8 N/A 4.8 3.8 0.9 

HKD HKD 2.7 N/A 2.7 2.0 0.7 

SGD SGD 1.6 N/A 1.6 1.2 0.4 

AUD AUD 3.1 N/A 3.1 2.4 0.7 

Credit        

Asian Credit (JACI Index) USD 5.0 N/A 5.0 2.2 2.8 

Source: Thomson Datastream, Schroders Economics Group, February 2017. 
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Research note: The productivity puzzle: has the US 
economy become less dynamic? 
Productivity growth in the developed economies has slowed significantly in recent years 
despite the recovery in economic activity. Growth in output per head (measure of 
productivity) is now running at less than 0.5% per annum on a trend basis in the US, 
Eurozone, Japan and the UK, compared to around 2% p.a. at the start of the millennium. 
Weaker productivity means slower trend output growth, all things being equal, which 
limits the ability of the world economy to grow without experiencing an acceleration in 
inflation. Ultimately, we believe productivity growth is the key driver of real wages and 
living standards over the medium term. It is a key input in our long run returns where 
we link the dividend growth rate to output per worker (see above). More immediately, 
as unemployment falls and labour markets tighten, the focus on productivity as a 
means of sustaining growth will intensify.  

Economists have found it difficult to explain the slowdown in productivity (hence the 
“productivity puzzle”) with some arguing that it reflects the legacy of the global financial 
crisis (GFC) and others pointing to factors which were in train before 2007.  

In this research note, we look at one aspect of the slowdown in productivity: whether 
there has been a loss of dynamism in the US economy. The ability of an economy to 
move workers to their most productive use is a key determinant of productivity and 
living standards. We ask whether the famed US labour market has become less flexible 
in recent years. The part of productivity associated with how well an economy deploys 
its resources to produce output is known as Total Factor Productivity (TFP). Although 
weaker capital investment has been important, slower growth in TFP accounts for much 
of the slowdown in productivity since the GFC.  

In summary, we document a secular decline in US labour market fluidity, which is 
consistent with falling TFP and the slowdown in productivity growth. Although there is 
lack of consensus, strong explanations for declining labour market dynamism include 
demographic change, increased regulation and declining business dynamism.  

Investors and policy makers should be concerned with the decline in dynamism given 
the tendency to put downward pressure on productivity and wage growth. However, we 
argue that this will be difficult to reverse due to the long term nature of the factors 
causing the structural decline of dynamism. 

The slowdown in labour productivity  

US labour productivity growth, as measured by growth in output per hour, has been on 
a declining trend since the mid-1950s and moreover, has fallen significantly since 2003 
(chart 12). 

Chart 12: US labour productivity growth 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 21 March 2017. 
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When thinking about the drivers of labour productivity growth, it is useful to break 
them into the two factors of production; capital and labour. Keeping all else constant, 
giving a worker additional capital or increasing the quality of the worker would increase 
the output this worker could produce in a given time period. However, there are other 
factors that, for a given level of capital and labour quality, would increase the output 
per worker. These fall into TFP the final factor of production6. 

Of course TFP itself contains a wide range of factors, which is outside the scope of this 
paper. We choose to focus on labour market dynamism. Labour market "dynamism” or 
“fluidity” is a broad concept that captures the speed of flows within the labour market. 
Measures include hiring, quit and layoff rates and extend to reallocation rates, which 
we discuss later.  

Chart 13 shows the contribution of labour productivity growth from labour, capital and 
TFP since the mid-1950s. The contribution from TFP growth and capital fell post 2007 
and although the capital story is important, we concentrate on the decline in TFP 
growth due to its long run importance in determining labour productivity growth. 

Chart 13: Contributions to US labour productivity 

 
Source: US Bureau of Labour Statistics, Schroders Economics Group, 21 March 2017. 

Why does declining fluidity reduce TFP growth? 

Before looking at the empirical evidence on labour market dynamism, we must clarify 
the economic link between labour market fluidity and TFP growth. Why does declining 
fluidity reduce TFP growth? Ultimately, TFP growth encompasses the efficiency with 
which capital and labour are combined to produce output. A fluid labour market has a 
greater ability to allocate labour from unproductive firms to productive firms. This in 
turn improves the utilisation of labour, advances the creative destruction process and 
increases TFP. Any frictions to job mobility, entry and exit of the labour market and 
firm's ability to hire and fire workers have the potential to reduce the level of efficiency 
in resource allocation. 

Evidence of declining labour market dynamism 

Measures of labour market dynamism include employment tenures, hiring, quit and 
layoff rates and extend to reallocation rates. US labour market fluidity has been in long 
term decline since the early 1980s, although it also varies with the economic cycle. 
Chart 14 on the next page shows that the average duration of a job amongst American 
employees has trended higher since the early 1980s. That said, having peaked in 2014, 
2016 saw a slight decline in average employment length, indicative of more job 
switching. In a cyclical upswing, workers feel more confident to change jobs and firms 
accelerate hiring.   

                                                                    
6 For more on the capital and labour components on labour productivity see technical notes from 
the Bureau of Labour Statistics https://www.bls.gov/news.release/prod3.tn.htm 
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Chart 14: Average employment tenure 

 
Source: US Bureau of Labour Statistics, Schroders Economics Group, 21 March 2017. 
 
Other simple measures of labour market mobility include hiring and separation rates. 
The hiring rate is the number of new hires as a proportion of employment, while the 
separation rate is the number of quits and layoffs as a proportion of employment. 
These have also declined since the mid-1970s, stabilising around the turn of the 
millennium before deteriorating once again after the financial crisis. Latest data shows 
a rebound in hire and separation rates, which despite beginning to approach pre-
financial crisis levels, fall far short of levels seen in the 1980s.   

Job creation and destruction rates show a similar picture. The job creation rate 
expresses the number of new jobs created at new and existing firms, as percentage of 
total employment. The job destruction rate measures job losses at closing and existing 
firms, again, as a percentage of total employment. Chart 15 shows the decline in these 
rates since 1980. The interpretation is that the US economy is not creating new job 
opportunities at the rate it used to, and simultaneously not shedding workers as freely. 
Thus the sum of the creation and destruction rate, otherwise known as the “reallocation 
rate”, has fallen. Although this is a measure of job flows rather than worker flows, it is 
nonetheless a sign of falling dynamism. 

Chart 15: Job creation and destruction rates are in steady decline 

 
Source: Longitudinal Business Database, Schroders Economics Group, 21 March 2017. 
 
Finally, there has been declining geographical mobility amongst US workers, as seen in 
chart 16 on the next page. US workers appear to be less mobile now than at almost any 
point over the last 35 years. The rate at which the US population moved between states 
collapsed in the early 1990s, moving from 3.3% in 1990 to 2.2% in 1995. The interstate 
migration rate soon recovered temporarily in the lead up to the dot com bubble but 
quickly fell further, settling in the region of just 1.5%. Although the intermittent decline 
in the migration rate fails to fit with the steady deterioration in other measures of 
falling labour dynamism, it is evident that over the long term US workers have become 
less mobile than in the past. 
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Chart 16: Interstate migration rate 

 
Source: US Census Bureau, Current Population Survey, Schroders Economics Group, 21 March 2017. 
 
However is reduced dynamism a product of better matching between the firm and a 
worker? Improved matching should result in greater wage growth, which, although 
granted is determined by a multitude of factors, has not occurred. Likewise, better 
matching should increase TFP growth, which again diverges from the data. 

Why has dynamism declined? 

Academic evidence is yet to reach a consensus on the underlying forces of falling labour 
market dynamism. We focus on a handful of economic explanations that have some of 
the strongest empirical evidence. These include demographic change, increased 
regulation and greater job availability within a given state in addition to lower business 
dynamism. 

Demographic change 

As one of the most common explanations looked at in the literature, ageing is perhaps 
the most natural explanation for lower dynamism. As workers become older they are 
less inclined to move jobs as skills become more firm specific. Workers also may be less 
willing to move due to family or for financial stability reasons.  

Specifically as the “baby boomers” age, the labour force becomes older, which may drag 
on measures of dynamism. According to the BLS, the median age of the labour force 
increased from 37.7 years in 1994 to 41.9 in 2014 and is forecast to rise to 42.4 by 2024.  

Using hire and separation rates, Hyatt and Spletzer (2013) explore whether the 
changing composition of the labour force explains the decline in employment 
dynamics. They find that changes in the age distribution of the workforce between 2001 
and 2010 explained 11%-15% of the decline in the separation rate, and 13%-23% of the 
fall in the hire rate, depending on the underlying data source used to measure job 
flows.  

Also analysing the role of demographics, Cairo and Cajner (2013) look at how both 
ageing and rising educational attainment can explain the fall in the unemployment 
inflow rate, which has fallen by around 2pp in the last 30 years. Note that in this context 
rising educational attainment is similar to ageing as workers accumulate more job-
specific human capital. Using a series of decompositions of micro data from the CPS, 
the authors find that these two characteristics explain between 75-90% of the decline in 
the unemployment inflow rate from 1976-2011. Despite the significant proportion 
explained, this is only one variable in a backdrop of numerous measures documenting 
the decline in dynamism.  

However alongside these results, Davis and Haltiwanger (2014) document not just a 
decline in the aggregate worker reallocation rate, but also a fall across a number of age 
groups between 1999 and 2012, with younger workers actually experiencing the fastest 
rate of decline. This indicates that ageing alone cannot explain all of the fall in US labour 
market fluidity across the different measures. 
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Regulatory impact 

A growing amount of government restrictions has likely led to an increase in the time 
and cost of switching jobs, consequently reducing the ability of workers to move from 
one job to another. Kleiner and Kruger (2013) estimate the percentage of workers 
occupationally required to hold a government issued license rose from below 5% in the 
1950s to 29% in 2008. Furthermore, there is some evidence that an increasing amount 
of employment protection law has limited labour dynamism. 

Autor et al (2007) investigate the link between employment protection and labour 
mobility, together with the subsequent impact it may have on TFP. Using differences in 
the timing at which US states adopted wrongful discharge protection laws between the 
late 1970s and early 1990s, they found one form of employment protection law had a 
negative impact on job flows and the entry rate of new firms. The authors also found a 
reduction in TFP in the four years after a state had adopted a specific employment 
protection law. These results would suggest labour adjustment costs have risen 
overtime, stifling labour market dynamism as a result. Regulatory change has also been 
against a backdrop where there has been a decline in the impact of trade unions, which 
may have actually caused a fall in the cost of laying off workers.  

On balance however, country level studies have failed to find a conclusive link between 
employment protection and productivity, in contrast to cross country studies where the 
evidence is more compelling.      

A wider set of jobs available 

The fall in the migration rate could be the result of workers perhaps not needing to 
move as much to find a particular job. Kaplan and Schulhofer-Wohl (2015) point out that 
the mix of available jobs in each state has become more similar over time. They create 
an index that ranges from 0 to 1, where 0 indicates an identical mix of occupations in 
every state and 1 indicates that each occupation is only found in one state. They find 
that this index has fallen by around one-third in the last two decades, which explains 
around one-third of the decline in interstate migration. However, the implications for 
the quality of matching are unclear. On one hand, workers may be better matched as 
they are closer to a wider range of occupations. Conversely, if the jobs within the 
occupations have become more similar, matching may have worsened as skills are 
specific to individuals. 

Declining business dynamism  

Firm dynamism, the rate at which firms enter and exit the market, also has a role to 
play in falling labour fluidity. It is well documented that the birth rate of new firms in 
the US, amongst other indicators of firm dynamism, has been in decline for several 
decades. Quantifying this, Perkins (2016) reports that the share of businesses 
accounted for by new establishments fell from 15.4% in 1987 to 10.2% in 2013.  

As new companies are an important source of new productive jobs, without this, 
workers have fewer opportunities to move thus depressing labour market measures of 
mobility. Adding to this, Davis and Haltiwanger (2014) believe a transition away from 
younger firms has played a crucial role in the secular declines of job reallocation rates7.  

Geographical mobility 

Another factor which could explain reduced dynamism is reduced geographical mobility 
due to a fall in house prices. In particular, households stuck in negative equity struggle 
to move. While this could explain part of the puzzle, and more so following the GFC, 
given the dramatic housing market contraction, Molloy et al (2014) find that labour 
market dynamism has also declined substantially for job transitions that do not require 
moving house. Lastly, explanations involving geographical “anchoring” due to dual 
earner households and job benefits, such as health insurance provision have limited 
support (Molloy et al, 2014). 

 

                                                                    
7 Haltiwanger (2011) commented that the pace of movement from employment to unemployment 
has fallen overtime to a comparable rate to that of Western Europe, a factor that had distinguished 
the two economies in the past. 
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Potential implications 

As declining labour market dynamism is not a result of better matching of workers, it 
has undesirable consequences on the economy. Acting as a drag on labour productivity 
growth, it weighs on wage growth and also reduces the ability of the labour market to 
respond to shocks, which hampers efficiency. 

Firstly, falling labour market dynamism can stifle wage growth and career 
enhancement. Even under loose labour market conditions improved matching between 
jobs and workers can generate higher earnings through the allocation of labour to 
more productive positions. Faberman and Justiniano (2015) find an 88% correlation 
between the quit rate and wage growth while Danninger (2016) finds job switchers 
enjoy a 1ppt annual wage growth premium over those who consistently remain in their 
role. 

Secondly, declining dynamism reduces the ability of the labour market to allocate 
labour from low to high productive firms and therefore respond to shocks. 
Furthermore, the declining reallocation rate indicates that there are actually less high 
productive jobs for workers to go to while low productive jobs continue for longer. The 
dynamism phenomenon is also associated with longer spells of unemployment due to 
fewer opportunities for unemployed workers to re-engage with employment. Since the 
mid-1970s there has been a very gradual increase in the long term unemployment rate, 
consistent with the trend in dynamism. If workers experience a prolonged spell of 
unemployment, they risk losing skills. Long job searches may also encourage workers 
to leave the labour force entirely, again acting as a drag on economic growth. 

As expected, Molloy et al (2014) confirm that declining labour market dynamism is 
strongly correlated with reduced geographical mobility. Falling internal migration has 
ramifications itself potentially increasing the reliance international migration. However, 
although demographic change and falling entrepreneurialism are long term trends, 
which are likely to contribute to declining labour market dynamism going forward, 
reduced regulation and red tape as proposed by the Trump administration could help 
boost dynamism alongside the cyclical upswing. 

Conclusion 

We document a fall in labour market dynamism across a broad number of measures, 
which is consistent with lower total factor productivity growth. As lower dynamism has 
not been accompanied by higher wage growth, we rule out that reduced dynamism is a 
product of better matching. Empirical evidence suggests that the decline in dynamism 
is a secular trend, although it is partly determined by the economic cycle. Although this 
ultimately remains somewhat of a puzzle, stronger explanations in academic literature 
include demographic change, increased regulation and lower business dynamism. 
Investors and policy makers should be concerned with the secular decline in dynamism 
given the tendency to put downward pressure on productivity and wage growth. 
Although, we argue that this will be difficult to reverse due to the long term nature of 
the factors causing the structural decline of dynamism. 
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Market returns 

  Total returns Currency March Q1 YTD 

Equity 

US S&P 500 USD 0.1 6.1 6.1 

UK FTSE 100 GBP 1.1 3.7 3.7 

EURO STOXX 50 EUR 5.7 7.0 7.0 

German DAX EUR 4.0 7.2 7.2 

Spain IBEX EUR 9.5 12.5 12.5 

Italy FTSE MIB EUR 8.4 6.8 6.8 

Japan TOPIX JPY -0.6 0.6 0.6 

Australia S&P/ASX 200 AUD 3.3 4.8 4.8 

HK HANG SENG HKD 1.7 10.1 10.1 

EM equity 

MSCI EM LOCAL 2.0 7.8 7.8 

MSCI China CNY 2.2 13.1 13.1 

MSCI Russia RUB -0.8 -10.6 -10.6 

MSCI India INR 3.1 12.1 12.1 

MSCI Brazil BRL -2.5 7.7 7.7 

Governments  

(10-year) 

US Treasuries USD -0.1 0.8 0.8 

UK Gilts GBP 0.1 1.8 1.8 

German Bunds EUR -1.2 -0.4 -0.4 

Japan JGBs JPY 0.0 -0.1 -0.1 

Australia bonds AUD 0.4 1.1 1.1 

Canada bonds CAD 0.1 1.1 1.1 

Commodity 

GSCI Commodity USD -3.9 -5.1 -5.1 

GSCI Precious metals USD -0.5 8.9 8.9 

GSCI Industrial metals USD -0.9 9.2 9.2 

GSCI Agriculture USD -5.2 -2.1 -2.1 

GSCI Energy USD -4.9 -9.6 -9.6 

Oil (Brent) USD -4.7 -7.2 -7.2 

Gold USD -0.7 7.8 7.8 

Credit 

Bank of America/Merrill Lynch US high 
yield master USD -0.2 2.7 2.7 

Bank of America/Merrill Lynch US 
corporate master 

USD -0.1 1.4 1.4 

EMD 

JP Morgan Global EMBI USD 0.3 3.9 3.9 

JP Morgan EMBI+ USD 0.3 3.8 3.8 

JP Morgan ELMI+ LOCAL 0.3 1.0 1.0 

Currencies 

EUR/USD   0.6 0.9 0.9 

EUR/JPY   -0.5 -3.6 -3.6 

JPY/USD   1.1 4.6 4.6 

GBP/USD   1.3 1.5 1.5 

AUD/USD   -0.3 6.0 6.0 

CAD/USD   -0.2 0.8 0.8 

Source: Thomson Datastream, Bloomberg, 31 March 2017.  
Note: Blue to red shading represents highest to lowest performance in each time period. 



 

 
 

 


