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In summary: 
Federal Reserve (Fed) chairman Ben Bernanke expects the 
central bank to start slowing bond purchases before the end of 
the year and to have ceased by the middle of 2014. Market 
reaction has been brutal with equities, bonds and commodities 
falling sharply. Previous tightening cycles have been associated 
with significant moves in bond yields. However, the Fed will aim 
to avoid such an outcome for fear of damaging the economy 
through higher borrowing costs and weaker asset prices. 
Elsewhere, China remains a significant concern as the authorities 
tighten liquidity in the banking sector in an attempt to rein in the 
shadow banking system as part of a longer-term aim to improve 
the quality of growth in the economy.  
 

Mark Carney has taken over as the Governor of the Bank of England (BoE), having been handpicked 
by the Chancellor to bring about a new level of monetary activism. A recent improvement in macro data is 
good news but will make it more difficult for him to change the entrenched positions set out by the other 
Monetary Policy Committee (MPC) members. The sudden rise in yields in recent weeks is likely to lead to a 
substantial rise in mortgage rates in the near future, which could encourage the MPC to stimulate further.  
 
Although warnings of quantitative easing (QE) tapering have seen what looks like a mass rush for the exit 
from emerging markets, there is some evidence that the outflows are hitting those countries with the 
worst fundamentals hardest. Though it has seen some of the biggest moves in asset prices since the 
tapering-driven capital flight began, Brazil has a myriad of other issues that should worry investors. 
 

Bernanke shakes the tree 
 
Ben Bernanke’s warning that he is thinking about removing the punch bowl has had a damaging effect on 
global wealth. The broad nature of the sell-off will have meant that few investors will have been spared and 
is indicative of the liquidity-driven nature of the recent rally in assets. As a consequence of these comments 
we are bringing forward our expectation of Fed tapering to start in December (previously q2 2014). An 
earlier move is unlikely given that the full impact of fiscal tightening has yet to be felt in the US and that the 
global economy remains soft. 
 
How far will bond yields back up? 
The reaction of bond markets has been different from previous episodes: when QE1 and QE2 ended, bond 
yields fell sharply; this time bond yields have risen sharply. Inflation expectations fell as before, but not by 
enough to offset the rise in real yields. This suggests that the market is looking for the Fed to exit QE and 
raise interest rates i.e. begin the tightening cycle. There are concerns that after such a long period of low 
rates, we will see another 1994 when US 10-year Treasury yields rose from just over 5% to nearly 8%.  
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While estimates of the impact of QE on bond markets (a reduction in yields of between 100 and 150 basis 
points) imply that we could be in for a significant sell-off, several factors suggest the rise in bond yields will 
be more limited:  
 

 Although the Fed has been more hawkish than expected of late, it is not expected to hike its funds 
rate next year despite what is being suggested by current Fed fund futures rates. Inflation is 
expected to remain low and although the unemployment rate is likely to fall to 6.5% next year, the 
Fed chairman has indicated that this would be the minimum threshold for rate increases.  

 The yield curve as measured by the gap between the 10 and 2-year yields is getting quite steep at 
just under 200 basis points. This is consistent with our forecast of 2.7% growth in 2014. 

 The rise in Treasury yields has already fed through into higher mortgage rates, which have reached 
their highest level for two years. Alongside weaker equity and credit markets this is the feedback 
loop from the market to the economy, which can dampen growth by reducing wealth and raising the 
cost of borrowing. 
 

Clearly there are considerable risks, but on balance this suggests Treasury yields may now moderate 
unless growth accelerates significantly. 
 
China squeezing the shadow banks 
An increasing proportion of credit has been concentrated in wealth management products (WMPs), leading 
to worries over the impact of a possible run on the shadow banking system. Although the People’s Bank of 
China has provided some easing, it seems likely it will retain a tighter stance, rather than providing limitless 
liquidity and bailouts as in the past. We would see this as part of the new administration’s longer-term 
strategy to be more focussed on the quality and distribution of growth, rather than its absolute level. The 
recent moves could translate into a permanently higher interbank rate, with negative consequences (at 
least in the short run) for Chinese growth as some forms of financing are forced to pullback. 
 

Welcome to zombie Britain Mr Carney 
 
Expectations are already high about the impact Mark Carney will have on monetary policy and the range of 
new measures that he will introduce. Can Carney deliver? 
 
What will Carney find? 
Carney is likely to find a household sector riddled with debt and overly leveraged towards a housing market 
that appears to be over-valued by traditional measures, a hawkish oddly-formed coalition government 
struggling to reign in the nation’s public deficit, a corporate sector refusing to invest, with some parts 
surviving only thanks to low interest rates, and a banking system that is partially functioning, 
undercapitalised, and lacks competition. The structural headwinds are immense, but there are some 
encouraging signs appearing on the cyclical front. More recently, the Schroders Activity Index hit a 14-
month high, indicating that the pick-up in growth should continue into the second, and possibly the third 
quarter of the year. Elsewhere in the economy, the performance of the labour market continues to hold up, 
despite the weak productivity gains. 
 
Green shoots in the housing market? 
The government has decided to focus its efforts on restarting activity in the housing market in the hope that 
it will boost the wider economy. The Funding for Lending scheme has been successful in helping to reduce 
mortgage rates, while the forthcoming ‘Help to Buy’ schemes aimed at bridging the capital shortfall for 
potential home buyers, should come online over the next year. There is little doubt that prices nationally are 
rising again, and at a robust pace in the Southeast of England. The government certainly hopes that in 
boosting activity and possibly prices (although not an explicit target), household consumption could rise. 
However, given the changes in lending practices following the financial crisis, we are unlikely to see much 
in the way of mortgage equity withdrawals funding credit binge spending. 
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Impact of rising yields 
The recent rise in global government funding rates is very likely to cause interest rates in the UK mortgage 
market to rise significantly over the coming months. Rising mortgage rates could easily choke off the 
recovery in the housing market before it gathers momentum. Worst still, it could have a more negative 
impact on the wider economy towards the end of the year.  
 
What can Carney do? 
The Chancellor was clear in his last budget speech that he expects a greater use of the tools available to 
the MPC in order to support his efforts to cut the nation’s budget deficit, specifically mentioning the use of 
forward guidance. We expect that tool to be utilised either after the next MPC meeting on 4th of July, or 
following the August Inflation Report. However, the use of forward guidance will only have an impact if the 
time horizon is long enough to change market expectations. Carney is also due to give an assessment of all 
tools available to the Bank alongside the August Inflation Report. Of the options available, we see an 
expansion of QE as the most likely additional course of action. We continue to forecast a £75 billion 
expansion in the BoE’s asset purchase programme by the end of the year, but likely to start in August. 
 

Tree-shaking stirs up a hornets’ nest in emerging markets 
 
Money continues to exit the emerging markets apace, with bond yields, equity and foreign exchange all 
weaker on the back of the Fed chairman’s most recent announcement. Some of the biggest falls have been 
seen in Brazil and India, with high inflation and growing current account deficits a concern. The full 
economic impact of QE in emerging markets depends in part on the response of policymakers – attempts to 
fight depreciation will result in tighter monetary policy, exerting a drag on growth. The commodity picture is 
also important, particularly for nations like Brazil – commodities have been hit on two fronts, not just by 
fears of QE tapering, but more so by weak data from China. 
 
QE and Brazil – the return to orthodoxy 
Brazil in particular has seen large movements in its currency since Bernanke’s comments, which has 
prompted a move away from heterodox economic policy in an attempt to encourage capital flows to shore 
up the real. Its central bank has now made a show of its commitment to inflation targeting by raising rates 
by 50bps while the government recently scrapped taxes of 6% and 1% on fixed income investments and 
foreign exchange derivatives respectively. However, policy uncertainty and inconsistency remains a 
problem for Brazil. 
 
It is not a purely QE driven story in Brazil 
Elections loom in 2014, and the government will want to keep unemployment at least stable until then. The 
current protests also pose a risk, and make it less likely that the government will exercise fiscal restraint. 
Indeed, it raises the likelihood of further fiscal expansion, increasing the inflation-fighting burden placed on 
monetary policy. The economy is also plagued by high inflation and weakening growth as the consumer 
engine splutters due to softer wage growth, slower job creation and weakening credit growth. The point 
here is that all of these issues would exist with or without QE tapering, though it may bring matters to a 
head sooner than previously expected by reducing foreign financing for the fiscal and current account 
deficits. 
 
Talking Economics is based on Schroders Economic and Strategy Viewpoint, produced by the 
Schroders Economics Team: Keith Wade, Chief Economist, Azad Zangana, European Economist, 
and Craig Botham, Emerging Markets Economist. 
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