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3 
Could the coronavirus derail the global recovery? 
– Concerns over the spread of the coronavirus are escalating as the death toll rises. The 

disruption to demand caused by the coronavirus outbreak is significant for China, but for 
the global economy, the disruption to supply chains is at least as important.  

– If the outbreak continues for a significant length of time, the levels of disruption will 
negatively impact trade partners and where central banks still have room to manoeuvre, 
they may be called upon to ease policy further. 

5 
Can the UK economy rebound after Brexit? 
– As the UK looks forward to life after Brexit, we discuss the transition period and the 

prospects of a trade deal with the EU and its coverage.  
– Meanwhile, the economy could enjoy a rebound in activity. Early signals from private 

business surveys suggest the mood is improving, which could help lift business 
investment. However, high levels of inventories must be rundown before growth can 
return to above trend levels. 

– An ongoing recovery in sentiment and activity will depend on how the government 
approaches negotiations as well as the progress it makes. If it can avoid headlines of 
looming tariffs, then there is room for optimism as the majority of investment 
professionals surveyed expect further delays. 

9 
Has the yen lost its safe haven status? 
– We find that the historical relationship between the yen and the US equity market 

suggests the yen keeps its status as a safe haven. 
– The yen carry trade is less attractive now relative to history, pointing to lower repatriated 

flows from an eventual unwind. Having said this, the fundamentals underpinning the 
yen’s safe haven broadly remain intact.  

13 
Inflation bump should not dislodge EM central banks 
– EM inflation has been declining for a long time, but there are signs it may be reversing. 
– A trend reversal would have material consequences for monetary policy and investors, 

but we think the drivers are temporary, and EM will continue to experience lower for 
longer inflation. 

Chart: Coronavirus is spreading quickly 

 
¹As at as at 14:30 GMT, 30 January.  Source: World Health Organisation, John Hopkins CSSE, 
Schroders Economics Group. 31 January 2020. 
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Could the coronavirus derail the 
global recovery? 
“…there’s some new concern following the outbreak of the coronavirus, 
that it might shake global growth.” 

Jerome Powell, Chair of the US Federal Reserve, 29 January 2020. 

Concerns over the spread of the coronavirus are escalating as the death toll has 
jumped to 213 with 9,776 confirmed cases worldwide (as at 14:30 GMT, 30 January, 
see chart on front page). Travel restrictions on about 60 million people around 
Wuhan, in the Hubei province of China, have been introduced in an effort to contain 
the outbreak. However, cases of the virus have been confirmed in 22 other 
countries/regions as far away as France and the US.  

The World Health Organisation (WHO) has now declared the coronavirus a global 
health emergency, mainly on concerns that the virus could spread to countries with 
weak healthcare systems.   

The outbreak has hit investor sentiment as risk assets such as shares struggle and 
demand for safe haven assets such as gold and government bonds has risen. 
Meanwhile, the price of Brent crude oil has fallen below $60 per barrel for the first 
time since the escalation in tensions in the Middle East. 

What will be the economic impact? 

The disruption to demand caused by the coronavirus outbreak is significant for China, 
but for the global economy, the disruption to supply chains is at least as important, 
if not more so. The timing of the outbreak is unfortunate as it coincides with the 
Chinese New Year celebrations. This is the largest annual human migration event, 
with millions of people travelling, making containment of the virus problematic.  

However, from a production stance, the factories would have been closed anyway 
during the celebrations. Authorities have announced a three-day extension to the 
holiday period, but the risk is that the closures could be extended. Even when 
production resumes, factories may not be able to maintain levels of output.  

The best historic event for comparison was the outbreak of Severe Acute Respiratory 
Syndrome (SARS) in 2002/2003. SARS lasted for around nine months and killed 800 
people. Academic studies estimate that SARS caused China’s GDP growth to decline 
by one to two percentage points.  

By comparison, we are only weeks into the coronavirus outbreak, but the Chinese 
authorities have acted faster to restrict travel. Despite their best efforts, the 
coronavirus is spreading faster due to being infectious during the longer incubation 
period (before the appearance of the first symptoms).  

In the near term, restrictions on travel and the concerns of the general public will 
likely dampen household demand in China, as well as reduce tourism. Combined with 
the potential delay in businesses returning to normal output, China’s GDP growth is 
now almost certain to fall below 6% year-on-year for the first quarter.  

For the rest of the world, given the subdued levels of growth, the potential disruption 
caused in coming months could have a widespread effect. China is now more 
important to the world economy than ever. At the time of the SARS outbreak in 2003, 
China made up 4.3% of the global economy, and contributed 14.5% to world GDP 
growth. By 2018, its share of world GDP had risen to 15.8%, with 35% of global growth 
coming from China (chart 1).  

The death toll has 
jumped to 213 with 
9,776 confirmed 
cases worldwide  

The disruption  
to Chinse demand 
is significant, but 
the disruption to 
global supply 
chains is at least  
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China’s Q1 2020 
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almost certain to 
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Chart 1: China has become a more important driver of global growth 
since SARS  

 
Source: Refinitiv Datastream, Schroders Economics Group. 30 January 2020. 

Risks could prompt further easing  

If the outbreak continues for a significant length of time, the levels of disruption will 
negatively impact trade partners, especially the rest of Asia, Australia, and potentially 
Europe. The recovery in global manufacturing, which has just started, is now in 
danger of being derailed. 

For policymakers, the primary objective is to contain the outbreak as quickly as 
possible. Governments may step in to support demand in China and businesses 
elsewhere. Meanwhile, where central banks still have room to manoeuvre, they may 
be called upon to ease policy further. 
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Can the UK economy rebound after Brexit? 
“There will not be alignment, we will not be a rule-taker, we will not be in 
the single market and we will not be in the customs union – and we will do 
this by the end of the year.” 

Sajid Javid, Chancellor of the Exchequer. 
Interview with the Financial Times, 17 January 2020. 

After spending the best part of the past three years thinking about how the UK will 
leave the European Union (EU), investors are now wondering what happens next? 
What exactly does being in a transition period mean, and more importantly, what is 
the UK transitioning to?  

Meanwhile, the economy has been on the verge of recession in recent quarters, but 
with Brexit uncertainty lifting, will activity start to improve? This largely depends on 
the UK government's approach to negotiations and the progress it makes. If it can 
avoid headlines about looming tariffs, then business confidence and investment 
can recover. 

The transition period is not without risk 

At the time of writing, the UK is just days away from leaving the EU, ending its 47-year 
relationship as a full member of the continent's political body. At 11pm (GMT) on 
31 January 2020, the UK will surrender its membership of the union and enter into an 
11-month long transition period where the economic relationship will largely remain 
the same, but the UK will no longer take part in the political process.  

During this period, both sides will negotiate the rules and parameters of the 'future 
relationship', including but not limited to the trade relationship. A broad outline was 
included in the Withdrawal Agreement, and it will serve as the starting point for talks. 

2019 was a torrid year for the UK as the economy and investors struggled with the 
high degree of uncertainty that the political deadlock on Brexit had generated. The 
government lost a prime minister and lost its majority, all while threatening leave the 
EU without any deal at all. With best efforts being made to prepare for the worst 
possible outcome, the risk of a sudden stop to trade and possible shortages of goods 
was a real danger. It still is. In the absence of a trade agreement or an extension to 
the transition deal, the UK could be facing the same no-deal or cliff-edge Brexit, only 
this time it would be for the start of 2021. 

An agreement exists that allows the transition period to be extended for a further 
two years, but the UK government is keen to avoid delays. The talks will begin in 
spring after EU leaders mandate the European Commission to start talks. Unlike 
recent trade deals between the EU and the likes of Canada or Japan, talks with the UK 
do not need to find a common ground on standards and rules. Instead, the talks will 
begin by considering issues such as:  

– What should happen if the UK decided to diverge from the EU's 
common standards?  

– What happens should the EU choose to change those standards?  

– Will the UK be consulted beforehand?  

– Who decides whether either side has broken the agreement?  

– What will be the consequences of breaking the agreement? 

Once these issues have been resolved, talks can become more granular. At this stage, 
we expect the UK government to pursue a sector-by-sector approach to negotiations, 
rather than an all encompassing deal. This is because the EU will not want the final 

The December 
general election 
broke the political 
deadlock which 
was holding-up 
Brexit… 

…however, the  
risk of a no-deal 
outcome is not 
gone. A trade deal 
is needed by the 
end of 2020, or an 
extension to the 
transition period 



 

 Economic and Strategy Viewpoint February 2020 6 

 

outcome to resemble full single market access if the UK is not willing to agree to the 
free movement of people. Moreover, full membership of the customs union is 
impossible if the UK wants to pursue independent trade deals.  

The UK is likely to prioritise manufacturing sectors, in particular, the auto industry, 
chemicals and machinery. However, trade in services is likely to be excluded, partly 
due to the complexity and lack of available time, but also due to the fact that the 
single market for services remains incomplete. Many barriers to trading services 
within the EU remain – one of the original complaints from the UK before it even held 
the Brexit referendum.  

Where the UK is less likely to achieve a complete deal is for the trade in agricultural 
products. Not because the trade in dairy and livestock is complicated, but because it 
competes with other member states, in particular France. The powerful French 
farmers would have a major victory if they can persuade their government to block 
trade in these sectors. Some of the highest external tariffs that the EU places are on 
agricultural goods, for example, 45% on dairy products, or 21% on beverages 
and tobacco.  

A sectoral approach, rather than an all-or-nothing approach to talks, should reduce 
the risk of a no-deal outcome at the end of the transition period. The UK government 
can claim a victory in delivering independence, even if some sectors are excluded in 
order to meet the deadline.  

Those sectors that are excluded are likely to face tariffs, but they may be 
compensated by the exchequer. There is a possibility that the government pushes for 
a new transition agreement for these sectors to limit the impact on those businesses, 
with a view of agreeing a "phase-two" deal to cover them. Phased trade deals are all 
the rage at the moment.  

Meanwhile, the UK will be allowed to start negotiating its own trade deals, although 
they cannot come into effect until after it leaves the EU's customs union. The 
government is already working on replacing many of the existing EU trade deals with 
third parties that will soon lapse.  

Ironically, at the 2020 World Economic Forum in Davos, the US and EU agreed to 
urgently work on a new trade deal – which is likely to delay negotiations between the 
US and the UK. The "special relationship" took a hit when UK chancellor Sajid Javid 
confirmed that the UK's digital sales tax would go ahead in April until an international 
solution can be found (through OECD meetings later this year). However, at the same 
panel, US treasury secretary, Steve Mnuchin, called the digital tax discriminatory 
against US firms, adding: "If people want to arbitrarily put taxes on our digital 
companies, we will consider arbitrarily putting taxes on car companies."  

Activity to rebound 

Brexit-related political uncertainty weighed heavily on the UK economy in 2019. 
Business investment contracted through most of the year, while even households 
curbed spending. Businesses have been complaining about the lack of certainty and 
are concerned over the risk of disruption to trade. However, with Brexit now certain 
and a trade negotiation underway, could we see a rebound in activity? 

In the March 2019 edition of this publication, we highlighted the very negative 
message from the Deloitte Chief Financial Officers (CFOs) survey, which had almost 
every data series close to record lows. The latest edition published results from the 
survey which was conducted after the general election in December. Interestingly, 
every major series saw a jump. CFOs are now reporting a stabilisation in activity  
(chart 2), and are becoming very optimistic over future prospects (chart 3).  

The UK is likely  
to prioritise 
manufacturing 
sectors in trade 
negotiations 

Some sectors 
could be excluded, 
but they could be 
covered by future 
agreements 

As Brexit 
uncertainty 
abates, could  
the economy 
rebound? 

https://www.schroders.com/en/sysglobalassets/digital/insights/2019/pdfs/viewpoint/economic-and-strategy-viewpoint-march-2019.pdf
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Charts 2 and 3: Deloitte CFO Survey shows rebound in optimism 

  
¹Data presented in standardised form. Source: Refinitiv Datastream, Deloitte CFO Survey, Schroders 
Economics Group. 29 January 2020. 

The Deloitte survey was the first sign that business sentiment is turning, but a few 
weeks later, the flash Markit purchasing managers' indices (PMIs) for January were 
published, which also showed a notable jump. The manufacturing PMI rose, but 
remained below the neutral 50 level, but encouragingly, the new orders indicator 
returned to positive territory (chart 4). The services PMI also improved, with both the 
business activity and new business indicators leaping to their highest levels since 
September 2018.  

Chart 4: PMIs provide further evidence of a rebound 

 
Source: Markit, Refinitiv Datastream, Schroders Economics Group. 29 January 2020. 

While these signs of a rebound in activity are positive, it will take some time for the 
official data to catch up. A significant headwind in the near-term is the build-up of 
inventories which was encouraged last year to insure against a no-deal Brexit 
outcome. Though destocking is underway, inventory levels remain high, which 
means the recovery in production and output could be delayed to allow inventories 
to be run down. This suggests GDP may not rebound much before the second half of 
the year. However, once it does, the UK should enjoy above trend growth through at 
least 2021. 
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The recovery will depend on the UK government's ability to make progress in trade 
negotiations, and equally as important, avoid brinkmanship in negotiations. If 
businesses see headlines about World Trade Organisation (WTO) tariffs looming, 
then currency volatility will return, and businesses will retrench.  

Our survey says… 

During a series of Schroders 2020 outlook events this month, we polled audiences of 
investment professionals on where they think the UK will be in terms of Brexit in 
January 2021. Interestingly, 52% thought the transition period would be extended, 
and that the trade negotiations would be ongoing (chart 5). 33% thought that 
negotiations would be complete, and a partial trade deal would be agreed. 10% were 
more optimistic and thought the UK would sign-up to a soft Brexit, remaining in the 
single market and customs union. Finally, just 4% thought a no-deal outcome was 
most likely.  

Chart 5: UK investment professionals 
Where will the UK be in terms of Brexit in January 2021? 

 
Polls conducted between 9 and 16 January 2020, with 188 participants. Source: Schroders 
Economics Group. 29 January 2020. 

The above results should not be read as probabilities. This is a mistake frequently 
made with these types of polls. But we can infer that there is room for optimism if a 
trade deal can be done quickly as the government intends. At the same time, the level 
of concern over the risk of a no-deal outcome is low. This should hopefully reflect the 
national mood, which would support our forecast of a rebound in activity.  

As for the probability of a no-deal outcome, unfortunately, there are not many 
reliable measures at this time. Betting markets are currently more interested in 
whether Big Ben will strike at 11pm on 31 January to mark Brexit. Perhaps this is 
another sign of concerns abating.  
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Has the yen lost its safe haven status? 
Safe haven (noun): “A place where you are protected from harm or danger.” 

Cambridge Dictionary. 

The Japanese yen (JPY) has long been known to investors as a safe haven asset; 
strengthening in times of risk aversion. However, its lack of strength versus the 
dollar, in recent times of elevated geopolitical risk, raises the question of whether the 
yen is losing its status. We have already seen a flare up in geopolitical risk this year 
with heightened US-Iran tensions and, more recently, the outbreak of the 
coronavirus. However, the Japanese yen is still down year-to-date, lagging other safe 
haven assets (chart 6).  

Chart 6: Yen lagging other safe haven assets year-to-date 

 
Source: Refinitiv Datastream, Schroders Economics Group. 29 January 2020. 

Importance for policymakers and investors 

The yen’s safe haven status has often been a source of difficulty for the Japanese 
economy. The economy itself is internationally exposed and a stronger yen in times 
of risk aversion tends to exacerbate the impact of global shocks. A stronger yen 
increases deflationary pressures, reduces demand for exports, and therefore hurts 
corporate profits and business sentiment. In the past, a surge in the yen has often 
been associated with a Japanese recession (see chart 7). This recurrence has even 
given rise to the phrase Endaka fukyo (“high yen” recession). In light of this, it is 
unsurprising that avoiding a strong yen is one of the Bank of Japan’s 
primary concerns. 

Chart 7: “High yen” recessions 

 
Source: Refinitiv Datastream, Schroders Economics Group. 27 January 2020. 
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For investors, the yen is often used for its hedging properties alongside the likes of 
US Treasuries, gold, and the US dollar. Our central outlook for 2020 of steady growth, 
a continuation of easy monetary policy and a softening of the US-China trade tensions 
bodes well for risk assets. However, our outlook for US corporate profits, alongside 
geopolitical events and the coronavirus, suggests that hedges will continue to play 
an important role in portfolios.  

Does the yen still work as a hedge? 

Ultimately, the definition of a safe haven asset is a one that is expected to retain or 
increase in value during time of market volatility or risk aversion. In other words, the 
characterisation of a safe haven is eventually determined by price movements.  

Calculating the sensitivity of various hedges relative to the S&P 500 using a three-
year lookback shows that the yen continues to strengthen versus the dollar when the 
US equity market falls (negative beta) with the move being generally larger than other 
safe havens (chart 8).  

Chart 8: USDJPY is still effective as hedge to equities  

 
¹Beta calculated using weekly data and three year lookback. All transposed to have a negative beta. 
Source: Refinitiv Datastream, Schroders Economics Group. 27 January 2020. 

However, bearing in mind that investors must pay for holding JPYUSD, investors 
should consider the attractiveness of different JPY pairs as well as different safe haven 
assets. Factors to take into account include the particular scenario of concern, 
valuation and cost of carry. It is worth highlighting that the sensitivity to US equities 
for safe haven assets (in chart 9) has not recovered after collapsing in early 2018, 
following a sell-off driven by signs of US inflation and fears of rising interest rates. 

The fundamentals underpinning the yen’s safe haven status  

It is difficult to know what exact factors cause the yen to be perceived as a safe haven, 
but we review a few economic fundamentals that are put forward time and time 
again.  

Low sovereign risk  

Despite the highest gross government debt ratio (to GDP) in the world, Japan 
continues to be rated highly by the credit rating agencies and given a roughly stable 
outlook1 (although rated slightly lower than the UK and US). Ultimately, ultra-low 
interest rates facilitate cheap government financing and our view that the Bank of 
Japan will keep interest rates at current levels suggests this should continue. 

                                                                    
1S&P (Rating A+, Outlook positive), Fitch (Rating A, Outlook stable), Moody’s (Rating A1, Outlook stable). 
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Moreover with over 85% of Japanese Government Bonds (JGBs) owned by the 
Japanese and 48% owned by the BoJ itself, Japan continues to have a captive market 
for government debt.  

Status as reserve currency  

According to data on allocated reserves from the International Monetary Fund (IMF), 
JPY is still the third largest reserve currency in the world with a share of 6%. Although 
this puts JPY significantly behind the euro (20%) and US dollar (62%), this share has 
actually been rising in recent years despite the yuan (2%) officially becoming a world 
reserve currency in 2016.  

In its 2019 survey, the Bank for International Settlements (BIS) found that the yen 
remained the third most actively traded currency, responsible for 17% of all trades. 
But interestingly, JPY is being traded less. JPY’s share in global foreign exchange 
turnover fell by 5 percentage points (pp) between 2016 and 2019, driven by a 
contraction in the JPYUSD cross.  

Current account surplus  

Japan’s consistent current account surplus has been a key feature of the Japanese 
economy since 1981. Until the mid-2000s, the surplus was mainly driven by trade  
but in recent years, the trade surplus has deteriorated. Now Japan runs a trade  
deficit (chart 9).  

However, the positive primary income balance – receipts from net assets vis-à-vis the 
rest of the world – continues to be propped up by income flows from overseas 
portfolio investments, although in recent years this has risen due to returns from 
direct investment. The big primary income surplus reflects Japan’s position as the 
largest net foreign creditor in the world (in cash terms). Its net international 
investment position (NIIP) currently stands at 62% of GDP (Chart 10). Ultimately, this 
is driven by the structural phenomenon of very large private sector savings.  

So, although the drivers have changed, Japan’s balance of payments remains healthy 
and firmly in positive territory.  

Chart 9: Current account propped up by 
net income despite trade deficit 

Chart 10: Net international investment 
position 

  

Primary income is receipts of asset income net of payments for liabilities. Secondary income is 
payments or receipts of compensation for damages.  
Source: Refinitiv Datastream, Schroders Economics Group. 27 January 2020. 
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Unwinding of the carry trade  

In a low interest rate environment, Japanese investors have looked for income 
elsewhere. By selling the low yielding yen (funding currency) and investing in a higher 
yielding currency (target currency), “carry” trades became popular in the mid-2000s. 
In times of financial market stress or heightened uncertainty, Japanese investors 
would repatriate their funds home, causing the yen to appreciate. This unwinding of 
the carry trade phenomenon helped transform the yen into a safe haven.  

However, JPY no longer stands out as a funding currency (chart 11). Moreover, 
interest rates are now lower and more negative in Europe and Switzerland than in 
Japan, presenting even cheaper options for carry trades. As a result, JPY has become 
less attractive as a funding currency for international investors.  

Chart 11: Japan no longer has the lowest 
rates 

Chart 12: Lower carry available 

  
Source: Refinitiv Datastream, Schroders Economics Group. 27 January 2020. ¹Calculated using 
1 month implied yields. 

The “carry” available from target currencies is also fairly low compared to history 
(chart 12). This is particularly the case relative to the mid-2000s, when the carry trade 
started and gave rise to the infamous “Mrs Watanabe” – a colloquial term now used 
for the Japanese retail investor based on the archetypical Japanese housewife and 
her investments. 

In a continued low interest rate environment, the search for yield by investors will 
likely persist. But these factors suggest that the yen carry trade is less attractive now 
relative to history, pointing to lower repatriated flows from an eventual unwind.  

Expectations are crucial  

In conclusion, we find that the historical relationship between the yen and the US 
equity market suggests the yen keeps its status as a safe haven.  

The yen carry trade is less attractive now relative to history, pointing to lower 
repatriated flows from an eventual unwind. Having said this, the fundamentals 
underpinning the yen’s safe haven status broadly remain intact.  

Finally, like in many economic models, expectations are crucial. If investors continue 
to perceive the yen as a safe haven asset, they will continue to use it for hedging risk 
in portfolios, helping it to strengthen in times of uncertainty and risk aversion.  
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Inflation bump should not dislodge EM 
central banks 
“Countries with generally more secure conditions, but where activity has 
weakened relative to potential, can take advantage of the recent decline in 
inflation to deploy further monetary support, especially where real interest 
rates remain high.” 

IMF World Economic Outlook Update, January 2020. 

One of the key emerging market (EM) stories of the past two years has been the 
decline in inflation, almost to developed market levels (chart 13). Historically a region 
of high, if not double digit, inflation rates, this move lower opened up policy space 
for EM central banks and helped generate strong returns for EM fixed income assets. 
Recently, however, this trend has come under threat. Inflation across EM is on the 
rise and is causing many to question whether EM central banks really do have room 
left to cut.  

Chart 13: EM inflation looks to be reversing its recent trend 

 
EM consists of LatAm (Brazil, Chile,, Colombia, Mexico, Peru), Asia (China, India, Indonesia, Malaysia, 
Philippines, South Korea, Taiwan, Thailand) and CEEMEA (Czech Republic, Hungary, Poland, Russia, 
South Africa, Turkey). 
Source: Refinitiv Datastream, Schroders Economics Group. 28 January 2020. 

The recent move higher in inflation looks to be strongest in Asia, but is visible 
everywhere in EM. The key question for central banks is whether this is a permanent 
shift. Given that inflation has also ticked higher in developed markets, could we be 
seeing the end of the post-crisis disinflationary trend?  

Climate change or passing storm? 

The nightmare for central banks would be that this marks the start of a secular move 
higher in inflation, a permanent shift in the inflationary environment. Having cut 
rates aggressively, particularly in 2019, this would mean they faced an extended 
period of hiking to keep ahead of rising inflationary pressures. However, we think 
that rather than evidence of climate change for central banks, this particular bout of 
inflation will prove only to be seasonal bad weather; a winter squall before balmier 
weather returns in the summer. 

The basis of this view is our observation that while headline inflation is indeed 
climbing, core inflation remains subdued (chart 14). If anything, the latest surge in 
headline inflation has coincided with a weakening of core inflation momentum.  
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This matters because core inflation – inflation with volatile components like food and 
energy removed – tends to exhibit a greater degree of inertia and to reflect domestic 
conditions more than headline inflation. Non-core components like energy and food 
are typically mean reverting; high prices of food and energy incentivise increased 
supply, and being globally determined, are in any case difficult for a central bank to 
influence via domestic interest rates. Consequently, central banks often focus more 
on the core inflation measure. 

Chart 14: Domestic price pressures still look contained 

 
EM group consists of Brazil, Chile, China, Colombia, Czech Republic, Hungary, India, Indonesia, 
Malaysia, Mexico, Peru, Philippines, Poland, Russia, South Africa, South Korea, Taiwan, Thailand, 
Turkey.  
Source: Refinitiv Datastream, Schroders Economics Group. 28 January 2020.  

Is core inflation likely to pick up? We do expect a pick up in EM growth in 2020, which 
would be expected to generate some inflationary pressure as capacity utilisation 
rises. However, there is typically a delay between the two, such that the inflationary 
consequences of stronger growth this year are unlikely to be felt much before 2021. 
Growth last year was mostly underwhelming, with obvious weakness in India, Brazil 
and China for example, suggesting little imminent pressure. 

Perfect storm for headline inflation 

Despite the weakness in core inflation, headline inflation has climbed quickly in 
recent months. Normally this is because food or energy prices have increased. 
Unfortunately, in this case, it is both (chart 15). Although, as we have said, central 
banks tend to focus on core inflation, as they can not affect global prices, prolonged 
high headline inflation can still be a concern. This is because it eventually pushes 
expectations of inflation higher and can feed through to core inflation over time. 
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Chart 15: Shocks have driven both elements of headline inflation higher 

 
Source: Refinitiv Datastream, Schroders Economics Group. 28 January 2020. Food prices use UN 
FAO food price index, oil uses Brent crude prices. 

Global food and energy prices have both been subjected to external shocks at similar 
times. In the case of energy, oil jumped sharply as tensions between the US and Iran 
rose. Global food prices, meanwhile, are under pressure thanks to a confluence of 
disruptive events in a number of countries. Bad weather has affected a number of 
harvests and swine flu has decimated pig herds, particularly in Asia. 

Given that neither shock is a permanent shift in demand or supply, we would expect 
inflation in this case to be self limiting. Besides the expected supply response to 
higher prices, tensions with Iran have cooled slightly (but admittedly could return) 
and the swine flu virus, though devastating, has begun to fade. Oil prices have also 
pulled back recently, on fears over the impact of coronavirus on global demand. 

Furthermore, we are already seeing some signs that food price inflation should be 
close to peaking, barring any further shocks to supply. The focal point for rising Asian 
food inflation has been China, with pork prices climbing at over 100% y/y towards the 
end of 2019. However, the latest data showed a moderation of this inflation as supply 
begins to normalise, reflected in a large increase of imports of soybeans as feed for 
the new herds. It is likely that food inflation peaks over the January–February period, 
coinciding with the Lunar New Year holiday, after which Chinese inflation should 
begin to pullback quite rapidly. We would also expect weather related increases in 
other food prices, as seen in India, to diminish over that time period.  

Central banks should be able to stay sanguine 

All in all, we think the risks to the inflation outlook are modest. Core inflation at 
present is still on a declining trend. The source of higher inflation in EM is globally 
determined oil and food prices, and in neither case do the higher prices seem likely 
to be a permanent feature. Oil is perhaps the riskier one here, as tensions with Iran 
could flare up again, but unless matters escalate to military action by either side, 
more volatile rather than higher prices seem likely. As for food price inflation, we 
expect this to be near its peak, absent further shocks. We would therefore expect 
central banks in EM to stay the course on easing, perhaps at most pushing cuts back 
by one quarter. EM inflation, like much else, is still lower for longer. 
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Schroders Economics Group: Views at a glance 
Macro summary – February 2019 
Key points 
Baseline 
– After expanding by 2.6% in 2019, global growth is expected to remain stable in 2020 as a slowing in advanced 

economies is offset by an acceleration in emerging markets. The world economy looks set to avoid a recession as 
the cycle extends into 2021, where we expect global growth to continue at 2.6%. Meanwhile, global inflation is 
also forecast to remain stable at 2.6% in 2020. The coronavirus presents a new downside risk to this view  
(see below). 

– Following the signing of the “phase one US-China trade deal”, we assume that trade tensions die down. However, 
following the presidential election,2021 is likely to be marked by a return of trade tensions. Negotiations around 
a wider ranging “phase 2”deal covering the thorny areas of intellectual property and state subsidy of exports are 
likely to be fraught and we expect tariffs to rise again in the second half of 2021.  

– US growth is expected to slow from 2.3% to 1.8% in 2020. US core inflation continues to rise, peaking next year 
before declining through 2021, however the drag from energy means that headline inflation should remain just 
above target at 2.1% in 2020. With growth below trend, we expect the Fed to cut rates by 25bps in April, before 
laying low as the presidential election gets underway before easing again in 2021.  

– Our expectation is for growth and inflation in the Eurozone growth to remain fairly stable at 1.2% and 1.3%, 
respectively. Both should pick up slightly in 2021 but with inflation still only at 1.5%, the ECB should continue QE 
through 2021 after another rate cut to -0.60% in Q1 2020.  

– UK growth is likely to fall to 0.8% next year from 1.3% in 2019. The UK enters a transition period that preserves 
the status quo of single market and customs union membership until the end of the year. For 2021 the UK moves 
on to a new trade arrangement with the EU, negotiated on a sector-by-sector basis. Inflation is expected to fall to 
1.4% in 2020 due to lower energy prices, weaker growth and a recovery in sterling. As inflation picks up in 2021, 
the BoE is forecast to hike rates to 1%.  

– Growth in Japan should fall to 0.2% in 2020 from 0.8% as the economy is hit from the VAT hike. Meanwhile, the 
BoJ remain on hold.  

– We expect an acceleration for the BRIC economies, taking the EM growth rate to 4.4% from 4% in 2019, a pace 
which will slow marginally in 2021. China alone is expected to slow further, though not to breach the 6% barrier 
until 2021 when it slows more abruptly to 5.5%. As the epicentre of the novel coronavirus outbreak, China is very 
much at risk of slower growth than our original forecast, with adverse consequences for regional growth. Inflation 
remains under control, with the exception of the impact of swine flu in China, and allows for additional easing 
across EM in 2020, with a more mixed picture the following year as economic recovery starts to generate modest 
inflationary pressure.  

Risks 
– The outbreak of the coronavirus presents a new risk to global growth. Chinese demand will be disrupted but for 

the global economy, the disruption to supply chains is at least as important. If the outbreak continues for a 
significant length of time, trade partners could also experience a negatively impact. Where central banks still have 
room to manoeuvre, they may be decide to ease policy further. Otherwise, risks to inflation are balanced and we 
still see a slight downside risk to growth. However the downside risks to growth are lower than last year reflecting 
the addition of reflationary scenarios and removal of some stagflationary outcomes. 

Chart: World GDP forecast 

 
Source: Schroders Economics Group, November 2019. Please note the forecast warning at the back of the document. 
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Schroders Baseline Forecast 

 

Real GDP
y/y% Wt (%) 2018 2019 Prev. Consensus 2020 Prev. Consensus 2021
World 100 3.3 2.6 (2.6) 2.6 2.6  (2.4) 2.5 2.6

Advanced* 61.4 2.3 1.7  (1.6) 1.7 1.4  (1.1) 1.4 1.6
US 26.5 2.9 2.3  (2.1) 2.3 1.8  (1.3) 1.9 1.7
Eurozone 17.2 2.0 1.2  (1.1) 1.2 1.2  (0.9) 1.0 1.4

Germany 5.0 1.9 0.6  (0.5) 0.5 1.0  (0.8) 0.9 1.4
UK 3.6 1.4 1.3  (1.1) 1.3 0.8  (1.0) 1.1 2.1
Japan 6.7 1.1 0.8  (1.2) 1.0 0.2  (-0.1) 0.4 1.0

Total Emerging** 38.6 4.8 4.0  (4.2) 4.0 4.4  (4.5) 4.1 4.2
BRICs 25.3 5.7 5.1  (5.2) 5.0 5.4 (5.4) 5.0 5.1

China 16.7 6.6 6.2 (6.2) 6.1 6.0 (6.0) 5.9 5.5

Inflation CPI 
y/y% Wt (%) 2018 2019 Prev. Consensus 2020 Prev. Consensus 2021
World 100 2.7 2.6  (2.5) 2.6 2.6 (2.6) 2.6 2.5

Advanced* 61.4 2.0 1.5 (1.5) 1.5 1.6  (1.7) 1.6 1.6
US 26.5 2.4 1.8  (1.9) 1.8 2.1  (2.2) 2.1 2.0
Eurozone 17.2 1.7 1.2  (1.3) 1.2 1.3 (1.3) 1.3 1.5

Germany 5.0 1.8 1.3  (1.4) 1.4 1.5 (1.5) 1.5 1.7
UK 3.6 2.5 1.8 (1.8) 1.8 1.4  (1.9) 1.7 2.0
Japan 6.7 1.2 0.6  (0.7) 0.6 0.9  (1.0) 0.6 0.6

Total Emerging** 38.6 3.8 4.4  (4.1) 4.3 4.2  (3.9) 4.2 4.0
BRICs 25.3 2.8 3.1 (3.1) 3.1 3.4  (3.3) 3.4 3.0

China 16.7 2.2 2.8  (2.7) 2.8 3.2  (2.8) 3.1 2.5

Interest rates 
% (Month of Dec) Current 2018 2019 Prev. Market 2020 Prev. Market 2021 Market
US 1.75 2.50 1.75 (1.75) 1.90 1.50  (1.25) 1.47 1.25 1.36
UK 0.75 0.75 0.75 (0.75) 0.79 0.75  (1.00) 0.53 1.00 0.55
Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.00 (0.00) 0.00
Eurozone (Depo) -0.50 -0.40 -0.50  (-0.60) -0.60 (-0.60) -0.60
Japan -0.10 -0.10 -0.30 (-0.30) 0.02 -0.30 (-0.30) 0.02 -0.30 0.03
China 4.35 4.35 4.00 (4.00) - 3.50 (3.50) - 3.00 -

Other monetary policy
(Over year or by Dec) Current 2018 2019 Prev. 2020 Prev. 2021
US QE ($Tn) 4.0 4.1 4.0  (3.8) 4.2  (3.8) 4.3
EZ QE (€Tn) 2.4 2.4 2.4 (2.4) 2.6 (2.6) 2.9
UK QE (£Bn) 422 435 445 (445) 445 (445) 445
JP QE (¥Tn) 557.0 552 575  (583) 609  (623) 649
China RRR (%) 13.50 14.50 13.00  12.00 10.00  9.00 9.00

Key variables
FX (Month of Dec) Current 2018 2019 Prev. Y/Y(%) 2020 Prev. Y/Y(%) 2021 Y/Y(%)
USD/GBP 1.30 1.27 1.30  (1.24) 2.1 1.35  (1.32) 3.8 1.35 0.0
USD/EUR 1.10 1.14 1.12  (1.08) -2.0 1.15  (1.14) 2.7 1.12 -2.6
JPY/USD 109.1 109.7 110  (103) 0.3 110  (105) 0.0 107 -2.7
GBP/EUR 0.85 0.90 0.86  (0.87) -4.0 0.85  (0.86) -1.1 0.83 -2.6
RMB/USD 6.93 6.87 7.00  (7.20) 2.0 7.20  (7.30) 2.9 7.40 2.8
Commodities (over year)
Brent Crude 60.0 71.6 63.9  (64.2) -10.8 58.1  (59.5) -9.0 56.3 -3.1

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

*  Advanced markets:  Australia, Canada, Denmark, Euro area, Israel, Japan, New  Zealand, Singapore, Sw eden, Sw itzerland,
United Kingdom, United States.
** Emerging markets: Argentina, Brazil, Chile, Colombia, Mexico, Peru, China, India, Indonesia, Malaysia, Philippines, South 
Taiwan, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, Croatia, Latvia, 

-0.40 -0.42 -0.37

Source: Schroders, Thomson Datastream, Consensus Economics, January 2020

Market data as at 28/01/2020
Previous forecast refers to August 2019



 

 

 Economic and Strategy Viewpoint February 2020 18 

 

Updated forecast charts – Consensus Economics  

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

Chart A: GDP consensus forecasts 

2020  2021 

 

 

 

Chart B: Inflation consensus forecasts 

2020  2021 

 

 

 
Source: Consensus Economics (30 January 2020), Schroders. 
Pacific ex. Japan: Australia, Hong Kong, New Zealand, Singapore. 
Emerging Asia: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand. 
Emerging markets: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand, Argentina, Brazil, Colombia, Chile, 
Mexico, Peru, South Africa, Czech Republic, Hungary, Poland, Romania, Russia, Turkey, Ukraine, Bulgaria, Croatia, Estonia, 
Latvia, Lithuania. 
 
The forecasts included should not be relied upon, are not guaranteed and are provided only as at the date of issue. Our forecasts are based on our own assumptions 
which may change. We accept no responsibility for any errors of fact or opinion and assume no obligation to provide you with any changes to our assumptions or 
forecasts. Forecasts and assumptions may be affected by external economic or other factors. The views and opinions contained herein are those of Schroders 
Investments Management’s Economics team, and may not necessarily represent views expressed or reflected in other Schroders communications, strategies or 
funds. This document does not constitute an offer to sell or any solicitation of any offer to buy securities or any other instrument described in this document. The 
information and opinions contained in this document have been obtained from sources we consider to be reliable. No responsibility can be accepted for errors of 
fact or opinion. This does not exclude or restrict any duty or liability that Schroders has to its customers under the Financial Services and Markets Act 2000 (as 
amended from time to time) or any other regulatory system. Reliance should not be placed on the views and information in the document when taking individual 
investment and/or strategic decisions. For your security, communications may be taped or monitored. 
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