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3 
Central bank hawks, low inflation and balance sheet reduction 

– Central banks have taken a more hawkish tone, questioning the level of policy 
accommodation given the recovery in the world economy. Traditional models 
such as the Taylor rule support higher rates, but this is challenged by the 
recent run of low inflation prints. 

– The Federal Reserve also has to factor in the effect of a reduction in its balance 
sheet. This is a step into the unknown and it is difficult to assess the impact. 
Nonetheless, although the unwind process starts slowly, it rapidly builds up 
and represents a significant reduction in liquidity by its second year.  

– We expect the Fed will proceed cautiously and, when combined with low 
inflation, we now see little likelihood of further rate rises this year. 

8 
UK: Employment, wages and interest rates 

– The labour market has been key to the success of the UK economy in recent years. 
However, while employment is at a record high, wage growth remains anaemic. 
Poor productivity growth is one cause, but so is the changing composition of the 
marginal worker.  

– Meanwhile, we forecast the Bank of England to keep interest rates on hold. 
Weaker growth of late, coupled with the absence of strong wage rises, suggests 
there is little need to tighten monetary policy at present. 

14 
EM Viewpoint: The outlook for global trade 

– We assess the outlook for global trade, and conclude that a China-driven 
slowdown will be only partially offset by Europe. Tailwinds are becoming 
harder to find. 

19 
Views at a glance 

– A short summary of our main macro views and where we see the risks to the 
world economy. 

Chart: Global growth forecasts edge higher 

 
Source: Thomson Datastream, Schroders Economics Group, 24 July 2017. 
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Central bank hawks, low inflation and 
balance sheet reduction 
“Deflationary forces are being replaced by reflationary ones”  

Mario Draghi, President of the ECB, at the ECB Forum  
on Central Banking, Sintra, 27 June 2017 

 

At the European Central Bank’s (ECB) annual forum in Portugal, bullish comments 
from Mario Draghi sent bond yields soaring as investors sensed a shift in monetary 
policy. Whilst indicating the need for continued accommodative policy, the ECB 
president noted the improvement in eurozone activity and the reduction in 
downside risks when compared to three years ago. The message was reinforced by 
comments from Bank of England governor Mark Carney and Bank of Canada 
governor Stephen Poloz at the same meeting. The latter subsequently raised rates 
25 basis points on 12 July.  

Since then some of the rise in bond yields has unwound, particularly at the short 
end of the curve as central bankers have scrambled to clarify their views and 
unwind some of the move in markets (see chart 1). Nonetheless, long yields are still 
higher – an indication that despite the best efforts of policymakers, markets believe 
that there is no smoke without fire. 

Chart 1: Global bond yields rise on Draghi comments 

 
Source: Thomson Datastream, Schroders Economics Group, 24 July 2017. 

Underlying this is the fact that the world economy continues to perform well with 
leading indicators of global growth signalling further expansion. In particular, 
forecasts for global growth have been edging higher, a marked contrast with the 
experience of the past six years when projections were steadily downgraded as the 
year progressed (see chart front page).  

The case for a normalisation of interest rates can be seen from models of monetary 
policy such as the Taylor rule which links policy rates to inflation and the level of 
unemployment. Our version currently signals that US rates should be 2.6% 
compared with an actual rate of 1.25%.  Although the fit between such models has 
broken down since the financial crisis, as the economy returns to normal their 
message is becoming more relevant again (see chart 2). 
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Chart 2: Model signals that US rates should be closer to 2% 

 
Source: Thomson Datastream, Schroders Economics Group, 24 July 2017. 

However, just as the case for normalisation begins to gain momentum, along 
comes the ugly fact which seems to throw the beautiful argument into question. In 
this case it is the weakness in inflation prints.  Having surprised on the upside in the 
latter half of 2016 as oil prices bounced, inflation surprises in both developed and 
emerging markets have turned down sharply (see chart 3).  

Chart 3: Inflation surprises turn down 

 
Source: Thomson Datastream, Schroders Economics Group, 24 July 2017. 

The softening of oil prices has played a part in this, but so too has a decline in core 
inflation (consumer price index – CPI – excluding food and energy). In the US for 
example, core inflation has fallen from 2.3% year-on-year (y/y) in January to 1.7% y/y 
in June. The decline is even more striking on a short term basis with the six month 
annualised rate halving from 2.5% to 1.3% over the same period.  

The US Federal Reserve (Fed) has discussed whether these moves are the result of 
one-off factors and attention has been drawn to the sharp decline in mobile phone 
costs. These are now moderating, but other measures suggest that the decline is 
broader based: for example the trimmed mean CPI (which is designed to exclude 
outsized price changes in one direction or another) has also fallen (see chart 4).  
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Chart 4: The dip in US core inflation 

 
Source: Thomson Datastream, Schroders Economics Group, 24 July 2017. 

The decline in inflation comes as even more of a surprise given that, judging from 
metrics such as the length of the expansion and level of unemployment, the US is 
approaching the end of the cycle. This is traditionally the more inflationary phase, 
when capacity tightens and companies push up prices. Of course, alongside low CPI 
inflation we have also seen little sign that wages are accelerating despite the 
continued tightness of the labour market.  

We have discussed the flat Phillips curve elsewhere and we look in more detail at 
the UK labour market experience below, particularly in relation to low productivity 
growth. In the current environment we would also draw attention to the effect of 
technology in the US retail sector.  

Despite relatively firm sales growth the retail sector is struggling in the US with 
stores missing earnings expectations. Margins are being squeezed and 
employment in the sector has stopped growing as traditional retailers address the 
“Amazon effect” where the eponymous internet retailer is taking market share from 
traditional bricks and mortar stores.  Wage growth in the retail sector has slowed 
from 2.8% y/y a year ago to just 1.2% in July, thus weighing on economy wide pay.  

The current weakness in retail employment and wages is normally seen in periods 
of recession, rather than periods of 4% retail sales growth (see chart 5). This looks 
like a classic structural shift where a technological innovation brings new 
competition and creates dislocation and deflation for incumbent firms.  

Chart 5: Retail job growth stalls despite robust sales 

 
Source: Thomson Datastream, Schroders Economics Group, 26 July 2017. 
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Such effects are expected to persist and looking ahead year-on-year inflation rates 
should head lower in the second half of this year and into next (we forecast the 
trough in US CPI at 1.4% in Q1 2018). However, on a quarter-on-quarter basis we 
still expect to see a stabilisation and gradual pick-up in inflation with both core 
prices and wages nudging higher. Rising food prices and the weaker dollar will lift 
CPI in the US, whilst the tighter labour market slowly pushes up pay. In the near 
term though low headline inflation may well cause central bankers to pause for 
thought as they consider normalisation and a new dawn of higher interest rates. 

Fed balance sheet reduction: does it matter? 

For the US Fed the rate call is complicated by the decision to start slimming down its 
balance sheet. The central bank has said that it will start reducing the $4.4 trillion 
assets held on its balance sheet later this year and market expectations are for this 
to begin in September.  

Although the Fed will not be actively selling assets, the process of not reinvesting 
bonds as they mature will remove an important source of liquidity to the market. 
The concern is that this could lead to a sharp rise in bond yields with the result that 
financial conditions inadvertently tighten1.  
The Fed is aware of this danger and has set out a schedule of balance sheet 
reduction which starts slowly and gradually builds. It has also said that it wants the 
process to be neutral as far as markets are concerned and would halt run off if 
necessary. Balance sheet reduction is presented as a technical process, not as part 
of monetary policy.  

All of which is quite understandable. Nonetheless, it is a major undertaking given 
the scale of assets held. The Fed’s balance sheet is currently just under a quarter of 
GDP and its share of the Treasury and mortgage backed securities (MBS) market is 
18% and 27% respectively (see table 1). Although the Fed is the only central bank to 
have announced a reduction in its balance sheet we have added the ECB, Bank of 
England (BoE) and Bank of Japan (BoJ) balance sheets and holdings for comparison. 
As a share of GDP, the BoE balance sheet is on a similar scale to the Fed whilst the 
BoJ balance sheet is a factor higher and rising. The ECB balance sheet is also higher 
than the US although if Long Term Refinancing Operations (LTRO’s) are excluded it 
is very similar. 

Table 1: Central bank balance sheets compared 

 
US Federal 

reserve 
USD bn 

European 
central bank 

EUR bn 

Bank of 
England 
GBP bn 

Bank of 
Japan 
JPY tn 

Balance sheet 4,467 4,235 445 502 

% GDP 23.5% 39.2% 22.7% 93.4% 

Govt bonds 2,465 1,746 435 428 

% market 17.7% 21.9% 29.6% 39.5% 

MBS/Credit* 1,770 101 10 n.a. 

% market 26.7% 5.1% 2.1% n.a. 

Other 232 2,388 0 74 

*MBS/Credit: for ECB this refers to corporate credit only. Asset Backed Securities are included in 
Other. Source: Federal Reserve, ECB, Bank of Japan, Bank of England, Thomson Datastream, 
Bloomberg, Schroder Economics, 24 July 2017. 

                                                                    
1This is the basis of our “Bond yields surge” scenario, see Economic & Strategy Viewpoint, June 2017.  

http://www.schroders.com/en/sysglobalassets/digital/insights/2017/pdf/esv/economic-and-strategy-viewpoint-june-2017.pdf
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At present financial markets are quite sanguine on the prospect of Fed balance 
sheet reduction. We would not wish to be alarmist, but it has to be said that we are 
in unchartered territory. Periods where the Fed announced changes to its 
quantitative easing (QE) programme have been associated with market volatility, 
such as the taper tantrum of 2013.  Furthermore research from the Fed and others 
has argued that the process of QE depressed bond yields2. 

Although the Fed is starting to reduce the balance sheet at a pace of $10 billion per 
month, this is set to build quite rapidly to $50 billion after 13 months. For year one 
the balance sheet should fall by $300 billion, but in year two this accelerates to $600 
billion (see table 2). In broader terms this equates to 1.6% and 3.2% of GDP in year 
one and year two respectively. Note that for Treasuries, the projected runoff in year 
two of 1.9% of GDP compares with a CBO projection for the budget shortfall of 2.8% 
of GDP in the next fiscal year.  

Table 2: The Fed balance sheet reduction process – year 1 and 2 projections 

 Total Treasury bonds MBS 

  $bn % GDP $bn % mkt % GDP $bn % mkt 

Year 1 runoff 300 1.6% 180 1.3% 0.9% 120 1.8% 

Year 2 runoff 600 3.2% 360 2.6% 1.9% 240 3.7% 

Yr 2 balance sheet 3,567 18.7 1925 13.8% 10.1% 1410 21.3% 

Source: Thomson Datastream US Federal Reserve, Schroder Economics, 26 July 2017. 

The Fed has not said where it sees the balance sheet ending up; it will be 
somewhere below today and above its level from before the crisis. Forward-looking 
markets could well take fright at the impending step up in the run off process and 
move well before the Fed gets to year two. Consequently, a spike in bond yields 
might not be the low probability risk event that many anticipate. They will proceed 
cautiously and when combined with the outlook for inflation, we believe that the 
Fed will probably not raise rates again this year with the next tightening delayed 
until 2018.   

 

 

                                                                    
2For a recent example see The Federal Reserve’s Portfolio and its Effect on Interest Rates (PDF) 
Huther, Ihrig & Klee July 2017. 

https://www.federalreserve.gov/econres/feds/files/2017075pap.pdf
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UK: Employment, wages and interest rates 
“Although this country has many weaknesses economically including 
productivity…when it comes to our capacity to create work, we’re 
pretty good.”  

Matthew Taylor, Chief Executive of the Royal Society of Arts  
and lead author of the Taylor Review. June 2017 

 

As the Bank of England (BoE) prepares to publish its next quarterly Inflation Report 
in August, we analyse recent trends in the UK labour market and discuss how the 
Monetary Policy Committee (MPC) is likely to view the low unemployment rate, lack 
of wage growth and early signs of a turn in the labour market in its deliberations 
over monetary policy. 

The wage puzzle continues 

The labour market has been a key success for the UK economy in recent years as 
strong jobs growth has supported demand and activity. The employment rate for 
those aged 16 to 64 was 74.9% in the three months to May – the highest rate since 
records began in 1971. Despite this wage growth has been anaemic. Average 
annual growth in weekly earnings has languished at just over 1.8% since 2013 
compared to 4.6% between 2004 and 2007 (nominal terms). This has caused many 
to question the quality versus quantity of jobs being created. 

Underlying the weak wage growth has been the paltry growth in productivity as 
measured by output (or GDP) per hour worked. Economic theory states that 
nominal wages should grow in line with productivity growth plus inflation. However, 
this assumes demand growing in tandem with supply, with no shortages or 
substantial gluts in the labour market. In reality, wages can grow faster than 
productivity, especially when the unemployment rate is low, and there is a shortage 
of workers. Equally, wage growth can lag productivity growth when the 
unemployment rate is high.  

This relationship has held in the UK over the past three decades, but the enormous 
negative impact of the global financial crisis on the economy in 2008-2009 caused 
the unemployment rate to rise sharply, and wage growth to decouple.  As chart 6 
shows, wage growth (for the private sector which is more responsive) turned 
negative briefly in 2009 along with productivity growth, but did not recover in the 
same way between 2010 and 2012. This could, at the time, largely be explained by 
the elevated unemployment rate. However, since then, unemployment has fallen by 
more than most had expected. In the three months to May 2017, the 
unemployment rate stood at 4.5% – the lowest rate since 1975. The low 
unemployment rate would be consistent with wages growing by between 4–6% per 
annum. Yet, private sector wage growth has averaged 2.1% since 2013. While this is 
higher than productivity growth plus inflation, it is now falling as shown by our 
estimates for the second quarter (based on monthly data).   

The balance between inflation and productivity is also important. If workers 
frequently enjoyed faster nominal wage growth than productivity, say due to higher 
inflation, then they would be damaging their international competitiveness versus 
other exporters. This can often explain why workers are willing to take slightly less 
pay growth in real terms, especially when productivity (and therefore profitability) is 
weak. In the UK, inflation has certainly played a more prominent role in recent 
years, as it is doing again at present (chart 7). Productivity growth has averaged just 

Strong 
employment has 
been the bedrock 
of the UK recovery 
since the global 
financial crisis... 

…yet despite a 
record 
employment rate, 
wage growth has 
been anaemic. 
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0.1% per annum since 2008, compared to 2.2% annual growth between 2000 
and 2007. 

Chart 6: Wages vs. productivity 
and inflation 

Chart 7: Productivity growth 
and inflation 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. 

Lower productivity growth clearly does not explain all of the weakness in wage 
growth (real wage growth has averaged -0.5% since 2008). In a recent speech3, the 
BoE’s Chief Economist, Andy Haldane, cited several structural reasons as to why 
wage growth has been less responsive to the fall in the unemployment rate. He 
discussed the decline in union membership in recent decades – down from around 
38% of employees in 1990 to 23% in 2016. The fall in collective wage bargaining 
practices may have had a dampening impact.  

The changing composition of the marginal worker 

Haldane also discussed the changing composition of those employed, noting the 
rising share of the self-employed and part-time workers as possible reasons for the 
fall in the overall average wage, citing evidence that hourly pay for those types of 
workers is lower. The change in composition can be seen in chart 8. Of course, part-
time working is more common in lower paid professions, but the earnings of the 
self-employed are often higher than their stated wage.   

Haldane also referred to the “gig” economy and “zero-hours” contracts. The gig 
economy is best described as payments on the basis of tasks carried out rather than 
hours worked. The difference between the self-employed and those taking part in 
the gig economy is that while the former effectively run a business and can work for 
many or a single client, the latter tend to be tied into one source of work. For 
example, a person working with a ride-sharing taxi service may use them as an 
intermediary to handle the finances, advertising and solicitation of customers, 
whereas a traditional taxi-driver or mini-cab service is independent. The gig 
economy is a very broad term, but the casual nature of the work is an important 
distinctive feature. One concern is that there have been reports of cases where 
payments for tasks have led to workers being paid less than the national minimum 
and living wage4. 

Meanwhile, zero-hour contracts are agreements where hours of employment are 
not guaranteed from period to period. The contracts help both employers and 

                                                                    
3Work, Wages and Monetary Policy, 21 June 2017. 
4The national living wage is effectively the new minimum wage, but which only applies to people 
aged 25 and over. The previous minimum wage only exists for younger workers.   

Low productivity is 
one reason for the 
weakness in wage 
growth 

http://www.bankofengland.co.uk/publications/Documents/speeches/2017/speech984.pdf
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employees maintain a relationship while there may be fluctuations or even a break 
in the demand or supply of work/labour. Without them, both parties would be 
signing new contracts whenever an employment period changes significantly. 

Chart 8: Shifts in working patterns 
Chart 9: The composition effect on 
wages 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. 

Zero-hour contracts have received a lot of bad publicity, with many employers 
accused of exploitation for their use. Previously, some employers used exclusivity 
clauses which meant that workers could be stripped of hours in a new period 
(typically a week), without being able to find work elsewhere. These clauses have 
now been outlawed.  

Data collection on zero-hour contracts began recently and so the historic data is less 
reliable than usual. Estimates published in March show that there are about 905,000 
workers with zero-hour contracts, which is approximately 2.8% of those employed. 
65% of those on zero-hour contracts work part-time, compared to 35% working full-
time, while 18% are also full-time students. There is no data on pay distributions of 
these workers, but it is fair to say that their composition of mostly being young, in 
education and working part-time puts them in lower paid categories.  

The government recently published an independent review of working practices 
conducted by Matthew Taylor and dubbed: “The Taylor Review” . Taylor explored a 
number of areas of work, including but not limited to zero-hours contracts and the 
gig economy. He concluded that the flexibility offered by these new types of work is 
an important tool to respond to a modern economy. They can benefit both 
employers and employees, and should not be stopped. Indeed, the Office for 
National Statistics (ONS) estimates that 68% of people on zero-hours contracts do 
not want to work more. However, he also concluded that fairness in the status of 
contracts has to be improved, and that such workers should be able to easily clear 
the national living wage in order to compensate them for the reduced certainty and 
security of work.  

Compositional effects can clearly shift wage growth in a way that can hide the 
underlying trends of wage inflation. For example, assume all existing workers 
receive no pay rise in a given period. However, a number of workers lose their job. 
In the same period, the same number of jobs are created and taken up by different 
people, but pay in the new jobs is lower. The replacement of jobs leads to lower pay 
on average, and a fall in wage growth. To remove the compositional effect, wage 
data needs to track workers in continuous employment. The ONS’s annual survey of 
hours and earnings (ASHE) does just that, with the results shown in chart 9 above. 
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The annual series which was published last March shows pay growth in 2016 for 
continuously employed workers rose to 4.6%, compared to just 2.2% using the 
regularly reported average weekly earnings (AWE) index.  

Improving dynamism should boost wage growth 

Another factor which can affect pay growth is the dynamism, or velocity of flow 
within the labour market. These can have important psychological effects which 
may not only put off workers from asking for higher pay, but also deter some from 
taking a risk and moving jobs to achieve a pay rise.  

The global financial crisis caused unemployment to rise sharply as discussed earlier. 
The share of those employed that were losing their jobs and remaining unemployed 
almost doubled (chart 10). The rate of job losses started to fall as the economy 
came out of recession; however, it remained elevated through 2010 to 2014. The 
good news is that it has recently fallen further, with the current rate almost 20% 
lower than before the financial crisis. This should make workers feel more confident 
about their job security and encourage asking for more pay. 

Chart 10: Rate of job losses falls Chart 11: Quit rate rising 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. 

Another important measure of dynamism is the quit rate, or more specifically, the 
rate at which those that have been in continuous employment move to a new job. 
Research has shown that moving jobs usually boosts a wage, and so regular 
movement in the workforce ensures the best qualified are able to move to where 
they are most valued. The impact of the global financial crisis lowered the quit rate 
significantly (chart 11), and it has only recently returned to pre-crisis levels.  

Taking the fall in the rate of job losses and the improvement in the quit rate, we 
should be seeing an improvement in wage growth in the near future all else being 
equal. However, while dynamism has improved, the labour market lags activity. 
Therefore, there is no guarantee the recent improvement will continue.  

Worsening employment outlook 

Latest figures from the ONS show the UK economy saw a small pick-up in GDP 
growth, but the overall environment remains sluggish. The preliminary estimate 
shows second quarter GDP growth at 0.3% compared to 0.2% in the first quarter, 
and matching consensus expectations. To put the recent growth figures into 
context, the first half of the year grew by 0.7% compared to the previous six 
months, which is the slowest half-yearly growth rate since the start of 2013. 

The low rate of job 
losses and rising 
quit rate could 
help push wage 
growth higher 
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Much of the weakness in growth is as a result of higher inflation squeezing the 
finances of households. As inflation starts to abate in the second half of this year, 
we should see some improvement in growth, but our forecast shows sub-trend 
growth for at least the next year. This means lower employment growth, and 
potentially a rise in the unemployment rate, both of which are detrimental for pay 
growth.  

Indeed, the government’s previously preferred measure of unemployment was the 
claimant count (which only captures those eligible for welfare support). Economists 
agree that the claimant count understates true unemployment and slack in the 
labour market. However, it is a useful series as it is more timely than the usual 
labour force survey.   

Chart 12: Is unemployment rising already? 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. 

Interestingly, the latest claimant count data shows a marked rise in the number of 
net claimants. Between the end of 2016 and April 2017, unemployment has fallen by 
85,000, but the number of claimants has risen by 14,100. Figures for May and June 
show a further 13,600 new claimants, but unemployment figures are not yet 
available to make the comparison. The data suggests that unemployment may 
already be on the rise.   

Can the Bank of England really raise rates in August? 

Turning to monetary policy, the BoE’s monetary policy committee (MPC) currently 
stands at eight members – one short following a number of departures in recent 
months. Of the eight, two voted to raise interest rates at the last meeting, with Andy 
Haldane hinting that he may join the other hawks. We will find out soon enough as 
the Bank is due to publish its August Inflation Report on the 3rd of the month, along 
with its policy decision and minutes from the meeting.  

The Inflation Report will include an updated forecast, which should make for 
interesting reading. The Bank’s forecasts have been consistently too optimistic on 
growth and wages, and it is likely it will again have to downgrade these two key 
variables in its models. As chart 13 shows, the Bank’s forecasts from last November 
and February were too high compared to eventual data published. The last forecast 
from May needed GDP to grow by 0.7%, compared to the outturn of just 0.3%.  

Therefore, while inflation has been a little higher than the Bank had forecast, GDP 
has been significantly weaker than expected. Similarly, while unemployment is very 
low at present, wage pressure is absent. Moreover, it looks like unemployment may 
be on the verge of rising. Overall, when considering the fragile state of the 
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household sector and concerns over Brexit negotiations, can the BoE really justify 
raising interest rates now?  

Chart 13: BoE’s Inflation Report GDP forecast vs Schroders forecast 

 
Source: Thomson Datastream, Bank of England, Schroders Economics Group. 25 July 2017. 

We continue to forecast monetary policy to remain unchanged until well into 2019. 
The Bank missed its chance to raise interest rates between 2015–16, but should 
recognise that the economy is now too fragile to have another headwind.   
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EM Viewpoint: the outlook for global trade  
“I’m not against trade; I just want to make better deals. I think it’s great. I 
think having trade is great. I want to make better deals… But to have free 
trade we have to have smart people. We don’t have smart people 
representing us.”  

Then Presidential Candidate Donald Trump, June 2016 

 

Global trade has put in a strong performance so far this year, even after allowing 
for the dramatic changes in the prices of commodities (chart 14). Both values and 
volumes are growing strongly in year on year terms, at levels last seen in 2011. This 
is particularly encouraging news for emerging markets (EM), where economies and 
equity markets tend to be more reliant on exports for growth than in developed 
market counterparts.  

Chart 14: Global trade has picked up but may have plateaued 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. Global trade values 
proxied by over 60 countries, accounting for 90% of global trade. 

However, we do note that there seems to have been a pause in momentum recently 
for global trade. While it is not yet “rolling over”, it may well have plateaued. We 
should consider the possible reasons for this, and what the prospects for global 
trade are from this point. Bear in mind that we need to explain the improvement in 
volumes as well as values, so price base effects can not be the whole story. 

One possible reason that trade is stronger could be that global growth is also 
stronger. However, while growth did pick up in the first quarter (global GDP grew 
2.7% y/y in real terms), global GDP has been growing at a similar level since 2014 
and only softened somewhat in 2016. Despite this, trade is at its strongest level 
since 2011. The level of global activity alone does not therefore explain the 
performance of trade. Another way of presenting this can be seen in chart 15, which 
depicts the ratio of trade volumes to real GDP, also known as the trade multiplier. 
Global growth has become more trade intensive for some reason, such that a unit 
increase in global GDP generates more trade than before. However, we would 
emphasise that the trade multiplier remains depressed compared to 
pre-crisis levels. 
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Chart 15: Global growth has become more trade intensive recently 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. GFC denotes global 
financial crisis period, which distorted the data. 

Somehow then, the mix of global growth has shifted to become more trade 
intensive. This could be a huge positive for emerging markets if it is sustainable, as 
it would indicate a fresh round of globalisation; further integration with global 
supply chains, boosting investment and export earnings. Less helpful would be if 
this pick up was a repeat of cyclical swings evident in the multiplier throughout the 
period shown.    

Drivers of the trade recovery 

It is hard to look past China in any discussion of global trade flows, given the 
economy’s dominance in that sphere. Based on the most recent data available, 
China would again seem to be vitally important to the current strength in global 
trade. In charts 16 and 17, we look at the exports of different EM regions and major 
DM economies, split by major export partners. Exports to China have seen the 
strongest growth in almost all cases, bar Asia ex China. For China itself, where trade 
has surprised to the upside recently, US demand seems to have played the largest 
role. One unexpected development for us, compared to a few months ago, is the 
strength of Japanese demand, with the economy the second strongest source of 
growth for each region and DM economy. More expected, given the strength in 
domestic growth, is the pick up in Eurozone demand for Asia ex China and CEEMEA, 
though other regions are yet to feel the benefit.  

Chart 16: China dominant for EM…  Chart 17: …and DM trade 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. 
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It is no secret that China has engaged in stimulus until recently, and that the effects 
of this have been to boost domestic demand and global commodity prices. Equally, 
it is well discussed by now that China has begun to tighten policy, restricting credit 
and reducing liquidity. While this is yet to show up in most growth data, our 
expectation remains that this will be the case given how credit reliant parts of the 
economy have been historically. If Chinese stimulus is to thank for the stronger 
global trade, then the improvement in the trade multiplier would seem more of a 
cyclical gain than a structural shift.  

We would also note that although Chinese trade has surprised to the upside, a 
weakening trend is evident (chart 18). Japan, which as we noted above has been an 
unexpectedly strong source of export demand, also shows signs of rolling over. If 
overall global trade is to remain supported, other sources of demand will need to 
grow. Based on our current growth forecasts, with the US, China and Japan set for 
slower growth in the third and fourth quarters than in the second, Europe is the 
most probable source of increased demand. 

Chart 18: Trade may soon need other drivers 

 
Source: Thomson Datastream, Schroders Economics Group. 25 July 2017. 

However, as we saw in chart 16, European demand so far seems to have proven 
more beneficial to CEEMEA and EM Asia ex China than elsewhere. This contrasts 
with China’s demand which appeared to generate broad based benefits. Historic 
data suggests this differentiation is likely to persist to some degree. Simple 
correlation coefficients of Eurozone GDP and Eurozone imports from assorted trade 
partners (chart 19) suggest that Eurozone growth has benefitted the US the least, 
and CEEMEA the most (we exclude Russia due to the distorting effects of oil prices).  

For China in the same period, with the puzzling exception of Japan correlation 
coefficients are fairly similar across trade partners, with CEEMEA again particularly 
strong. From this admittedly simple analysis, European led trade growth seems 
likely to benefit a different and perhaps narrower group of countries than its 
Chinese equivalent. Latin America and the US stand to lose out, while Japan, 
counterintuitively, could benefit. 
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Chart 19: Handover from China to Europe will change trade winners 

 
Source: Thomson Datastream, Schroders Economics Group. 26 July 2017. 

All of this assumes also, of course, that there are no new impediments to trade. Yet 
this may not be a safe assumption. Trade talks between Beijing and Washington 
have resumed, but a lack of agreement at the Comprehensive Economic Dialogue, 
as it is known, has prompted concerns that the US could levy tariffs on Chinese steel 
and other imports. The US remains keen to reduce its trade deficit with China, and 
has become increasingly critical of World Trade Organisation rules which the 
administration see as tilted in China’s favour. The growing risk of protectionism in 
the US carries with it the risk of retaliatory tariffs elsewhere, throwing sand into the 
workings of global trade. Europe has also discussed potential retaliation against the 
US for recent sanctions announced against Russia, which seem likely to target 
European energy firms. 

Can technology save the day? 

One source of hope has been the technology sector, with talk of a renewed cycle 
which could support trade and growth. It is true that semiconductor sales have 
been performing strongly recently, and they appear to lead trade volumes 
(chart 20). However, leading indicators for semiconductor sales themselves suggest 
momentum may have peaked. We are not sector experts but it is hard to place too 
much reliance on this as a potential engine of further gains. 

Chart 20: Semiconductor sales lead trade, but may have topped out 

 
Source: Thomson Datastream, Schroders Economics Group. 26 July 2017. 
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Downside risks dominate 

Overall, we see a negative balance of risks to global trade from here. Growth 
momentum is forecast to soften in Japan, the US and China and it seems unlikely 
that Europe can provide a complete offset. In addition, other supportive factors, like 
commodity price base effects and the technology cycle, are expected to fade. We do 
not see signs of a dramatic collapse but we do think positive momentum has 
peaked. 
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Schroder Economics Group: Views at a 
glance 
Macro summary – August 2017 
Key points 

Baseline 

– Global growth is expected to come in at 2.9% in 2017 (after 2.6% in 2016) led by the advanced economies 
whilst inflation rises to 2.4% (from 2% in 2016) largely due to higher oil prices. This checks activity in 
2017H2, but global growth of 3% is still expected in 2018 boosted by fiscal loosening in the US, and as 
inflation falls back helping to support consumer demand globally.  

– The US Fed is expected to raise rates two times in 2017 taking fed funds to 1.25% by end year. We 
expect the central bank to begin to trim its balance sheet towards year end resulting in a pause in 
tightening. Firm growth and a modest rise in core inflation allow the Fed to resume tightening later 
in 2018 and take rates to 2% by year end.  

– UK to slow in 2017 to 1.6%. Inflation is set to rise sharply due to the fall in the pound, which will reduce 
disposable income of households and encourage cuts in spending. Investment is already weak, and has 
started to impact employment. The BoE is expected to remain on hold, constrained by higher inflation. 
Growth remains below trend in 2018 causing unemployment to rise.  

– Eurozone growth to pick up in 2017 to 1.8% following robust surveys and an easing in political uncertainty. 
The ECB should keep interest rates on hold, but will quicken tapering of QE in 2018. 

– Japanese growth forecast at 1.6% in 2017 and inflation at 0.7% supported by looser fiscal policy and a 
weaker yen. No further rate cuts from the BoJ, but more QQE is expected as the central bank targets zero 
yield for the 10 year government bond.  

– Emerging economies benefit from modest advanced economy demand growth and firmer commodity 
prices, but tighter US monetary policy weighs on activity. Concerns over China’s growth to persist, further 
fiscal support and easing from the PBoC is expected. 

Risks 

– Risks skewed towards deflation on fears of secular stagnation, China credit crisis (hard landing) or a spike in 
bond yields. Reflationary risks stem from more aggressive Trump policy on fiscal expansion. 

Chart: World GDP forecast 

 
Source: Thomson Datastream, Schroders Economics Group, May 2017 forecast. Please note the forecast warning at the back of the 
document. 
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Schroders Baseline Forecast 

 

Real GDP
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus
World 100 2.6 2.9 (2.9) 3.0 3.0 (3.0) 3.0

Advanced* 62.6 1.7 1.9 (1.9) 2.0 2.0 (2.0) 2.0
US 27.0 1.6 2.0  (2.3) 2.2 2.2  (2.4) 2.3
Eurozone 17.4 1.7 1.8  (1.5) 1.9 1.8 (1.8) 1.7

Germany 5.1 1.8 1.8  (1.6) 1.7 1.9  (2.0) 1.7
UK 4.3 1.8 1.6  (1.7) 1.6 1.6  (1.7) 1.4
Japan 6.2 1.0 1.6 (1.6) 1.4 1.3  (1.0) 1.1

Total Emerging** 37.4 4.1 4.6 (4.6) 4.7 4.6 (4.6) 4.7
BRICs 24.2 5.1 5.5  (5.6) 5.6 5.5  (5.6) 5.6

China 16.4 6.7 6.6 (6.6) 6.6 6.2 (6.2) 6.3

Inflation CPI 
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus
World 100 2.0 2.4  (2.7) 2.3 2.3  (2.4) 2.3

Advanced* 62.6 0.7 1.8  (2.0) 1.8 1.4  (1.5) 1.8
US 27.0 1.3 2.0  (2.6) 2.1 1.9  (2.3) 2.1
Eurozone 17.4 0.2 1.6 (1.6) 1.6 1.1  (0.9) 1.4

Germany 5.1 0.4 1.9  (2.0) 1.7 1.3 (1.3) 1.6
UK 4.3 0.7 2.8  (2.9) 2.7 2.2 (2.2) 2.7
Japan 6.2 -0.1 0.7  (1.1) 0.5 1.1 (1.1) 0.8

Total Emerging** 37.4 4.1 3.5  (3.8) 3.3 3.8 (3.8) 3.2
BRICs 24.2 3.5 2.7  (3.3) 2.4 3.1  (3.3) 2.7

China 16.4 2.0 2.0  (2.5) 1.7 2.3 (2.3) 1.9

Interest rates 
% (Month of Dec) Current 2016 2017 Prev. Market 2018 Prev. Market

US 1.25 0.75 1.50 (1.50) 1.45 2.00 (2.00) 1.74
UK 0.25 0.25 0.25 (0.25) 0.41 0.25 (0.25) 0.62
Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.00 (0.00)
Eurozone (Depo) -0.40 -0.40 -0.40 (-0.40) -0.40 (-0.40)
Japan -0.10 -0.10 -0.10 (-0.10) 0.03 -0.10 (-0.10) 0.05
China 4.35 4.35 4.35  (4.00) - 3.50 (3.50) -

Other monetary policy
(Over year or by Dec) Current 2016 2017 Prev. 2018 Prev.

US QE ($Bn) 4470 4451 4450  (4451) 4050  (4354)
EZ QE (€Bn) 1696 1481 2236  (2261) 2566  (2591)
UK QE (£Bn) 435 423 444 (444) 445 (445)
JP QE (¥Tn) 490 476 553  (556) 653  (676)
China RRR (%) 17.00 17.00 16.50 16.50 16.00 16.00

Key variables
FX (Month of Dec) Current 2016 2017 Prev. Y/Y(%) 2018 Prev. Y/Y(%)

USD/GBP 1.30 1.24 1.32  (1.22) 6.8 1.30  (1.20) -1.5
USD/EUR 1.17 1.05 1.15  (1.04) 9.0 1.12  (1.01) -2.6
JPY/USD 111.1 116.6 108  (114) -7.4 110  (116) 1.9
GBP/EUR 0.90 0.85 0.87  (0.85) 2.1 0.86  (0.84) -1.1
RMB/USD 6.77 6.95 7.05  (7.10) 1.4 7.40 (7.40) 5.0

Commodities (over year)
Brent Crude 48.7 45.9 52.1  (56.5) 13.6 51.8  (56.2) -0.7

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

Previous forecast refers to February 2017

** Emerging markets: Argentina, Brazil, Chile, Colombia, Mexico, Peru, China, India, Indonesia, Malaysia, Philippines, South Korea,
Taiwan, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, Croatia, Latvia, Lithuania.

-0.31 -0.14

Source: Schroders, Thomson Datastream, Consensus Economics, July 2017

Market data as at 21/07/2017

*  Advanced markets:  Australia, Canada, Denmark, Euro area, Israel, Japan, New Zealand, Singapore, Sweden, Switzerland,
United Kingdom, United States.
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Updated forecast charts – Consensus Economics  

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

Chart A: GDP consensus forecasts 

2017  2018 

 

 

 

Chart B: Inflation consensus forecasts 

2017    2018 

 

 

 
Source: Consensus Economics (July 2017), Schroders. 
Pacific ex. Japan: Australia, Hong Kong, New Zealand, Singapore. 
Emerging Asia: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand. 
Emerging markets: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand, Argentina, Brazil, Colombia, Chile, 
Mexico, Peru, Venezuela, South Africa, Czech Republic, Hungary, Poland, Romania, Russia, Turkey, Ukraine, Bulgaria, Croatia, 
Estonia, Latvia, Lithuania. 
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