
Global market 
perspective

Economic and asset 
allocation views

Q2 2021

Marketing material  
for professional investors or advisors only.



3 
Introduction

4
Asset allocation views:
Multi-Asset Group 

12 
Economic Risk  
Scenarios

15 
Market returns

7 
Regional equity views

8 
Fixed  
income views

9 
Alternatives views

10 
Economic views

Content



Global Market Perspective 3

Investors welcomed 2021 with a more positive outlook on the world 
economy. The roll-out of the Covid-19 vaccine and substantial policy support 
continued to aid the rally in risk assets. Commodities shone brightly, lifted 
by hopes of a return to economic normality. Meanwhile, the more cyclical 
and value-orientated stock markets of Europe and Japan outperformed. 
Equity returns in emerging markets were more modest, given the stronger 
US dollar on the back of significant US fiscal stimulus. This also helped drive 
government bond yields higher, which led to a sell-off in developed sovereign 
and US credit bonds.

We have continued to upgrade our global growth forecasts with the main 
increase seen in 2022 as the world returns more fully to normality. For 2021, 
our global growth outlook is little changed as upgrades are overshadowed by 
a significant cut to our eurozone forecast. Against this backdrop, the increase 
to our inflation forecast this year is largely driven by higher commodity prices. 
The impact is expected to be temporary, which allows central banks to keep 
monetary policy loose. 

In terms of the greatest risk to our central macroeconomic view, this would be 
a ‘Sharp global recovery’. This scenario is based on a faster and wider vaccine 
delivery, less economic scarring and greater fiscal impact than in the baseline.

From an asset allocation perspective, we are still overweight in our allocation 
to commodities, which offers the portfolio some protection from cost-driven 
inflation. We remain positive on equities, but negative on government bonds 
and high yield credit. We recognise that equity valuations are no longer as 
compelling with the rise in bond yields. But higher bond yields have been a 
response to stronger growth, which is a more supportive backdrop for stocks. 
Moreover, we have a preference to the areas of the market that are less 
duration sensitive such as Japan and value sectors.  

7 April 2021

Tina Fong, CFA
Strategist

Keith Wade
Chief Economist and Strategist
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Economic overview
Our forecast for global GDP growth over the next two 
years has been upgraded to 5.3% in 2021 and 4.6% in 2022, 
from 5.2% and 4.1% respectively. The main change to our 
forecast is expected to be seen next year when economies 
should have more fully normalised and fiscal and monetary 
policy remains loose.

For this year, stronger US fiscal policy helps, but at the 
global level the gains are largely offset by a significant 
downgrade to our eurozone growth forecast. This is due 
to an extended lockdown and a slow vaccine roll-out. 
Meanwhile, the UK, Japan and some emerging economies 
experience growth upgrades. To put the growth outlook 
in context, after a fall in global GDP of nearly 4% in 2020 
we expect one of the strongest recoveries on record for 
the world economy, beating the rebound from the global 
financial crisis (GFC). 

Alongside stronger growth comes increased inflation, 
largely driven by higher oil and commodity prices. We now 
expect global consumer price inflation to rise 2.6% this year 
(previous forecast 2.2%) before easing back to 2.4% in 2022. 

Overall, the forecast moves in a more reflationary direction 
with stronger growth and higher inflation than in our 
forecast last quarter.

There is an “elastic band” effect here, with the key driver 
being a hand-over from the industrial sector, which has 
supported growth so far, to the service sector as the vaccine 
brings a degree of normalisation and the re-opening of this 
significant part of the economy. 

One consequence is that the coming recovery is expected 
to be driven more by the service-dependent advanced 
economies than after the GFC. It is also the case that 
compared with ten years ago, the emerging economies 
do not have the benefit of an enormous fiscal boost from 
China. Furthermore, with less access to medical care and 
vaccines, they are more challenged by the pandemic than 
their wealthier neighbours.

Monetary and fiscal policy 
On the fiscal side, a larger than expected $1.9 trillion 
spending package known as President Biden’s Rescue 
Plan (ARP) was passed by the US authorities in March. 
The Biden administration has also announced a $2 trillion 
infrastructure plan.

Over in Europe, we expect that the EU recovery fund 
(worth 5.4% of GDP) should be disbursed in the second 
half of 2021. In Japan, there is a sizeable fiscal package 
of 5.3% of GDP in direct spending where Covid-related 
measures account for 1.1% of GDP. In addition, around 
3.3% of GDP consists of reform measures such as 
spending on digital and green initiatives.  

Asset allocation views:  
Multi-Asset Group

In terms of monetary policy, we believe that there is 
sufficient slack in the world economy to absorb a strong 
initial rebound in global demand as economies re-open. 
In the US, we do not see the Federal Reserve (Fed) raising 
interest rates during the forecast period and probably not 
before the end of 2023. We do expect a gradual scaling 
back of quantitative easing (QE) before then with the 
purchase of bonds being reduced from its $120 billion per 
month rate in the second quarter of 2022.

The European Central Bank (ECB) is likely to keep monetary 
policy ultra loose, with asset purchases continuing 
throughout the forecast, and interest rates kept on hold. 
In the UK, we maintain our forecast for interest rates 
to be kept unchanged throughout the forecast horizon. 
However, we are likely to see an end to the Bank of 
England’s (BoE) quantitative easing programme, with 
current purchases due to end this year.

Over in Japan, the Bank of Japan (BoJ) has allowed more 
flexibility in the 10-year Japanese government bond (JGB) 
yield target. This should allow the BoJ to take small steps 
away from aggressive easing, while maintaining the option 
to ramp up easing if needed.

In emerging markets, the People’s Bank of China 
(PBoC) is expected to keep the lending rate and reserve 
requirement ratio on hold over the forecast period. In 
comparison, the Reserve Bank of India (RBI) is expected 
to raise rates by 50 basis points (bps) in the second half 
of 2022. Similarly, the central bank in Russia is assumed 
to increase rates in 2022. In Brazil, the authorities are 
expected to increase rates several times this year.
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Implications for markets

We expect that a combination of continued liquidity 
provided by the central banks, fiscal support and the 
ongoing cyclical recovery should support equities. But we 
recognise that equity valuations are looking rich relative to 
history and less supported by very depressed bond yields. 
However, we view rising bond yields as a response to 
stronger growth which is a more favourable environment 
for equities. 

Overall, we maintain our overweight equity stance, 
particularly when opportunities for return in other asset 
classes, such as credit, are now more limited. We have also 
sought to reduce the risk from higher bond yields through 
our country and sector positions.

Within equities, we remain positive on Japan and Pacific ex. 
Japan. For Japanese equities, we believe that the market is 
well positioned to benefit from the recovery in global trade 
given its exposure to industrials. We remain positive on 
Pacific ex. Japan equities. The authorities in the region 
have been more effective in managing the covid 
pandemic, which has resulted in a faster recovery  
in growth.

In comparison, we have downgraded emerging market 
equities to a neutral score. Weakening credit growth in 
China and the firmer US dollar are headwinds to this 
region. However, valuations remain attractive compared  
to other markets.

Meanwhile, we have a neutral stance on the US, UK and 
Europe ex. UK markets. The risk-return profile for US 
equities has deteriorated with rising real yields pressuring 
this market, which is heavily exposed to technology  
and growth stocks. Instead, we continue to favour  
cyclical sectors. 

The UK offers cyclicality and attractive valuations. 
However, the strength of the currency is weighing on the 
FTSE 100 index given its high exposure to foreign 
revenues. For Europe ex UK, this region stands to benefit 
the most from global activity normalising given the cyclical 
nature of the stock market. But compared to other 
countries, Europe is behind on the vaccine delivery, which 
is likely to delay the re-opening of the economy and trim 

earnings expectations.

Our positioning on duration has stayed negative. While 
bond yields have risen sharply, the global impact of the 
vaccine roll-out and the US fiscal package means there is 
still some scope for further modest rises in yields. 
Valuations also remain expensive despite the recent rise  
in nominal bond yields.

Within the sovereign bond universe, we are negative 
across the main developed markets. We have also 
downgraded emerging market debt (EMD) denominated in 
local currency. In comparison, we are still positive on EMD 
denominated in USD, but remain highly selective in the 
hard currency space.

On corporate credit, we remain negative on high yield (HY) 
bonds and have turned neutral on investment grade (IG) 
credit. The recent tightening in spread levels has made 
valuations less attractive across the credit segments. 
Within the IG universe, we are positive on Europe but 
neutral on the US. In Europe, technicals and fundamentals 
such as leverage, and interest coverage are more 
supportive compared to the US market. 

We remain positive on commodities. Vaccine distribution 
and fiscal stimulus are driving the demand recovery. 
Among the sectors, we have turned more positive on 
energy. The improvement in demand plus OPEC+ keeping 
supply steady should support the oil price.

On agriculture, we have become positive given robust 
demand for corn and soybean compared to last year. 
Global supply also remains under pressure from a low 
stock to use ratio.

Meanwhile, our positioning on industrial metals has 
remained positive. Despite weakening credit growth in China, 
demand in the rest of the world should recover strongly as 
activity normalises. On precious metals, we continue to 
remain neutral. The improvement in the global economy has 
led to higher real yields, but ongoing central bank stimulus 
continues to underpin the low interest rate environment.



Asset allocation grid – summary
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Regional equity views 
Key points

While the US market continues to 
benefit from ample liquidity provided 
by the Fed, valuations are expensive 
relative to history and their peers.

Importantly, the risk-return profile 
for US equities has deteriorated 
with rising real yields pressuring this 
market, which is heavily exposed to 
technology and growth stocks. 

Instead, we continue to favour cyclical 
sectors within the US. This is because 
these segments of the market are 
mostly likely to benefit from the fiscal 
stimulus package and the re-opening 
of the US economy.

US

The speed at which the UK 
authorities are getting the population 
vaccinated will help lift restrictions 
faster and aid its economic recovery. 
Fiscal and monetary stimulus also 
remains supportive.

Meanwhile, the UK offers cyclicality 
and attractive valuations. However, 
the strength of the pound is weighing 
on the FTSE 100 index given its high 
exposure to foreign revenues.

UK

The region is well positioned to 
benefit from the global recovery 
given the cyclical nature of the 
stock market. But compared to 
other countries, Europe is behind 
on the vaccine delivery. This is 
likely to delay the re-opening of 
the economy and trim earnings 
expectations.

There remains some uncertainty 
on fiscal coordination. We continue 
to expect the disbursement of the 
EU recovery fund in the second 
half of next year. This should help 
boost growth.

Europe ex. UK

We have kept our positive view on 
Japanese equities. We still believe 
that Japan is well positioned to 
benefit from the cyclical recovery in 
global trade. This is because of the 
equity index’s high concentration of 
industrial stocks.

The large fiscal response from the 
government and very accommodative 
monetary policy should support the 
improvement in economic activity.

Japan

We have maintained our positive 
stance on Pacific ex. Japan. The 
authorities in the region have 
been more effective in managing 
the Covid-19 pandemic, which has 
resulted in a faster recovery in 
growth. At the same time, monetary 
and fiscal policies remain supportive. 

For Australia, the rebound in 
commodity prices, particularly iron 
ore prices, remains a positive for the 
market. Although weakening credit 
growth in China could present a 
headwind to sentiment towards  
the region.

Pacific ex. Japan1

We have downgraded emerging 
market equities to a neutral score. 
Weakening credit growth in China  
and the firmer US dollar are 
headwinds to the performance 
prospects of this region. 

However, emerging equities 
continue to offer attractive valuations 
compared to other markets. We 
continue to favour emerging Asia, 
particularly South Korea and Taiwan, 
given signs of recovering exports and 
ongoing support from the tech cycle.

Emerging markets

1Australia, New Zealand, Hong Kong and Singapore

Equities

maximum positive neutral negative maximum negativepositive
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Fixed income views 
Key points

Bonds

Our positioning on duration has 
stayed negative. While bond yields 
have risen sharply, since the start 
of the year, the global impact of the 
vaccine roll-out and the US fiscal 
package mean there is still some 
scope for further modest rises 
in yields. Valuations also remain 
expensive despite the recent rise in 
bond yields.

Among the sovereign debt markets, 
we hold a negative view on US 
Treasuries. Investor sentiment has 
shifted towards higher US yields 
given the larger than expected  
fiscal stimulus. 

Meanwhile, we have stayed negative 
on German Bunds. While valuations 
have improved recently, they remain 
unattractive given negative yields. 
They also face the headwind of 
higher bond issuance in 2021.

We maintain our view that there 
is less value in UK gilts given their 
poor returns in comparison to other 
developed markets.

On Japanese government bonds 
(JGBs), we have an underweight 
position. This is because this  
market is offering negative yields, 
which provides poor value in a 
portfolio context.

Government Investment grade 
(IG) corporate

We have maintained our 
overweight stance on European  
IG corporate bonds but have 
downgraded US IG credit. 

On the US IG sector, the downgrade 
has been driven by very tight 
valuations and less supportive 
technicals. The continued tightening 
in spread levels have made 
valuations even richer, so spreads 
have limited room to tighten further. 
On technicals, negative price action 
tends to cause investment outflows 
in this market. Fundamentals, such 
as leverage and interest coverage, 
have improved but remain weak. 

In Europe, technicals and 
fundamentals are more supportive 
compared to the US market. The 
ECB’s support programmes continue 
to aid European IG credit. The ECB 
recently announced their intention 
to accelerate the rate of purchases 
over the coming quarter.

High yield (HY)

We are negative on both US and 
European HY markets. In the US, 
corporate leverage has fallen but 
remains at near all-time highs. At the 
same time, interest coverage for HY 
corporates remains at record lows.

For European HY, fundamentals 
appear stronger given lower 
leverage and better interest 
coverage. But we are concerned 
about the lack of a coordinated 
recovery programme and, should 
banks continue to tighten lending 
criteria, there will be rising 
insolvency risk.

We remain positive on US 
inflation-linked bonds, as they 
offer ‘protection’ against any 
upside inflation surprises that may 
emerge later in the year. Inflation 
expectations are also rising as the 
US economy improves aided by 
aggressive fiscal and monetary  
policy stimulus.

Index-linked

maximum positive neutral negative maximum negativepositive

Denominated in USD: We remain 
positive on the market but have 
taken the opportunity to reduce 
exposure to EM corporate IG credit 
given recent spread tightening. 
We still favour higher quality EM 
corporate credit and, selectively, 
upper tiers of high yield in the 
EM sovereign space due to more 
attractive valuations.  

 

Denominated in local currency: 
We prefer emerging Asia where 
inflationary pressures are more 
muted and central banks in these 
countries are expected to remain 
accommodative. However, we have 
downgraded the overall market as 
the rest of the emerging market 
universe is no longer as attractive 
given the recent repricing of 
developed bond yields.

EMD
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Alternatives views 
Key points

We remain positive on commodities. 
Vaccine distribution and fiscal stimulus 
are driving the demand recovery 
while supply remains pressured by 
underinvestment across many sectors.

On the energy complex, we have 
upgraded our view as OPEC+ 
surprised the market this month by 
keeping supply steady. Saudi Arabia 
has also continued its voluntary cut 
in supply. Meanwhile, oil inventories 
continued to be drawn as demand 
recovers. Finally, carry is positive as 
the oil curves for WTI and Brent are in 
backwardation.

We have stayed positive on industrial 
metals. Despite weakening credit 
growth in China, demand in the rest of 
the world should recover strongly as 
activity normalises. Meanwhile, metal 
inventories remain low, particularly 
in the copper sector, which should 
support prices. 

On agriculture, we have upgraded 
the sector to a positive. US corn used 
for ethanol production is expected to 
rebound strongly from the re-opening 
of the world economy. Chinese 
soybean orders are also up threefold 
from last year. Moreover, global 
supply remains under pressure from a 
low stock to use ratio. 

We continue to remain neutral on 
precious metals. The recovery in the 
global economy has led to higher real 
yields. However, ongoing central bank 
stimulus continues to underpin the 
low interest rate environment, which 
should support gold prices. 

The shift to online retailing during 
the pandemic means that sales 
in stores will not immediately 
return to pre-virus levels. Retailer 
insolvencies have also reduced 
the attractiveness of many retail 
destinations. We expect shop 
rental values to fall by a further 
20% over the next three years.

In the short-term, we expect office 
demand will remain subdued and 
that office rents will fall by 2-4% in 
most cities in 2021, as more sub-let 
space comes on to the market. 

Last year saw record demand for 
warehouses, driven by online sales 
and stockpiling ahead of a possible 
no-deal Brexit. While the latter will 
unwind, demand has so far stayed 
strong in 2021. We expect industrial 
rental growth to average 2% per 
annum over the next three years.

The investment market has remained 
active, but some of the properties 
which traded in the first quarter of 
2021 had previously been marketed 
in 2020. We anticipate that strong 
investor demand will lead to a further 
fall in industrial yields this year. But 
most shops and shopping centres 
are illiquid, and yields will probably 
continue to rise until there are forced 
sales which help establish prices.  

We forecast UK all property total 
returns of around 5% in 2021.  
The industrial sector is likely 
to be the best performer with 
retail the weakest. But next year 
could see office even overtake 
industrial, if office rents start to 
recover and investors become 
reluctant to continue bidding 
down yields on industrials.

Commodities UK property

We expect that non-food retail capital 
values in Europe will continue to 
decline through 2021-2022, as vacancy 
increases, rents fall and investors 
avoid the sector, leading to a further 
increase in yields. The capital values of 
shop and shopping centre values will 
probably only find a floor once there 
have been a series of distressed sales. 

Conversely, industrial capital values in 
Europe are likely to increase over the 
next two years.  The main driver will 
probably be industrial rental growth, 
reflecting the growth in online retail. 
We think that the fall in industrial 
yields has now run its course, although 
there is still a lot of capital trying to 
enter the sector.  

The office market is more difficult to 
call, because of the uncertainty over 
the impact of working from home 
on future demand. We expect prime 
office capital values in Europe to be 
broadly flat in 2021 and then increase 
from 2022 onwards, as the recovery in 
the economy feeds through to rents.  
Secondary office capital values are 
likely to fall in 2021, but could stabilise 
next year, if there is a widespread 
return to the office after the pandemic. 

Hotel capital values are likely to fall 
further in 2021, assuming summer 
holidays are disrupted by travel 
restrictions, but next year should see  
a strong recovery.

European property

Alternatives

maximum positive neutral negative maximum negativepositive
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Economic views

Extra fiscal stimulus brings upward revision to global 
GDP forecast as vaccine rollout continues

President Biden’s $1.9 trillion stimulus bill (the American 
Rescue Plan, or “ARP”) has led us to upgrade our forecast 
for US GDP growth. The rest of the world benefits through 
stronger trade and the impact is most noticeable in our 
2022 global growth forecasts, which are raised from 4.1%  
to 4.6% as the world economy normalises (chart 1). 

For 2021, stronger US fiscal policy helps, but at the global 
level the gains are largely offset by a significant downgrade 
to our Eurozone growth forecast from 5% to 3.5% as a result 
of an extended lockdown and a slow vaccine roll-out. 

Meanwhile, despite also experiencing an extended 
lockdown, UK growth is upgraded slightly to 5.3% assisted 
by a successful vaccine roll-out. Japan and the emerging 
markets are also upgraded, but the net result is that our 
global growth forecast is only marginally stronger for 2021 
at 5.3%.

Inflation remains a persistent worry for investors, but we 
continue to see the forthcoming pick up as temporary: 
driven by commodity price base effects with little prospect 
of the second-round developments which would create a 

problem for the Fed and other central banks. Inflation will 
rise more persistently when the output gap closes in the 
second half of 2022.

The focus on inflation is understandable as it could 
undermine one of the key supports for the market: loose 
monetary policy. 

The Fed has maintained a dovish stance and has made 
great efforts to dispel the notion that it is about to end,  
or taper, its asset purchase programme. The taper 
tantrum of 2013 still weighs on the US central bank. 
The coming rise in headline inflation will test its resolve 
further, but we must remember we are dealing with a new 
policy framework where there is scope for inflation  
to run above 2% for a period. 

We believe that there is enough slack in the world economy 
to absorb a strong initial rebound in global demand 
as economies re-open. With inflation rising in the US, 
the dovish Fed will need to communicate its new policy 
framework to investors. An inflation-led market sell-off is  
a risk scenario.

Chart 1: Contributions to World GDP growth (y/y), %

US Europe Japan Rest of advanced China Rest of emerging World
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Commodity prices to cause 
temporary inflation spike
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Regional Views

We have upgraded our forecast for US GDP growth by just 
over 1 percentage point for both periods to an increase of 
4.7% this year and 4.9% next on the back of the larger than 
expected $1.9 trillion stimulus bill.

We expect that headline US CPI inflation will peak at 3.4% in 
the second quarter due to energy prices before falling back 
as the base effect washes through. Core inflation should 
remain below 2% until the second half of 2022, when we 
expect the output gap to close in the US. 

The time for a more sustained pick-up in inflation will come 
when we estimate that the output gap will have closed in 
the US and economic slack will have been largely used up. 
Although there are pressures on prices in specific sectors at 
present it is too early in the cycle to see inflation taking off.

Owing to the more restrictive and longer pandemic-related 
lockdowns, the forecast for Europe has been downgraded 
for this year. Real GDP is still forecast to rise, but to only 
3.6% for 2021, compared to the previous forecast of 5%. 

The slow vaccine roll-out in Europe, combined with the 
apparent reluctance to take up vaccines raises the risk of 
our ‘vaccine fails’ scenario with member states forced to 
re-introduce lockdowns in winter this year and next. In 
2022, the Eurozone growth forecast has been revised up 
from 4.1% to 4.8%, as by then, not only should restrictions 
on activity have been fully removed, but the impact of fiscal 
stimulus measures should be seen.

On inflation, the forecast for Europe has been revised 
higher, largely due to the rise in wholesale oil and gas 
prices, but also due to the downgrade of the euro versus 
sterling. Headline inflation is expected to rise to above 2% 
by the end of 2021 but fall back over 2022 to average 1.2%.

In contrast to its European neighbours, the UK’s success so 
far in the speed of vaccinating its population has been a key 
driver in our upgrade to real GDP growth for 2021 – from 
5% to 5.3%. Growth for 2022 has also been revised up, from 
4.5% to 5.1%. This is partly due to improved businesses 
confidence, but also driven by an upward revision to our 
estimate of household savings, which provides more room 
for a spending recovery. 

UK CPI has only been nudged up by 0.1 percentage point 
to 1.8% for 2021 as the upgrade to sterling partially offset 
the impact from higher oil prices. Inflation in 2022 has been 
revised down from 2.1% to 1.5%, as energy inflation rolls off. 

Meanwhile, as a key beneficiary of the strong demand in 
the US and China, our view continues to be that Japanese 
growth will outperform expectations. We have upgraded our 
growth forecast to 3.2% in 2021 and 2.5% in 2022. Although 
the slower vaccine roll-out has meant that the re-opening of 
the service sector has been delayed and this has pushed out 
the improvement in consumption into next year. But US fiscal 
stimulus should boost export demand and help to replace 
the domestic demand we expected before.

We raise our forecast for Japanese inflation to 0.3% this 
year, predominantly due to higher energy prices. Inflation 
should turn positive in the coming months and core 
inflation, although likely to stay weak, should improve in the 
second half of the year as travel subsidies are rolled back 
and growth picks up.

As one of the few economies in the world to grow in 2020, 
China looks set to remain top of the growth charts this year 
with an expansion of about 9%. However, the annual rate of 
expansion will be flattered by strong base effects that look 
set to lift GDP growth towards 20% y/y in the first quarter. 

The bigger picture is that underlying, quarter-on-quarter 
rates of growth have already begun to normalise while 
leading indicators such as the credit impulse, real M1 and 
manufacturing purchasing manufacturer’s indices (PMIs) 
have begun to roll over consistent with a peak in the cyclical 
recovery in mid-2021.

Having said this, Chinese activity is not about to collapse 
and resurgent growth in developed markets will bolster 
demand for manufactured goods. But with the authorities 
withdrawing policy stimulus we expect China’s economy to 
resume its trend slowdown in the second half of this year 
and into 2022, when we expect GDP growth of 5.7%.
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There are several risks around our baseline view. The outlook 
is still very dependent on the path of the virus and success of 
the vaccine. We are assuming a high degree of normalisation 
later this year allowing the service sector to return and drive 
the next leg of the recovery. 

Although we have built some economic scarring effects 
into this outlook, it is possible that new variants of the virus 
emerge which can dodge the vaccine and, or logistical 
problems delay the roll-out. This is captured in our ‘Vaccine 
fails’ scenario with the world economy experiencing a pick-up 
in cases and renewed restrictions in the fourth quarter of 
this year. The subsequent downturn would take the world 
economy back into recession and leave activity and inflation 
lower than in the baseline (chart 3). 

Our new scenario ‘China hard landing’ stays with the 
deflationary theme. In this scenario, the authorities in China 
are too hasty in tightening policy as the economy rebounds. 
Activity falls sharply as monetary and fiscal support is 
withdrawn imparting a sharp slowdown on the economy 
and, the rest of the world with commodity producers 
particularly vulnerable. The deflationary screw is given a 
further turn by the fall in the RMB which cuts the price of 
exports to the rest of the world.

“Sharp global recovery” scenario 
has the highest probability

Economic Risk 
Scenarios

Sharp global recovery (V)

Inflation tantrum
Trade wars return

Previous baseline

China hard landing

Vaccines fail
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Cumulative 2020/22 Inflation vs. baseline forecast
Chart 2: Risks around the baseline 

Cumulative 2020/22 Growth vs. baseline forecast

Source: Schroders Economics Group, 20 February 2021.
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Sharp global recovery (V) China hard landing

Vaccines fail Trade wars return

Inflation tantrum Baseline

Chart 3: Scenario probabilities
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Source: Schroder Economics Group, 31 March 2021.

We have kept the more reflationary “Sharp global recovery” 
scenario, which is based on a faster and wider vaccine 
delivery, less scarring and greater fiscal multipliers than 
in the baseline. Overall, we assign the single highest 
probability to this scenario.

The ‘Trade wars return’ scenario where President Biden 
pulls together an international alliance to call China to 
account and tariffs go up in the fourth quarter of 2022 
next year also retains its place. The slowdown in trade and 
increase in tariffs results in a stagflationary outcome for the 
world economy. 

We have also modified our ‘Taper tantrum 2’ scenario to 
‘Inflation tantrum’ where the rise in inflation in coming 
months is greater than in the baseline and proves more 
persistent – a development which causes the Fed to signal 
an earlier tightening of policy than markets are expecting. 
The subsequent rise in bond yields and flight to the US 
dollar hits risk assets and the emerging markets, resulting 
in a sharper downturn in global activity. Note that the Fed 
does not actually tighten policy in this scenario, which is 
designed to acknowledge the challenge of communication 
when so much is priced in. This scenario receives the 
second highest probability.

Although the team put the single highest probability on the 
‘Sharp global recovery’ scenario, the balance of risks is tilted 
toward weaker growth with all our other scenarios bringing 
weaker output. On inflation though, the risks are skewed 
toward the upside, so the net balance of risks is in a more 
stagflationary direction.
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Summary Macro impact

 
Sharp 
global 
recovery 

Global growth rebounds sharply as the 
vaccine is distributed faster than expected 
allowing activity to normalise. Fiscal and 
monetary policy prove more effective in 
boosting growth once economies open. 
Business and household confidence 
return rapidly with little evidence of 
scarring and government policies are 
successful in preventing output being 
lost permanently. This is the closest 
scenario to a “V-shape” recovery.  

Reflationary: The US surpasses its pre-Covid-19 level next 
quarter and closes its output gap in the second half of this year.  
Inflation is higher as commodity prices pick up (oil reaches 
$75/ barrel). In most countries, monetary policy is tightened 
by the end of 2021 and fiscal policy support is reined in. 

China hard 
landing 

The strong rebound in economic 
activity, coupled with concerns about 
rising real estate and asset prices leads 
to an aggressive tightening of policy 
as the Chinese authorities continue 
to focus on deleveraging. The credit 
impulse falls sharply to a trough in mid-
2021, with the usual lags to domestic 
demand meaning that economic growth 
troughs at just 1.5% y/y in Q2 2022.

Deflationary: Weaker growth in China presents a demand 
shock for the rest of the world, primarily through demand 
for commodities. Inflation is also lower as a result of 
lower growth and lower commodity prices. Fears of a hard 
landing in China also spark a bout of risk aversion that is 
negative for emerging market economies and markets.

Vaccines  
Fail

Despite the vaccines, the population 
is unable to reach herd immunity and 
coronavirus continues to rise as a variant of 
the virus returns. Governments across the 
world are forced to lock-down again this 
coming winter, before re-opening in 2022.  

Deflationary: Growth is badly hit in this year and as lockdowns 
ease, the recovery in 2022 is more fragile due to the hit to 
confidence to both firms and businesses. Inflation is also 
dragged lower owing to further weakness in demand and 
falling commodity prices. Policy makers loosen fiscal and 
monetary policy further, the latter through QE. As in 2020, the 
authorities in China can effectively control the fresh outbreak 
of Covid-19 and deliver a large and effective economic support 
package, ensuring that the economy gets back on track 
during the course of 2022. However, many other EMs such 
as Brazil and India are left with little room for manoeuvre 
meaning that they suffer badly and are slow to recover.

Trade Wars 
return

Once President Biden has settled in and 
rekindled the US’ relationship with Europe 
and other allies, he leads a multilateral 
stance against China’s anti-competitive 
trade policy. China’s failure to reach 
purchasing commitments of US goods 
agreed in the phase 1 deal add to tensions. 
Tariffs on Chinese goods are hiked in 
Q4 2021 by the US, Europe and Japan. 
China retaliates in kind and tariffs then 
remain at these levels through 2022.

Stagflationary: Higher import and commodity prices as 
countries try to stockpile push inflation higher.  Weaker trade 
weighs on growth. Capital expenditure is also hit by the rise 
in uncertainty and the need for firms to review their supply 
chains. Central banks focus on the weakness of activity rather 
than higher inflation and ease policy by more than in the 
baseline. In China, the renminbi is allowed to weaken in order 
to absorb some of the increase in tariffs, but more punitive 
levies and supply chain disruption cause economic growth to 
slow. Small, open EMs in Asia also suffer from weaker trade, 
but the negative impact is less on the relatively closed EMs 
such as Brazil and India. Some EMs may in the long-term 
benefit from re-orientation of supply chains. Oil producers 
such as Russia receive some short-term benefit from higher 
crude prices as energy-importing countries stock up.

Inflation 
tantrum

Better-than-expected growth leads to 
higher inflation, particularly in the US. Bond 
investors become uneasy as they speculate 
on a premature withdrawal of liquidity 
from the Fed. As a result, US Treasury yields 
spike and this triggers an increase in risk 
aversion. Investors pull back from funding 
risky assets leading to a credit event.

Stagflationary: Central banks do their best to step in, reversing 
course but the higher risk premium persists. The tightening 
in financial conditions for the government and corporates 
hurts growth as confidence takes a hit and there is a pull back 
in corporate capital expenditure. An increase in bankruptcies 
pushes unemployment higher.  A “sudden stop” and reversal of 
capital flows to the emerging markets causes exchange rates to 
depreciate sharply, forcing central banks to raise interest rates. 
Capital flight forces current account deficits to close in EMs such 
as Brazil and India, matched by declines in domestic demand 
that weigh on overall GDP growth. Weaker growth would also 
cause inflation to be lower than in our baseline scenario.

Source: Schroders Economics Group, 20 February 2021.

Table 1: Summary of the risk scenarios
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Market returns
 Total returns Currency March Q1 YTD

Equity

US S&P 500 USD 4.4 6.2 6.2

UK FTSE 100 GBP 4.2 5.0 5.0

EURO STOXX 50 EUR 7.9 10.8 10.8

German DAX EUR 8.9 9.4 9.4

Spain IBEX EUR 4.4 6.7 6.7

Italy FTSE MIB EUR 7.9 11.3 11.3

Japan TOPIX JPY 5.7 9.3 9.3

Australia S&P/ ASX 200 AUD 2.4 4.3 4.3

HK HANG SENG HKD -1.8 4.5 4.5

EM equity

MSCI EM LOCAL -0.8 4.0 4.0

MSCI China CNY -6.0 -0.2 -0.2

MSCI Russia RUB 6.4 6.9 6.9

MSCI India INR 1.8 5.2 5.2

MSCI Brazil BRL 5.6 -2.2 -2.2

Governments  
(10-year)

US Treasuries USD -2.5 -6.7 -6.7

UK Gilts GBP -0.2 -5.8 -5.8

German Bunds EUR 0.4 -2.4 -2.4

Japan JGBs JPY 0.7 -0.5 -0.5

Australia bonds AUD 0.6 -7.0 -7.0

Canada bonds CAD -2.1 -7.9 -7.9

Commodity

GSCI Commodity USD -2.2 13.5 13.5

GSCI Precious metals USD -1.7 -9.5 -9.5

GSCI Industrial metals USD -2.1 9.0 9.0

GSCI Agriculture USD -2.3 6.0 6.0

GSCI Energy USD -3.1 21.5 21.5

Oil (Brent) USD -3.9 22.4 22.4

Gold USD -1.3 -10.2 -10.2

Credit
Bank of America/ Merrill Lynch US high yield master USD 0.2 0.9 0.9

Bank of America/ Merrill Lynch US corporate master USD -1.4 -4.5 -4.5

EMD

JP Morgan Global EMBI USD -1.0 -4.7 -4.7

JP Morgan EMBI+ USD -1.9 -7.2 -7.2

JP Morgan ELMI+ LOCAL 0.3 0.4 0.4

Spot returns Currency March Q1 YTD

Currencies

EUR/USD  -3.2 -3.9 -3.9

EUR/JPY  0.4 2.8 2.8

USD/JPY  3.7 7.0 7.0

GBP/USD  -1.3 0.9 0.9

USD/AUD  1.6 1.3 1.3

USD/CAD  -0.7 -1.3 -1.3

Source: Refinitiv Datastream, Schroders Economics Group, 31 March 2021.
Note: Blue to red shading represents highest to lowest performance in each time period.



Important information: This document is marketing material. 
For professional investors and advisers only. This document is not suitable for private 
customers. This document is intended to be for information purposes only and it is not 
intended as promotional material in any respect. The material is not intended as an 
offer or solicitation for the purchase or sale of any financial instrument.
This material is not intended to provide, and should not be relied on for, accounting, 
legal or tax advice, or investment recommendations. Information herein is believed 
to be reliable but Schroder Investment Management Ltd (SIM) does not warrant 
its completeness or accuracy. No responsibility can be accepted for errors of fact 
or opinion. This does not exclude or restrict any duty or liability that SIM has to its 

customers under the Financial Services and Markets Acts 2000 (as amended from time 
to time) or any other regulatory system. Schroders has expressed its own views and 
opinions in this document and these may change. Reliance should not be placed on 
the views and information in the document when taking individual investment and/
or strategic decisions. Issued by Schroder Investment Management Limited, 1 London 
Wall Place, London EC2Y 5AU. Registration No. 1893220 England. Authorised and 
Regulated by the Financial Conduct Authority. For Bermuda Clients only: Schroders 
(Bermuda) Limited is an indirect wholly-owned subsidiary of Schroders plc and is 
licensed to conduct Investment Management business by the Bermuda Monetary 
Authority. For your security, communications may be taped or monitored. 600776

Schroder Investment Management Limited
1 London Wall Place, London EC2Y 5AU, United Kingdom
T +44 (0) 20 7658 6000  

@schroders
schroders.com


