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2016 review: The underdogs bite back (page 2)     
• 2016 ended up being a reasonably good year for risk assets. Only government 

bonds failed to deliver a positive return. Global high yield bonds led the way as 
default risk eased in the US energy sector, while equities rebounded from early 
weakness, and even endured several major political shocks.  

• The year will be remembered for Brexit, Trump and Renzi, partly due to the 
unexpected nature of some of the results, but also the potentially profound shift in 
international relations in coming years. There were a range of other political 
events that did not disappoint too, Dilma’s eventual ousting helped return 
optimism in Brazil, while Spain finally managed to assemble a somewhat stable 
government.  

• Running out of room, central banks experimented with negative interest rates, 
without much success. Meanwhile, the Bank of England was engulfed in 
accusations of seeking to politically influence Brexit. Overall, the divergence in 
monetary policy that was expected played out, and is likely to remain a theme 
for 2017.   

The Trump trade: how far can it go? (page 13)     
• Investors have bought into the Trump or reflation trade on hopes of stronger 

growth, rising inflation and higher interest rates. Risk assets are rallying, the dollar 
has strengthened and capital has flowed out of emerging markets.  

• We factor a fiscal boost into our forecast, but the impact will not be felt until 2018. 
Meanwhile, President-elect Trump’s fiscal proposals must navigate the tricky 
waters of Congress where House Republicans are more focused on tax reform 
than tax cuts. There are also questions over the impact of tax cuts and 
infrastructure spending on real growth.  

• Political risk shifts to Europe in 2017 with the risk of an upset in France or Italy 
potentially threatening a break-up of the euro.  

Views at a glance (page 17) 
• A short summary of our main macro views and where we see the risks to the 

world economy. 
 Chart: Politics has been a key driver of markets in 2016 

 
Source: Thomson Datastream, Schroders Economics Group. 20 December 2016.     
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 2016 review: The underdogs bite back 

 
 
 
 
 
 
 

 
2016 got off to a 
shaky start, with 
risk assets selling 
off, and oil falling 
to $28 p/b 
 
 
 
 
 
 
 
 
 
 
 

Brexit risk started 
to hit the pound, 
while many 
obsessed over 
China’s currency 
devaluation risk 
 
 
 
 
 
 
 
 
 
 

At this time of year, we like to take a step back and review the performance of 
markets and the lessons we can learn for the coming year. 2016 will be 
remembered for a couple of major political shocks, but also the reasonably good 
performance of markets despite those unexpected outturns.  

Investors had ended 2015 with poor returns from risk assets, and only small 
gains from safe haven fixed income bonds. Concerns over China devaluing its 
currency were still present, and weakening profits in the US had a significant 
number of economists predicting a recession in 2016. Commodities had a terrible 
2015, and oil was under pressure again at the start of 2016, with few signs that 
the global excess supply was going to ease.  

Spring slump as macro fear rose 
2016 began with an immediate sell-off in many risk assets, as investors tried to 
come to terms with various risks. The World Health Organisation had just 
announced the likely spreading of the Zika virus through most of Central and South 
America, just as cases were being reported in the southern states of the US. 
However, a key concern for investors was the impact of oil prices falling even 
further in the first two months of the year. Falling oil prices have become 
synonymous with a weaker performance from energy sectors and producers, and 
had called into question the credit worthiness of many firms. Therefore, as the 
price of Brent crude fell below $28 per barrel in January, concerns quickly returned.  

One reason for the drop in oil prices was the announcement that the United 
Nations had concluded that Iran had implemented the steps required under its 
nuclear accord. This would allow the US and Europe to lift sanctions and allow 
Iran to sell oil to the world once again. While the extra oil supply was negative for 
producers, the lifting of sanctions was seen as the start of a new, more hopeful 
relationship between Iran and the West.  

At the same time, investors were still concerned about the risk of China 
devaluing its currency sharply, despite announcing its intent to track a basket of 
currencies at the end of 2015. A sharp depreciation would have been deflationary 
for many parts of the world, but China’s deviation from the currency basket in 
February hurt its credibility.  

Meanwhile, the British pound was falling sharply as more investors woke up to the 
risk of Brexit, ahead of the UK’s referendum in the summer. GBP was suddenly 
one of the worst performing currencies over recent months as investors and 
economists considered the implications of an exit result. The UK began a long and 
exhausting debate which gave birth to the term “post-truth politics” – in reference to 
the insistence of campaigners to continuously use factually incorrect claims.  

Separately, China fully unveiled its 13th five year plan by the end of April, with 
growth still a top priority. To achieve it, the government pledged to push forward 
supply side, structural reforms. In addition, the concept of development was 
broadened to incorporate more social aspects: welfare, household registration 
(hukou) urbanisation, pollution and other environmental considerations. Progress 
in 2016 has proved limited.   

Summer Brexit shock 
Just weeks before the UK’s Brexit referendum, the Federal Reserve (Fed) 
backed away from raising interest rates, bowing to pressure from markets that 
too much risk was on the horizon.  

The re-run of the Spanish general election was largely as expected, giving Prime 
Minister Mariano Rajoy a larger share of the votes, which eventually led to him 
returning to office after the Socialist party agreed not to oppose him. The threat 
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The summer saw 
the first big shock, 
with the UK voting 
to leave the EU… 
 
 
 
 
 
 
 
 
 

 
…while Dilma was 
finally ousted, 
helping to return 
some optimism to 
Brazil 
 
 
 
 
 
 
 
 
 

Autumn saw the 
Colombian peace 
deal referendum 
rejected, while UK 
PM May took a 
hawkish Brexit 
stance 
 
 
 
 
 
 
 

of Podemos (extreme far left party) has faded for now.  

While the Spanish election was largely uneventful, the UK shocked most people 
by voting to leave the EU. The result led to the resignation of Prime Minister 
David Cameron, who was then replaced by Theresa May. Chancellor George 
Osborne was given his marching orders after setting out what was perceived to 
be an overly pessimistic assessment of the impact of Brexit, and threatening a 
“punishment budget”. His successor Philip Hammond vowed to “reset fiscal 
policy”, signalling an end to fiscal austerity. Meanwhile, the Bank of England 
(BoE) cut interest rates to 0.25%, and restarted quantitative easing (QE) with £60 
billion of new purchases of gilts and corporate debt.  

Meanwhile in continental Europe, the European Central Bank (ECB) had already 
announced an increase in its QE programme from €60 billion to €80 billion per 
month earlier in the year, but it added corporate debt to the mix of assets for the 
first time in the summer.  

In Asia, the Philippines won an arbitration case against China’s “Nine-Dash Line”, 
claim over the South China Sea. An international tribunal ruled that certain rocky 
outcrops were insufficient to generate territorial claims for China. Beijing rejected 
the ruling, and the election of President Duterte in November, who subsequently 
pivoted towards China and away from the US, likely assures that the ruling is 
quietly dropped.  

The Olympics, held in Rio, was a relative success for the host nation, but could 
not save the embattled President Rousseff. Her impeachment and removal from 
office at the end of August helped drive a rally in Brazilian assets as investors 
looked toward the possibility of reform in a more stable political environment. Her 
successor, President Temer, has had some success but is increasingly facing 
calls for his own impeachment. 

Autumn provides more shocks 
The second major shock of the year was the rejection of the peace deal between 
the Colombian government and the Farc group. In an effort to end over five 
decades of war, a peace deal was announced in the summer. However, the deal 
required constitutional change to give some Farc fighters immunity from 
prosecution. The balance between peace and justice was deemed to have been 
incorrect, and the population rejected the deal in a referendum. The deal was 
later amended so to not require constitutional change, and signed in December. 
A lasting peace deal could encourage more investment in Colombia in coming 
years, and is seen as having good growth potential. 

Back in the UK, the new prime minister’s speech at the Conservative Party 
conference shocked markets by suggesting that she was going to prioritise 
sovereignty and control over immigration over access to the single market – 
implying that a “hard Brexit” was her default position for negotiations. In a 
separate speech at the conference, May also criticized the BoE’s QE policy for 
worsening inequality in the country, which later triggered several attacks from her 
government towards the central bank, and in particular Governor Mark Carney. A 
better than expected outturn of economic data immediately after Brexit prompted 
complaints of politicised forecasts from the central bank. The pound tumbled 
further in response, but gilts yields sold off as an extension of QE became less 
likely.  

Another central bank facing criticism was the Bank of Japan (BoJ), having failed 
to halt the meteoric rise in the yen. With the supply of assets to buy running low 
and banks complaining of flat yield curves hurting their profits, the BoJ 
announced that it would attempt to target a yield to maturity of zero on its 
benchmark 10-year government bond. This helped steepen the curve slightly, but 
also reduced the incentive for speculators to push the curve into deeper negative 
territory.  
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By winter, Trump 
was president-
elect, Renzi had 
lost his 
referendum and 
his job, while 
OPEC was busy 
raising oil prices 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Winter of discontent 
The world was shocked by the victory of Donald Trump in the US presidential 
election in November, especially as he had been significantly behind in the 
opinion polls in key swing states. The defeat of the establishment’s favourite 
candidate Hillary Clinton marks a major change in US politics, and potentially an 
even bigger change in international relations. Trump’s threats to rip up the North 
American Free Trade Agreement (NAFTA); build a wall across the border with 
Mexico; name China a currency manipulator and impose huge tariffs; deport 
11 million illegal immigrants; pull out of the Paris climate change agreement; pull 
out of NATO and the policing of other regions all have negative consequences 
for the world. For US and most developed markets, his victory helped start a 
reflation rally as his pro-business policies and promise of huge fiscal stimulus 
helped ignite animal spirits.  

We will of course learn more about how many of Trump’s threats and promises 
will survive his post-campaigning policy formation, but what has been apparent 
so far is his willingness to test diplomatic relations, particularly with China.  

Meanwhile in India, a different type of experiment was under way. In a boon to 
academic monetary economists but a blow to hundreds of millions of Indians, 
Prime Minister Modi announced on 8 November that effective immediately 500 
and 1,000 rupee notes would no longer count as legal tender. Holders of the 
obsolete notes have until 30 December to deposit them in a bank account. The 
withdrawal of 86% of banknotes has seen long queues at ATMs on a daily basis 
and heavily inconvenienced the populace, particularly in rural areas. The 
immediate data has shown a hit to production and consumption but estimates 
vary wildly on how negative a growth shock the policy will prove. The move was 
originally aimed at tackling corruption and tax evasion, but only 5% of assets in 
tax evasion cases are held in cash.  

In Europe, discontent was on the rise. Angry with European Union policy to 
distribute asylum seekers across the EU, Hungary held a referendum that was 
designed to give the government ammunition to reject the edict. Despite the 
government spending huge sums campaigning against migrant quotas, the turn-
out for the referendum was less than 50% and therefore deemed insignificant, 
even as 98.3% of voters supported the government position. Hungarian Prime 
Minister Victor Orbán vowed to fight the EU, calling for “a cultural counter-
revolution within the EU”. 

In Austria, a re-run of the presidential election risked the far right taking control of 
the largely ceremonial position, only for Alexander Van der Bellen to win as an 
independent candidate.  

Italy’s prime minister, Matteo Renzi, was less fortunate in his plebiscite. He had 
staked his career on a referendum designed to introduce badly needed political 
reforms, only for the public to convincingly reject it, and more importantly him. 
The vote was widely seen as a vote on his future rather than on reforms.  This 
was a rare example of where opinion polls were correct, and so the impact on 
markets was more muted. Renzi has since stepped down and had been replaced 
by former foreign affairs minister Paolo Gentiloni, with a general election 
expected for the end of 2017.  

Helpfully, a few days after the Italian referendum, the ECB had announced that it 
would extend QE until the end of 2017. The monthly purchases were being 
scaled back to €60 billion per month, but the announcement proved to be more 
significant when ECB President Mario Draghi announced that central banks 
would be allowed to buy bonds with a new lower maturity, and bonds yielding 
below the deposit rate. This effectively was the removal of the floor for bond 
yields, and acted as an interest rate cut.  

Going in the opposite direction, the Fed hiked interest rates in the US – the first 
hike in a year. The Fed had prepared investors in previous months, citing rising 
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Global high yield 
bonds were the 
best performers 
of the year, 
followed by 
commodities and 
global equities 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Meanwhile 
investment grade 
and government 
bonds were the 
laggards 

inflation, low unemployment and improving growth dynamics. The only minor 
surprise came from the Fed’s “dot plot”, which showed an upward revision from 
two to three hikes for 2017. Then again, the Fed had forecast three hikes for 
2016, but only delivered one. 

Lastly, after months of speculation and much scepticism from analysts, OPEC 
agreed its first production cuts in eight years at the end of November. The deal, 
which extends beyond OPEC members to include Russia and ten other oil 
producers, sent oil prices sharply higher, with a reduction in output of around 
1.8 million barrels per day. Keeping prices at these new levels though will rely 
upon adherence to the agreement, something which has historically proven 
sketchy. OPEC’s efforts could also be undermined by US shale producers, who 
are likely to increase output to take advantage of the higher prices. 

Cross-asset performance comparison 
Looking across the major asset classes, only US 10-year treasury bonds failed to 
generate a positive absolute return – a reversal of the performance of 2015. 
Global high yield bonds were the best performers (+14%), recovering from 
elevated default risk related to the energy sector.  

Chart 1: 2016 Cross-asset performance (USD) 

 
Source: Thomson Datastream, Schroders Economics Group. 20 December 2016. 

Commodities were the second best asset class, returning +10.5% in 2016, after 
being the worst performing asset class in the previous three years. US dollar 
weakness at the start of the year, China stimulus and an OPEC deal all helped lift 
various parts of the Dow Jones/UBS commodity index.  

Next was the MSCI World equity index, achieving another solid year (+8.5%) after 
an initial weak start which bottomed in February. There were also concerns in the 
middle of the year around the Brexit vote, and also in the autumn in the run-up to 
the US election. However, an improvement in the earnings outlook and a politically 
driven reflation rally in the US helped secure reasonable returns.  

Gold had a very strong start to the year and was up almost 28% at the half-way 
point. Recession fears, lower real yields and ever more QE helped, but a reversal 
of some of these factors started to hurt precious metals in the second half of the 
year, with gold in the end returning just 7.3%. 

The bottom two performers were unsurprisingly global investment grade credit 
(+3.3%), and the US 10-year treasury (0%). For the second consecutive year, the 
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at the start of the year, highlighting the downside risk to capital in bond investing. 

85

95

105

115

125

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

31/12/2015 = 100

ML Global HY DJ UBS Commodity index
MSCI World equities Gold
ML Global Corp IG US Cash
US 10-year Treasury bonds



January 2017 For professional investors only 

 

6 

 
 
 
 
Equities beat their 
historical average 
performance, but 
bonds had their 
17th worst year 
since 1900 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The S&P500 was 
the best 
performing 
equity index in 
USD, but in local 
currency terms, 
the FTSE All 
Share did best 
 
 
 
 
 
 
 
 

When comparing the performance of US equities and treasury bonds against their 
history, the S&P500 provided an above average return (data since 1873 – see 
chart 2), while treasuries had their 17th worst year since 1900 (chart 3). Could this 
be the end of the 30-year bond bull market?  

Chart 2: Equity returns distribution        Chart 3: Bond returns distribution 

 
Note: Equity total returns using S&P500 from 1873, and bond total returns taken from US 
10-year treasuries from 1900. Source: Thomson Datastream, Global Financial Data, Schroders 
Economics Group. 20 December 2016. 

Comparing equity market performance 
Of the major equity markets tracked, only one failed to deliver a positive return in 
local currency terms, but more struggled in US dollar terms given the rise in the 
greenback this year. In local currency terms, the FTSE All Share was the best 
performer, returning 14.7%. However, this was largely thanks to a sharp 
depreciation in the pound, which helped to lift profit expectations for exporters 
following the vote for Brexit. Once adjusted for the currency depreciation, the UK 
index unperformed this year (-1.2%). 

The best performing index in US dollars was the S&P500, returning 13.1%. Next 
was the MSCI Emerging Markets index (more below), followed by the French 
CAC40 (+3.9%), the German DAX30 (+2.4%), and the Japanese Nikkei (+0.9%).  

Chart 4: Equity markets performance (total returns in USD) 

 
Source: Thomson Datastream, Schroders Economics Group. 20 December 2016. 
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EM equities did 
well despite 
Trump’s victory, 
especially LatAm 
and Eastern 
Europe 
 
 
 
 
 
 
 
 
 
 
 
 
 

It was a year of 
two halves for 
both the US dollar 
and Japanese yen 
 
 
 
 
 
 
 
 

in June, the Italian index was down 26% (total return basis), but it recovered to a 
year-to-date return of -11.7%.  

After a rocky start, emerging market equities as a whole staged a strong rally in 
2016, at one point delivering 20% returns in dollar terms before taking a tumble 
on the election of Donald Trump. Still, they end the year some 10% higher than 
they began it. Within emerging markets, Latin America saw the biggest gains, but 
also the biggest Trump related falls. Given the incoming president’s rhetoric, it is 
perhaps unsurprising that Mexico has been the underperformer in the region. 
The best narrative has undoubtedly belonged to Brazil, but its equity market 
performance has been near identical to Chile’s suggesting that global themes – a 
risk on rally and higher commodity prices – have been the real drivers of 
performance. Asia proved to be the year’s underperformer thanks to concerns 
about the Chinese economy in the first half of the year, with higher commodity 
prices a negative for the region generally. 

Charts 5 and 6: Emerging market equity performance (USD)   

 
Source: Thomson Datastream, Schroders Economics Group. 20 December 2016. 

Comparing currency market performance 
It was a year of two halves for several currencies as sentiment swayed one way 
or the other. The US dollar started the year weakening on a trade weighted 
basis. As it became apparent to investors that the Fed was not going to hike 
rates early in the year, the US dollar started to fall on a trade weighted basis, and 
undid most of the gains made over 2015. As oil markets bottomed out along with 
some of the activity indicators, the dollar started to rally, ending 2016 up 1.7%.  

Although the euro fell against the US dollar, it outperformed it on a trade 
weighted basis throughout most of the year. The ECB was left frustrated when it 
expanded its QE programme yet saw its currency appreciate.  

The stronger rise of the euro was largely due to the closer trading relationship 
with the UK, which had seen a precipitous fall in the pound. Sterling’s 
depreciation started in 2015 as the Brexit debate started to gain media attention, 
but it continued to fall through the spring. The eventual result saw the pound fall 
further, but sterling was not done there. The new prime minister’s hawkish 
comments with regards to the UK’s Brexit negotiation strategy pushed the pound 
lower again. At its low in October, the pound had fallen 18.4% year-to-date. It 
then started a small comeback as government ministers started to openly 
discuss seeking access to the EU’s single market in exchange for paying fees, 
and therefore softening Mrs. May’s position. 
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The worst 
performing 
currency was 
easily the British 
pound 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The Mexican peso 
severely 
underperformed 
following Trump’s 
election victory 
 
 
 
 
 
 
 
 
 
 
 

Charts 7 and 8: Currency performance in developed markets 

 
Source: Thomson Datastream, Schroders Economics Group. 20 December 2016. 

Elsewhere, Japan also had a year of two halves, seeing the yen appreciate 
sharply as the BoJ lowered its base rate into negative territory. Poor sentiment 
encouraged Japanese investors to return to the safe haven of the yen, as it rose 
just under 20% year-to-date in July. The BoJ’s change in policy later in the year, 
but also the more hawkish sentiment from the Fed, helped lower the yen from 
those highs to end the year up approximately 4.4%.  

Otherwise, both the Australian and Canadian dollars did well (1.7% and 4.7%) on 
the back of better commodity performance, while the Swiss franc had a largely 
uneventful year.  

The impact of the US election was also felt quite materially in the EM foreign 
exchange (FX) universe, particularly in Mexico. The peso had been tracking the 
likelihood of a Trump win (estimated by Nate Silver’s fivethirtyeight.com) for much 
of 2016 (chart 9) and sold off sharply on the result. Threats of a 35% tariff, given 
that 80% of Mexican exports head to the States, constitute a substantial headwind.  

Chart 9: Mexico Trumped 

 
Source: Thomson Datastream, fivethirtyeight.com, Schroders Economics Group. 20 December 2016. 
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Countries with 
higher short term 
borrowing in 
foreign currencies 
underperformed 
amid USD strength 
and higher yields 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
‘Currency 
manipulator’ 
label not borne 
out by the 
evidence 
 
 
 
 
 
 
 
 
 

prime example. The correlation is not perfect – political factors, for example, 
have seen a rally in the South African rand despite its equally high reliance on 
foreign funds, and Mexico’s vulnerability to tariffs has trumped its relatively low 
borrowing – but the relationship is nonetheless apparent (chart 10). 

Chart 10: Foreign borrowing and EM FX 

 
Source: Thomson Datastream, Schroders Economics Group. 15 December 2016. 

Given that President Trump will also be engaging in a war of words over China’s 
alleged currency manipulation, it should be noted from chart 10 that the renminbi 
(CNY) has proven resilient in the wake of the election. More generally over 2016, 
the authorities in China have proven reluctant to allow the currency to strengthen. 
Based on the behaviour of currencies in the renminbi’s trade weighted basket 
(deemed a more appropriate “reference” for the currency than the bilateral rate 
against the dollar), the currency should have appreciated in early 2016 (chart 11) 
but instead weakened slightly versus the dollar. However, note that the sharp 
depreciation of other currencies in the final months of 2016 has been resisted, 
and that in general currency weakness in China has been accompanied by falling 
reserves since 2014. The authorities are propping the currency up, not artificially 
weakening it.  

Charts 11 and 12: Preference for weakness, but China is supporting 
currency 

 
Source: CFETS, Thomson Datastream, Schroders Economics Group. 19 December 2016. 
CNYUSD implied shows the behaviour of the currencies in the CNY trade weighted basket 
versus the USD. 
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Stronger 
commodity 
performance 
provides a 
tailwind for some 
EMEs 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Commodity prices, which weighed on a number of EM currencies in 2015, turned 
more supportive in 2016. Oil rallied for much of the year, with a final surge 
following the OPEC agreement in December. However, while this drove strong 
performance in the Russian rouble (a return of close to 30% for the year) it 
seemed to have less of an effect on other oil currencies like the Colombian peso 
or Malaysian ringgit, where concerns over the extent of borrowing (chart 10) 
counteracted the beneficial impact of higher trade revenues. Meanwhile, stronger 
metals prices coincided with a better performance for the Brazilian real and 
South African rand, with the real outperforming the rand thanks to the 
impeachment of President Rousseff, prompting optimism on the potential 
for reform.  

Charts 13 and 14: Commodity prices and EM FX 

 
Source: Thomson Datastream, Bloomberg, Schroders Economics Group. 20 December 2016. 
Currencies shown in total returns. 

Comparing debt market performance 
We have highlighted the underperformance of US treasuries earlier, but to be fair 
to the wider government debt asset class, many major issuers saw their bonds 
provide a positive return for investors. We had highlighted the divergence in 
monetary policy as a key theme for 2016, and this is where it has been felt 
the most.  

When comparing the total local currency returns, US treasuries were the worst 
performer (0%), followed by Italian BTP bonds (+0.1%), where investors 
demanded a higher premium to compensate for elevated political risk.  

UK gilts were the best performers (+7.6%) as the market had priced in a good 
chance of a BoE rate rise at the start of the year, but which ultimately saw rates 
cut and QE restarted post Brexit.  

Other European markets did well with ongoing QE, German bunds returned 5.4% 
and French OATS returns 4.2%. Another interesting result of the year was the 
narrow outperformance of European corporate credit versus US credit based on 
the Merrill Lynch total return indices (chart 16). The expectation early in the year 
was that due to the ECB adding corporate debt to its mix of asset purchases, 
European credit would outperform US credit. However, despite European credit 
beating US credit by 1.4 percentage points when it came to price returns, due to 
the lower yield on offer in Europe, on a total returns basis, European credit only 
outperformed by half a percentage point. Of course, that also means that in US 
dollar terms, European credit underperformed.  
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While US 
treasuries 
performed 
poorly, other 
government 
bonds provided 
a positive return 
for investors 
 

Chart 15: Government debt returns   Chart 16: Corporate credit returns 

 
Source: Schroders Economics Group. 20 December 2016. 

In emerging markets, government debt performed well in the risk on environment 
which prevailed for most of 2016, with yields for the index falling around 150 bps 
into October, before jumping following the US election and the global increase in 
yields. EM debt benefitted too, particularly in Latin America, from falling inflation. 
This has been the case especially in Brazil, which provides great scope for gains 
given a double digit policy rate. As a consequence, Brazilian debt outperformed 
the rest of EM, rallying close to 300 bps at its peak. Worth noting too are the 
divergent fortunes of Brazil and Mexico, where yields started the year 200 bps 
apart but ended it at almost identical levels, generating returns for the year of 
around 20% in Brazil but just 6% for Mexican debt. EM debt as a whole (based 
on the JP Morgan EMBI index) saw returns of 8.6%.    

Chart 17: EM debt rallies on inflation, plummets on Trump 

 
Source: Thomson Datastream, Schroders Economics Group. 20 December 2016. 
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Lessons from 2016 
Having reviewed events and performance of markets over the year, we have 
found a few lessons worth considering for 2017: 

• If Leicester City Football Club can win the English Premier League, then 
anything can happen. With odds of Leicester winning at 4,000–1 at the start 
of the 2015–16 season, this was clearly the biggest shock of the year. Maybe 
we should have seen this as a sign of things to come.  

• Opinion polls are often wrong. Heavy reliance on betting markets and 
opinion polls has been proven to be the wrong strategy this year when it 
comes to investing around event risk. A healthy dose of scepticism and 
sensible hedges are required.  

• Macro forecasts are often wrong too. Brexit has so far turned out to be 
nowhere near as bad as expected. Most forecasters (including us) have had 
to revise up estimates for growth. Such large errors are rare, but then again, 
so are such events. Humble-Christmas pies all round.  

• Global politics is shifting, and the establishment is in trouble. A wave of 
anti-globalisation sentiment is spreading, as did anti-austerity in previous 
years. The liberal political elite is in trouble and without change or faster 
economic growth, more radical policy may be pursued.  

• The power of central banks is diminishing. Monetary policy is running out 
of road and negative interest rate policy has serious unintended 
consequences. Both Japan and Europe utilised this policy more this year, 
only to find that their respective currencies appreciated, while they hurt the 
profitability of their banks. Could we see a renaissance of fiscal activism? 
Perhaps under Trump, but probably not under Merkel. 

• Structural change is needed, and rewarded. Reform, even the prospect of 
it, still has the power to drive markets despite repeated disappointments. We 
saw this in Brazil this year, and briefly in India following the passage of the 
Goods and Services Tax bill before the uncertainty created by 
demonetisation.  

• EM reliance on external liquidity has not gone away, and will probably 
provide some testing times in 2017 for investors. Higher US yields will pile 
pressure on some emerging market economies. 

• Growth remains the key priority for China, despite lip service given to 
reforms. The authorities remain confident and will not be rushed on this front. 
This could make trade negotiations interesting. 
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 The Trump trade: how far can it go? 
 
 
 
 
 
 
 
Markets are 
pricing in higher 
growth, inflation 
and interest rates 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Emerging 
markets have 
suffered… 
 
 
 
 
 
 
 

 
 
 
 

Despite predictions of an equity market meltdown, the election of Donald Trump 
as president of the United States has brought an extraordinary rally in risk 
assets. Each of the main US equity indices have reached a new record high 
since 8 November. Concerns that the new president would bring chaos and 
confusion have been put aside and instead markets have bought into the 
“reflation” or Trump trade. Bond yields have risen, yield curves have steepened 
and cyclical sectors have rallied – all signs of an increase in growth expectations 
(chart 18). 

Chart 18: US yield curve signals stronger GDP growth 

 
Source: Thomson Datastream, Schroders Economics Group. 19 December 2016. 

The rally in US equities has been followed in other developed markets with 
Europe and Japan also performing strongly since the election. Note that we have 
seen a significant change in the market: previously driven by falling bond yields 
and a search for yield, the latest rally is one where investors are looking for 
growth to drive returns. However, despite the return to cyclicality, the emerging 
markets have not fared so well and are below their pre-election levels (chart 19). 

Chart 19: US and Emerging market equity part company 

 
Source: Thomson Datastream, Schroder Economics Group, 19 December 2016. 

In short, it would seem that investors have fully bought into Trump’s promise to 
“make America great again”: activity will be stronger and trade deals more 
favourable to the US. Inflation and interest rates are heading higher. The dollar 
has strengthened and capital has flowed out of emerging markets, which are 
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Risk of currency 
wars remains 
high 
 
 
 
 
 
 

seen as the losers in Trump’s new world.  

Pressure on the emerging markets 
The pressure can be seen in the foreign exchange markets where capital 
outflows have weakened emerging market currencies. One key focus has been 
the Chinese yuan (CNY) which has been falling against the dollar whilst China 
has seen a drop in foreign exchange (FX) reserves. The turning point in the CNY 
correlates closely with the switch from rising to declining FX reserves in 2014 
(chart 20).  

Chart 20: China’s currency and foreign exchange reserves in retreat 

 
Source: Thomson Datastream, Schroders Economics Group. 19 December 2016. 

Some of the drop in reserves reflects revaluation effects from a stronger dollar 
and higher rates; however, over the past year the fall in reserves also reflects net 
outflows of capital (given that China runs a current account surplus). Capital 
controls have been tightened and with the latest restrictions on multi-national 
corporations they have become more restrictive. The January reset of the annual 
foreign exchange allowance ($50k per person) promises to be a key challenge 
for the authorities when we can expect to see a further decline in reserves.  

The risk of a one-off devaluation of the CNY remains significant as the 
authorities seek means of stemming capital outflows. The approach of pumping 
liquidity into domestic assets to make them more attractive is running out of road 
as one bubble after another bursts. The alternative is to curb the enthusiasm for 
the dollar by making it more expensive: a sizable one-off devaluation may be the 
only means of killing off expectations of further depreciation. The recent 
devaluation of the Japanese yen will have added to pressure on the CNY and 
consequently the risk of a response and another round of currency wars remains 
high.  

What might stall the reflation trade?  
At this stage the reflation trade has strong momentum as investors jump on the 
Trump band wagon. However, as we have argued before, the impact of the new 
president’s fiscal policies will not be felt until end-2017 and into 2018. There are 
also some tricky waters to be navigated before they take effect. 

As a reminder, our baseline forecast assumes a fiscal package of $280 billion 
(1.5% of GDP) which we estimate would translate into a boost to GDP of 0.75% 
in 2018.  

We are already assuming a considerable scaling back of Trump’s plans (see 
table 1 for the unexpurgated cost). On these plans, the budget deficit is expected 
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Republicans want 
tax reform not 
tax cuts 
 
 
 
 
 

 
Fiscal 
multipliers may 
fall short 
 
 
 
 
 
 
 

 
Timing and take-
up issues with 
infrastructure 
 

to rise significantly and push the debt/GDP ratio to well over 100%.  

Table 1: The cost of president-elect Trump’s fiscal proposals 

Policy 10 year $bn impact % GDP 

Individual income tax revenue -3,343 -1.8 

Corporate income tax revenue -2,633 -1.4 

Estate and gift tax revenue -174 -0.1 

Total tax policies -6,150 -3.3 

Infrastructure spending -550 -0.3 

Health spending -50 0.0 

Total spending -600 -0.3 

Total tax and spending -6,750 -3.6 
Source: Tax Policy Centre, CRFB, Schroders Economics Group. 20 December 2016. 

Such largesse goes against the grain for many Republicans who will fear the 
impact on the budget deficit. Not surprisingly, most are more focused on tax 
reform than tax reduction and House Speaker Paul Ryan has made it clear that 
Republicans want deficit neutral tax reform. Essentially this would mean 
offsetting tax cuts by closing loopholes and eliminating deductions. Whilst we 
would still see the headline cuts in tax rates, the net fiscal stimulus would be 
reduced as other measures claw back revenue. Consequently the impact on US 
activity could be less than the market is currently expecting. Markets are likely to 
be highly sensitive to the course of these negotiations.  

Even if much of the package does get through Congress, the impact on activity 
may still prove disappointing. Fiscal multipliers on tax cuts are lower than direct 
government spending as households can choose to save some of the gains, or 
spend on imports rather than domestic production. Estimates vary, but are 
typically around 0.5, i.e. for every $1 of tax cut, output rises by $0.50. 

The biggest beneficiaries of the Trump tax cuts are the wealthy: estimates 
suggest that his plan will raise the income of the top 1% (with incomes above 
$1 million) by 14%, or more than $215,000. By contrast the middle of the income 
distribution get around $1,000 or 2%. Whilst some may see this as concentrating 
the gains in the hands of “wealth creators”, in practice such a distribution will be 
saved rather than spent, thus reducing the impact on the economy.  

The fiscal multiplier on infrastructure spending is higher with estimates up to 1.5 
times the amount invested as expenditure flows through the economy. 
Consequently we might be more confident about the effect of this spending on 
growth. There are also the longer-term benefits to be gained from the completed 
assets (e.g. new road, airport, or bridge).  

As always though there is an issue with timing: infrastructure plans take time to 
be approved and implemented (e.g. Heathrow’s third runway in the UK) and 
often the stimulus is felt years after the original proposals were made. 
Furthermore, the issue with the current plan is that the expenditure is to be 
driven by private sector subsidy rather than direct spending. This is likely to take 
the form of a tax break (worth 82 cents in the dollar) for firms who invest in 
private infrastructure projects. Clearly, there is a risk that the private sector take 
up will be slow and that stimulus takes even longer to come through than direct 
government spending.   

So there are political and economic reasons to question the scale of the stimulus 
likely to be provided by the Trump plan. The appointment of fiscal hawk Mick 
Mulvaney to be director of the Office of Management and Budget for the 
incoming Trump Administration only increases the likelihood that the impact will 
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shifts to Europe 
and the euro in 
2017 
 
 
 
 

be less than markets are expecting.  

In practice this might not be a bad thing as the US economy is, in our view, 
capacity constrained and would be at risk of overheating should too large a 
boost be delivered (see our latest forecast update from last month for more on 
this). A smaller fiscal stimulus would mean less inflation, less monetary 
tightening from the Federal Reserve and probably a weaker US dollar. This in 
turn would take some of the pressure off the emerging markets. Nonetheless, at 
present markets do not seem to be anticipating problems either in terms of 
delays by Congress, or in boosting growth significantly. Such optimism is likely to 
be questioned in the new year: prepare for a reappraisal of the Trump trade.  

Brexit, Trump…Le Pen…Grillo? 
Although 2016 has had its fair share of surprises and the decisions and progress 
of the Trump administration will be critical for markets in 2017, politics will also 
continue to loom large in Europe. General elections in the Netherlands, France 
and Germany all feature next year. Our outlook for the European economy is 
one of steady growth, but this does not incorporate any major electoral upsets.  

In our scenario analysis we identified the French presidential election as the one 
which carries the greatest chance of an upset (Le Pen breaks Europe). The 
opinion polls suggest the Republican Francois Fillon will win, but given the failure 
of opinion polls in 2016, markets are likely to be sceptical until the results are 
announced. Marine Le Pen would like to hold a referendum on France’s 
membership of the EU, creating the potential for a potential break up of the euro.  

The German elections look less risky with Angela Merkel’s Christian Democrats 
widely expected to retain power, but following the resignation of Prime Minister 
Renzi there is plenty of scope for a shock from Italy. No general election has 
been called, but a vote is widely expected towards the end of 2017. With the 
5 Star Movement in front in the polls there is the scope for Beppe Grillo to come 
to power and bring a referendum on the euro. Against this backdrop we would 
expect the European Central Bank to keep asset purchases running through the 
year and well into 2018. As a result the main conduit for political risk is likely to 
be through a weaker euro. 
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Schroder Economics Group: Views at a glance 
Macro summary – January 2017 

Key points 
Baseline 
• Global growth is expected to come in at 2.6% in 2016 as a result of a better than expected outturn for Q3 

and continued momentum in Q4. The growth forecast for 2017 has been upgraded to 2.8%, led by a more 
optimistic view on the emerging markets, the UK (smaller Brexit effect than expected) and the US (boost 
from fiscal loosening). Inflation rises modestly due to higher oil prices. In 2018, global growth is expected 
to accelerate to 3% thanks to the full impact from fiscal loosening in the US, and falling inflation in Europe 
helping to boost demand.  

• The US Fed is expected to raise rates twice in 2017 taking fed funds to 1.25% by end year. With growth 
strengthening and inflation rising, the pace of tightening is expected to increase in 2018 with four rate 
hikes taking the policy rate to 2.25% by end year. 

• UK to slow following Brexit vote. 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 the higher 
inflation. Growth remains below trend in 2018 causing unemployment to rise.  

• Eurozone growth is set to ease in 2017 as a temporary rise in inflation constrains household spending. 
Political uncertainty will also weigh on business investment, though we assume the establishment holds 
on to power. The outlook for 2018 is more promising as inflation falls back, and external performance is 
boosted by better growth elsewhere. The ECB should maintain low rates and QE beyond the end of 2017, 
but will come under pressure to tighten. 

• Japanese growth forecast at 1.4% in 2017 and inflation at 0.8% supported by looser fiscal policy and a 
weaker yen. No further rate cuts from the BoJ, but more QE 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 weaker growth on fears of secular stagnation, US recession and political risk in 

Europe. Inflationary risks stem from more aggressive Trump policy on fiscal policy or trade tariffs. 

Chart: World GDP forecast  

 
Source: Thomson Datastream, Schroders Economics Group, November 2016 forecast. Please note the forecast warning 
at the back of the document. 
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Schroders Baseline Forecast 

 
  

Real GDP
y/y% Wt (%) 2015 2016 Prev. Consensus 2017 Prev. Consensus 2018
World 100 2.8 2.6  (2.3) 2.6 2.8  (2.6) 2.8 3.0

Advanced* 62.6 2.1 1.6  (1.5) 1.6 1.7  (1.6) 1.8 2.0
US 27.0 2.6 1.6  (1.5) 1.6 1.9  (1.8) 2.3 2.5
Eurozone 17.4 1.9 1.6  (1.5) 1.6 1.2  (1.3) 1.4 1.8

Germany 5.1 1.5 1.8  (1.7) 1.8 1.4  (1.7) 1.3 1.9
UK 4.3 2.2 2.1  (1.7) 2.0 1.4  (0.6) 1.3 1.5
Japan 6.2 0.6 0.8  (0.7) 0.7 1.4 (1.4) 1.0 0.9

Total Emerging** 37.4 4.1 4.2  (3.8) 4.2 4.7  (4.4) 4.6 4.7
BRICs 24.2 4.8 5.0  (4.4) 5.1 5.5  (5.1) 5.5 5.5

China 16.4 6.9 6.6  (6.4) 6.7 6.5  (6.2) 6.4 6.2

Inflation CPI 
y/y% Wt (%) 2015 2016 Prev. Consensus 2017 Prev. Consensus 2018
World 100 1.6 2.0  (2.2) 1.9 2.4  (2.5) 2.4 2.3

Advanced* 62.6 0.2 0.8  (0.9) 0.7 1.7 (1.7) 1.8 1.5
US 27.0 0.1 1.3  (1.5) 1.3 2.0  (2.3) 2.4 2.3
Eurozone 17.4 0.0 0.2  (0.3) 0.2 1.3  (1.0) 1.3 0.9

Germany 5.1 0.1 0.4  (0.5) 0.4 1.3  (1.7) 1.5 0.8
UK 4.3 0.0 0.8  (1.0) 0.7 2.9  (2.6) 2.5 1.9
Japan 6.2 0.8 -0.3  (-0.1) -0.2 0.8  (1.2) 0.5 0.9

Total Emerging** 37.4 3.9 4.1  (4.4) 3.9 3.7  (3.8) 3.5 3.6
BRICs 24.2 3.9 3.6  (4.0) 3.2 3.3  (3.5) 3.0 3.2

China 16.4 1.4 2.0 (2.0) 2.0 2.3  (2.0) 2.0 2.2

Interest rates 
% (Month of Dec) Current 2015 2016 Prev. Market 2017 Prev. Market 2018 Market

US 0.75 0.50 0.75 (0.75) 0.99 1.25 (1.25) 1.58 2.25 2.10
UK 0.25 0.50 0.25  (0.10) 0.37 0.25  (0.10) 0.55 0.25 0.79
Eurozone (Refi) 0.00 0.05 0.00 (0.00) 0.00 (0.00) 0.00
Eurozone (Depo) -0.10 -0.30 -0.50 (-0.50) -0.40  (-0.50) -0.40
Japan 4.35 0.10 -0.10  (-0.30) 0.06 -0.10  (-0.40) 0.10 -0.10 0.13
China 4.35 4.35 4.35  (3.50) - 3.50  (3.00) - 3.50 -

Other monetary policy
(Over year or by Dec) Current 2015 2016 Prev. 2017 Prev. 2018

US QE ($Bn) 4452 4487 4448  (4475) 4430  (4493) 4412
EZ QE (€Bn) 215 159 455  (1552) 1355  (2512) 1455
UK QE (£Bn) 388 375 428  (438) 444  (565) 445
JP QE (¥Tn) 457.2 383 467  (453) 547  (493) 667
China RRR (%) 17.00 17.50 17.00  15.00 16.00  13.00 16.00

Key variables
FX (Month of Dec) Current 2015 2016 Prev. Y/Y(%) 2017 Prev. Y/Y(%) 2018 Y/Y(%)

USD/GBP 1.24 1.47 1.25 (1.25) -15.2 1.20 (1.20) -4.0 1.12 -6.7
USD/EUR 1.04 1.09 1.06 (1.06) -2.4 1.00  (1.04) -5.7 0.95 -5.0
JPY/USD 118.1 120.3 110.0  (100.0) -8.6 112.0  (105.0) 1.8 115.0 2.7
GBP/EUR 0.84 0.74 0.85 (0.85) 15.1 0.83  (0.87) -1.7 0.85 1.8
RMB/USD 6.95 6.49 6.90  (6.85) 6.3 7.15 (7.15) 3.6 7.50 4.9

Commodities (over year)
Brent Crude 55.9 53 44.9  (43) -14.8 50.1  (47) 11.6 53.0 5.9

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

Previous forecast refers to August 2016. Latest forecast includes historic revisions and revised w eights to the contribution of global GDP

-0.17

Source: Schroders, Thomson Datastream, Consensus Economics, December 2016

Market data as at 20/12/2016

*  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 Korea,
Taiw an, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, Croatia, Latvia, Lithuania.

-0.31 -0.26
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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 
2016 2017 

  

2016 2017 

  

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 Schroder 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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Chart B: Inflation consensus forecasts 

Source: Consensus Economics (December 2016), 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. 


