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Introduction The third quarter saw a reversal of fortune with equity markets rallying while government bonds 
and commodities gave up some of their gains from earlier in the year. Sentiment improved on 
the back of a fi rmer macro backdrop and increased liquidity from central banks. High Yield 
bonds continued to perform well, while foreign exchange markets were more stable after the 
volatility of the fi rst half of the year. 

As we head into the fi nal quarter of 2016, we are upgrading emerging market equities and 
downgrading government bonds. There is an element of refl ation in both these trades, picking 
up the modest fi rming in economic activity which we expect will  persist in coming months. We 
also believe that government bonds are almost priced for perfection and vulnerable to a shift in 
policy expectations. For example, we expect the US Federal Reserve to hike in December and 
for the ongoing debate about the effi cacy of  monetary policy to intensify, factors which could 
challenge markets. We outline our wider asset allocation views (page 3) while the research note 
examines the broken transmission mechanism to the real economy and asks whether we have 
reached the end of the line for monetary policy (page 22). 

Looking further out, the low level of bond yields makes the medium term prospects for 
government bonds look poor and we expect negative real returns over the next seven years. 
Equities fare better and continue to offer a risk premium, although it is a mixed picture across 
the different regions (page 14). 

Of course, the outlook could be radically changed should we get a surprise in the US 
Presidential election on November 8. Fiscal expansion and trade protection are on the agenda. 
Many fear that the factors which drove the Brexit vote in the UK are present in the US and we 
take a look at both candidates economic polices and prospects (see page 12). 

Keith Wade, Chief Economist and Strategist, Schroders
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Asset Allocation Views: Multi-Asset Group

Global Overview
Economic View We have revised our global growth forecast for 2016 to 2.3% from 2.5% following downgrades 

to the US and Eurozone. Our emerging markets forecasts are unchanged despite evidence of 
a revival in the region. Growth forecasts for 2017 remain at 2.6% indicating a continuation of 
the current lackluster global growth environment. 

The global infl ation forecast is broadly unchanged with lower forecasts in the developed world 
offset by higher EM projections in 2016 and 2017. A combination of weaker exchange rates, 
looser monetary policy and sticky prices account for the increase in EM infl ation. Lower-than-
expected oil prices have helped depress the developed market fi gures for 2016. 

This quarter we have made one change to our scenarios: we have dropped the “China hard 
landing” scenario and added “secular stagnation”. This scenario depicts a situation where 
weak demand weighs on global growth as households and corporates are reluctant to spend, 
animal spirits remain muted and capital expenditure and innovation stay depressed. There 
are elements of the baseline here, but this scenario takes them to a greater extreme with 
considerably weaker capital investment such that global growth and infl ation are some 0.5% 
lower in 2017 than in the base case. On the whole, our scenarios are skewed toward defl ation 
with “secular stagnation”, “US recession” and “Brexit shakes EU” all taking global growth and 
infl ation lower in 2017.

Central Bank 
Policy

Implications 
for Markets

We expect Fed Chair Janet Yellen and company to hike rates in December 2016 to 0.75%, 
which is followed by another two hikes to 1.25% by the end of 2017. Meanwhile, we expect 
the Bank of England (BoE) to cut interest rates further to 0.1% in November, with QE to be 
extended until at least the end of 2017. The European Central Bank (ECB) is also assumed 
to reduce the deposit rate further to -0.5% in December. In our previous forecast, we had 
assumed that the Bank of Japan (BoJ) would refrain from further rate cuts and it has proven 
correct with the central bank disappointing expectations of easing. However, we now see 
scope for further action with “QQE with yield curve control” offering room for rate cuts this year 
and next. The People’s Bank of China (PBoC) is still expected to ease policy further over the 
forecast period. 

Looking at our asset class views, we have maintained our neutral view on equities.  Global 
valuations are generally looking fair when we compare the equity risk premium relative to history, 
but we recognize that this is being artifi cially supported by the low interest rate environment. 
Against this backdrop, we still believe that earnings growth will be subdued this year given 
the sluggish global growth outlook. While monetary policy has been kinder to risk assets in 
this cycle, liquidity conditions remain vulnerable to higher interest rates in the US or a marginal 
reduction in the loose monetary support provided by other major central banks. This suggests a 
more challenging landscape for earnings growth, which is critical for the equity call.

Within equities, we have a preference for markets that offer access to the refl ationary theme 
such as EM equities where growth momentum is improving compared to their developed peers. 
This should offer support to EM multiples and relative performance. By contrast, we have stayed 
negative on Europe ex UK largely due to our belief that negative interest rates are likely to be 
harmful to the profi tability of banks and be a headwind to the broader market. Meanwhile, we 
have downgraded UK equities to neutral as the tailwind from the weakness in sterling is likely to 
be overshadowed by the market re-pricing the longer-term economic consequence of the UK 
leaving the Eurozone. On balance, we have remained neutral on the US and Pacifi c ex Japan. 
Despite the high-quality and the low-beta nature of the US market, valuations have become 
richer and have not adequately discounted the potential uncertainty from the upcoming US 
elections and the Fed’s continued path of policy normalization. On Japan, we have upgraded 
to neutral as there is potential upside  from top-line growth as the economy improves next year 
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Implications 
for Markets
(continued)

Table 1: Asset allocation grid – summary

Equity 0 Bonds - (0) Alternatives + Cash + (0)

Region Region Sector Sector

US 0 US Treasury - (0) Government - (0) 
UK property
EU property

-
+

Europe ex UK -  UK Gilts - (0) Index-Linked 0 (+) Commodities +

UK 0 (+) 
Eurozone
Bunds

0 (+)  
Investment 
Grade Corporate

- (0) Gold +

Pacifi c ex Japan 0
Emerging 
market debt (USD)

0 High yield 0 

Japan 0 (-)  

Emerging Markets + (0)  

Key: +/- market expected to outperform/underperform (maximum +++ minimum ---) 0 indicates a neutral position. The above asset 
allocation is for illustrative purposes only. Actual client portfolios will vary according to mandate, benchmark, risk profi le and the availability 
and riskiness of individual asset classes in different regions. For alternatives, due to the illiquid nature of the asset class, there will be 
limitations in implementing these views in client portfolios. Last quarter’s GMP positioning in brackets. Source: Schroders, October 2016. 
The views and opinions contained may change and there is no guarantee that any forecasts or opinions will be realized. Please refer to the 
back of this report for important information.

given more fi scal stimulus. However, we still believe that consensus forecasts for earnings remain 
too optimistic and fail to make adequate provisions for the strength of the yen on corporate 
margins.  

With regard to the duration views, we have become negative on government bonds as we 
believe they are priced to perfection such that they have become increasingly vulnerable to 
higher interest rate volatility. Among the bond markets, we have downgraded US Treasuries 
and UK Gilts to underweight and German Bunds to neutral. By contrast, we have upgraded 
Japanese government bonds (JGBs) to a positive. We have also maintained our neutral stance 
on emerging market sovereign debt in USD. Instead, we prefer harvesting the carry in EMD local 
currency bonds given that valuations are less demanding and fundamentals continue to improve 
at the margin.

In terms of the credit markets, we have stayed neutral on high yield but downgraded investment 
grade bonds. While valuations for both credit sectors are no longer compelling, there is greater 
complacency priced into valuations of investment grade spread, which are also more sensitive 
to shifts in interest rate expectations. Moreover, fundamentals are deteriorating in this sector 
and the increase in US interbank rates (LIBOR) is more likely to hit overseas demand for the US 
market. For European credit, ultra-accommodative policy from the ECB such as the Corporate 
Sector Purchase Programme (CSSP) has been supportive. However, credit spreads remain 
highly correlated between the US and Europe such that we are also negative on the European 
investment grade segment. 

We have retained our overweight positioning on commodities driven by our positive views on 
agriculture and gold. For agriculture, we have turned positive given the recent correction in prices 
and future supply may be impacted by low prices. On gold, we have kept our positive view as 
the Fed seems willing to tolerate higher infl ation risks. In comparison, we have downgraded 
the energy complex to neutral given news of potential supply increases from Libya and Nigeria. 
However, there is also the prospect of a meaningful reduction in supply from the OPEC countries 
and US oil inventory has now stopped building year-on-year. We have also downgraded 
industrial metals to negative: as the impact of the Chinese stimulus fades, prices may come 
under pressure especially as there remains ample supply across most base metals.
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Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position. Regions shown are for illustrative purposes only and should not be 
viewed as a recommendation to buy/sell.

Regional Equity Views

Key Points

0 Equities

0 US We remain neutral on US equities as the high-quality and more defensive nature of the market makes 
it attractive to hold and supports a higher than average valuation compared to the rest of the world. 

At the same time, we believe that the S&P has not adequately discounted the potential tail risk of a 
Trump victory in the US elections as well as the impact of policy normalization by the Fed.

While the cyclical environment continues to present a more challenging earnings outlook, we have 
seen earning revisions turn more positive with the reduced drag from the energy sector and the USD.

0 (+)  UK The signifi cant weakness in sterling should provide tailwinds for revenues of multinationals. However, 
we are concerned that the market has not suffi ciently priced in the longer-term economic consequence 
of the UK leaving the Eurozone.

The fall in investment and hiring plans as companies consider the effects of Brexit will likely lead to 
a slowdown in UK growth next year to 0.6%. On the other hand, more accommodative policy is 
assumed to soften the impact with the BoE cutting interest rates further. The government is also likely 
to offer fi scal support via greater infrastructure spending.

- Europe ex UK Despite the ECB’s ultra-accommodative policy, which could provide some support to the economy, 
we believe that negative interest rates are likely to be harmful to the profi tability of banks and be a 
headwind to the broader market. 

This market is also the most exposed to the potential spread of contagion from Brexit. Indeed, political 
risk is likely to take center stage in the region with the Italian referendum on the constitutional reform 
later in the fall and general elections in the Netherlands, France and Germany next year.

0 (-) Japan We are still concerned that consensus earnings forecasts on Japanese equities are too optimistic and 
fail to incorporate the impact of the currency on corporate margins. However, there is potential upside 
from top-line growth as the economy improves next year given more fi scal stimulus.

On monetary policy, the ETF buying program by the BoJ could help limit signifi cant downside to the 
market. Nonetheless, we are more skeptical on the central bank’s latest offering of “QQE with yield 
curve control,” which could spur greater volatility in terms of asset purchases. Overall, we believe that 
equities could remain range bound in the absence of a signifi cant catalyst to move the JPY. 

0 Pacifi c ex Japan 
(Australia, New 
Zealand, Hong 
Kong and 
Singapore)

We remain neutral on Pacifi c ex Japan equities but have a negative stance on Singapore and a positive 
view on Australia. On the latter, the market offers high dividends and attractive valuations. 
On balance, we are neutral on Hong Kong due to the possibility for Chinese insurers to invest in Hong 
Kong via the Stock-Connect program. However, Hong Kong valuations have become less attractive.

+ (0) Emerging 
Markets (EM)

We have turned positive on EM equities as growth momentum is improving compared to their 
developed peers. Our economic forecasts also suggest that this growth differential is likely to increase 
in favor of EM next year, which should offer support to EM multiples and relative performance. 
While the consensus forecast for EM earnings next year is optimistic, our conservative estimate puts 
EM at an advantage relative to the developed markets. 
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Fixed Income Views

Key Points

- (0) Bonds

- (0) Government We believe that bond markets are priced to perfection such that they have become increasingly 
vulnerable to shifts in interest rate expectations as central banks attempt to normalize policy with rates 
rises or less accommodative monetary conditions.  
Among the bond markets, we have downgraded US Treasuries to negative as the short-end remains 
exposed to yield adjustments, particularly with the Fed expected to hike rates later in the year. In 
comparison, the longer-end of the US curve could benefi t from safe-haven fl ows from greater political 
uncertainty globally. Although this is not our base case, yields are at risk from infl ation should the Fed 
allow the economy to run above trend for longer. 
Similarly, we have moved from a neutral to an underweight positioning in UK Gilts. We expect the BoE 
to keep monetary policy loose in order to cushion a signifi cant slowdown in the UK economy. However, 
there is the risk that longer-term infl ation expectations could accelerate given the depreciation in the 
GBP, although the central bank is likely look through the rise in the headline rate.     
Meanwhile, we have trimmed our positive view on German Bunds to a neutral stance. Long-term yields 
continue to be anchored by the accommodative monetary policy with the ECB expected to cut rates 
further and extend QE to the end of 2017. However, yields at the long-end are vulnerable to less dovish 
rhetoric from the ECB particularly given that valuations are extremely stretched. 
Despite expensive valuations, we have turned positive on JGBs and prefer this market relative to 
elsewhere as the BoJ’s intends to keep yields on the long-end of the curve anchored to a yield target.

- (0) Investment 
Grade (IG) 
Corporate

We have downgraded US IG bonds to negative over the quarter given extreme valuations and 
deteriorating fundamentals, which are at risk from greater rates volatility. Meanwhile, the increase in US 
LIBOR is likely to hit foreign demand as it means a higher cost for currency hedges, which makes the 
return an overseas investor receives from investing in US IG no longer attractive. 
Following the ECB’s Corporate Sector Purchase Programme, European spreads have tightened 
signifi cantly and consequently valuations have become even less compelling. However, credit spreads 
remain highly correlated between the US and Europe such that we are also negative on the European 
IG segment.

0 High yield (HY) US high yield has benefi tted from the recovery in oil prices and investors continued search for yield 
against a low interest rate backdrop. However, valuations have been eroded further as spreads have 
tightened signifi cantly. Nevertheless, we are neutral, as HY offers less rates sensitivity with a higher carry 
cushion. 
On European HY, we remain neutral. While ultra-accommodative policy from the ECB should be positive 
for carry, spreads remain fi rmly anchored around their long-term averages and valuations appear to be 
unattractive at current levels.

0 USD-
denominated 
Emerging 
market debt 
(EMD)

We remain neutral on USD-denominated EMD bonds as valuations have continued to turn less 
compelling amid the search for yield among investors. Instead, we prefer harvesting the carry in EMD 
local currency bonds given that valuations are less demanding and fundamentals continue to improve 
at the margin. With falling infl ation expectations within some of the countries in the universe, there is 
scope for more policy easing or less aggressive rate hiking by central banks.  

0 (+) Index-linked We still expect infl ation expectations to be lifted by base effects from the recovery in the oil price. 
However, we have downgraded infl ation-linked bonds to neutral as we are inclined to fade the recent 
strong rally in US breakeven infl ation expectations. At the same time, we have turned negative on the 
nominal bond equivalents.

Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position. Sectors and regions shown are for illustrative purposes only and should 
not be viewed as a recommendation to buy/sell.
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Alternatives Views

+ Alternatives

+ Commodities We have retained our overweight positioning on commodities driven by our positive views on agriculture 
and precious metal sectors. While the prospects for adverse weather remain due to La Niña (periods 
of below-average sea surface temperatures), both in its intensity and impact on prices is likely to be 
muted than previously expected. However, farmers are coming under increasing fi nancial pressure 
from low prices, as a consequence of abundant supply of major grains, which may impact future 
supply. This along with the recent correction in prices leads us to upgrade the agriculture sector to 
positive from neutral.

We remain positive on precious metals as gold could be a benefi ciary of safe-haven fl ows given the 
increased in political uncertainty globally. At the same time, downside risks to global growth means that 
the Fed is willing to tolerate higher infl ation risks, which should provide support to gold prices. 

In comparison, we have downgraded the energy complex to neutral as news of potential supply 
increases from Libya and Nigeria mean supply/demand dynamics will likely change from in-defi cit to in-
balance. However, US oil inventory has now stopped building year-on-year. There is also the prospect 
of a meaningful reduction in supply from the OPEC countries.

We have downgraded industrial metals to negative as the impact of the Chinese stimulus fades prices 
may come under pressure. This sector is still oversupplied and should remain in surplus over the year. 
In particular, prices remain above the marginal cost of production given the currency depreciation in 
these producing countries. 

- UK Property Occupier demand for commercial real estate has been steady since the Brexit vote. Offi ce and industrial 
rents have also held fi rm, refl ecting low vacancy and reduced new buildings in recent years. However, 
the retail sector, outside central London, continues to struggle with online competition and high vacancy 
rates. The City of London and Docklands offi ce markets are also vulnerable given their high exposure to 
international fi nancial services. Demand for offi ce and industrial space outside London should be more 
stable, as they tend to be more domestically focused, but those with multi-national fi rms will be at risk 
to new investment being re-directed elsewhere.            

In the investment market, activity has dropped off sharply. Smaller transactions have generally remained 
more liquid than larger assets, refl ecting continuing demand from owner-occupiers and foreign private 
buyers due to the fall in GBP. Conversely, the majority of domestic and foreign institutions and REITs 
appear to be on the side-lines until there is greater clarity about the outlook for the economy.   

While we expect that yields on secondary assets will continue to rise, yields on prime assets and assets 
with index-linked rents will level off, given the near record yield gap over 10-year gilt yields. Overall, we 
expect that average capital values will only fall by a further 2-3% this year and total returns for 2016 will 
be close to zero. Importantly, we think that performance could be quite volatile over the next couple of 
years. 

+ European 
Property

The recovery in the economy has fed through to offi ce demand with widespread rises in prime offi ce 
rents. Although we are cautious on the retail sector given online competition, particularly in clothing 
and footwear, which tend to account for half of the space in many shopping centers. In comparison, 
the demand growth for warehouses has been mainly due to internet retailers and third party logistics 
operators. However, there has also been a jump in new supply, partly as many sites are unsuitable for 
residential development. Hence, future rental growth is likely to be weak.  

We forecast that total returns on average investment grade European real estate will be 5-7% per year 
between end-2016 and end-2020. The majority of performance will come from the income return of 
around 5%, but capital values should also be supported by a steady increase in rents. 

Note: Property views based on comments from the Schroders Real Estate Research team. 
Key: +/- market expected to outperform/ underperform (maximum +++ minimum ---) 0 indicates a neutral position. Sectors and regions are shown are for illustrative purposes only and 
should not be viewed as a recommendation to buy/sell.

Key Points
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Central View Forecast update and scenarios: the race for growth
Our forecast for global growth in 2016 has been revised down from 2.5% to 2.3%. Reductions 
in our forecasts for the US and the Eurozone are partially offset by increases to Japan and the 
UK. Meanwhile, the forecast for the emerging markets remains unchanged. Our global growth 
forecast for 2017 remains at 2.6%: there is no break from the square-root-recovery, with the 
world economy stuck with activity growing at around 2.5%, half its pre-crisis level. 

Disappointing growth in the developed markets (DM) is driving the downgrade to 2016 with 
much of this refl ecting US data for Q2 where destocking has taken the shine off an otherwise 
strong quarter for households. Europe has remained relatively resilient, while the UK is 
preparing for a barrage of weak data as a consequence of the vote to leave the EU. 

In the emerging markets (EM), China did better than we had forecast in the fi rst half of the 
year, but this looks to us to be the result of unsustainable stimulus, and a deceleration already 
appears to be underway. Overall we expect stronger EM growth going into 2017, despite 
softer growth in China. Much of this comes from a recovery from recession in Russia and 
Brazil, though India also continues its steady march upwards as credit growth recovers and 
reform momentum helps encourage investment.

Meanwhile our global infl ation forecast is broadly unchanged with lower DM forecasts offset 
by higher EM projections in 2016 and 2017. A combination of weaker exchange rates, looser 
monetary policy and sticky prices account for the increase in EM infl ation. Lower-than-
expected oil prices have helped depress the DM fi gures for 2016.

In terms of monetary policy, we expect the next US rate rise in December and Fed funds to 
rise to 0.75% and 1.25% by the end of 2016 and 2017 respectively. By comparison, the BoJ 
is expected to cut rates to -0.3% and -0.4% by end of this year and next. We look for the ECB 
to cut the deposit rate again to -0.5% in December.

The BoE is forecast to cut interest rates to 0.1% in November, where they remain until the end 
of 2017. We assume that the BoE looks through the rise in UK infl ation, which will be seen as 
a temporary consequence of the fall in sterling. Both the ECB and BoE are expected to keep 
QE going until the end of 2017. Meanwhile, the PBoC is expected to ease further with interest 
rates falling to 3% by the end of 2017.

Chart 1: Global growth and forecast for 2016 and 2017 

Source: Thomson Datastream, Schroders Economics Group, August 15, 2016. The data includes some forecasted views. We believe 
that we are basing our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. There is no 
guarantee that any forecasts or opinions will be realized. Regions shown for illustrative purposes only and should not be viewed as a 
recommendation to buy/sell.
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Macro risks: Scenario analysis

Full details of the scenarios can be found on page 11. The risks to our base case are skewed 
towards a weaker growth outcome versus the baseline.  

We have reviewed and updated our scenarios and are making one change: we are dropping the 
“China hard landing” scenario and adding “Secular stagnation”. 

We still see a risk of a hard landing in China, but not a signifi cant one within the timeframe of 
our scenarios which would require the event to start within the next two quarters. We also 
believe that the authorities have the means to deal with most short-term dips in the economy 
by adding stimulus. We remain concerned about the build up of debt in China and believe that 
the authorities will have to fi nd a means of resolution, but this is a multi-year process. 

In the “Secular stagnation” scenario, weak demand weighs on global growth as households 
and corporates are reluctant to spend, animal spirits remain muted and capital expenditure 
and innovation stay depressed. Supply side adjustment is slow with over capacity persisting 
around the world, particularly in China, with the result that commodity prices and infl ation 
are also subdued. There are elements of the baseline here, but this scenario takes them to 
a greater extreme with considerably weaker capital investment such that global growth and 
infl ation are some 0.5% lower in 2017 than in the base case.

We have left the recently added scenarios from last quarter, “Trade wars” and “Brexit 
shakes Europe”, unchanged. The former is the where US turns protectionist and pushes up 
tariffs on its trading partners, tearing up North American Free Trade agreement (NAFTA) in the 
process.  

The latter follows from the UK’s vote to exit the EU, which galvanizes anti-EU support across 
Europe and results in a number of similar referenda across the continent. The resulting 
increase in uncertainty slows growth as companies postpone major investments and 
households delay purchases of big ticket items, much as we are seeing in the UK currently, 
resulting in an outcome where both growth and infl ation are lower than the in the baseline.

Finally on the defl ationary side, we have retained “US recession”. The US recession scenario 
is still driven by the slowdown in profi ts growth which feeds through into weaker capital 
spending and employment. 

Meanwhile, the “Currency wars return” scenario depicts a situation where we see a further 
round of currency devaluations, with fi nancial markets unnerved as it is seen as a symptom of 
a chronically weak world economy. On the whole this is a stagfl ationary outcome as infl ation 
rises through weaker currencies, while global activity suffers from increased uncertainty and 
fi nancial market volatility.  

On the other side of the coin we retain our two refl ationary scenarios: “global refl ation” and 
“US wages accelerate” where growth is stronger than in the baseline. The former represents 
a coordinated fi scal expansion by the major economies, while the latter assumes that wages 
pick-up sharply in the US, adding to demand in the near term.  
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Chart 2: Scenario analysis – global growth and infl ation impact

Chart 2 summarizes the impact each scenario has on global growth and infl ation relative to 
the baseline. There remains a bias towards weaker growth outcomes with fi ve scenarios, 
representing a combined probability of 36%, expecting growth lower than the central scenario.  

Similar to last quarter, there are no scenarios that fall in the productivity boost category (higher 
growth and lower infl ation than the baseline). The probability of a refl ationary scenario has 
increased to 13%.

Source: Schroders Economics Group, August 15, 2016. The opinions stated include some forecasted views. We believe that we are 
basing our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. However, there is no 
guarantee that any forecasts or opinions will be realized.
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Table 2: Scenario summary

Scenario Summary Macro impact

1. Currency 
wars return

After a period of truce, the currency wars return as China 
devalues the CNY by 10% in Q4 in a large one-off move. 
Japan responds by devaluing the JPY by 8% through a 
combination of rate cuts and increased QQE. Finally, the 
ECB responds by stepping up its own QE program and 
pushing the EUR down by 10%. With fi nancial markets 
unnerved, weaker equity markets result with a further knock 
on effect to activity through negative wealth effects and 
weaker investment as growth expectations decline.

Modest stagfl ation: The impact on the world economy is 
modestly stagfl ationary with mixed results between those 
devaluing and those not. Infl ation is pushed up in Europe, 
China and EM, while the US and UK experience weaker 
growth and lower infl ation. Overall the global effects are not 
great as much of the moves in exchange rates cancel each 
other out. However, the USD does strengthen as a result of 
each devaluation thus putting defl ationary pressure on the 
US. There is also a general defl ationary effect on activity from 
heightened fi nancial market volatility.

2. Global 
refl ation

Frustration with the weakness of global activity and a rise in 
fi scal populism leads policy makers to become more active. 
The use of redistributive measures boosts fi scal stimulus in 
the world economy. This then triggers an increase in animal 
spirits which further boosts demand through stronger 
capex. Global growth exceeds 3% in 2017. However, 
higher commodity prices (oil heading toward $60 per barrel) 
and tighter labor markets push infl ation up by 0.6% in 2017.

Refl ationary: Stronger growth and higher infl ation compared 
to the baseline. The US Fed raises rates to 3% by end-2017 
and starts to actively unwind QE by reducing its balance 
sheet. Higher wage and price infl ation is welcomed in Japan 
as the economy approaches its 2% infl ation target. This is 
likely to lead the BoJ to signal a tapering of QQE, with modest 
increases in interest rates. Fed action and infl ation concerns 
result in tighter monetary policy in the emerging markets.

3. Trade wars The election of Donald Trump as President brings a more 
protectionist tone to US trade policy with a signifi cant 
increase in tariffs. Other countries retaliate and the world 
economy descends into a trade war.

Stagfl ationary: Higher tariffs push up infl ation and reduce 
demand. Countries which are dependent on international 
trade are most vulnerable in this scenario. Local scarcity and a 
mismatch of supply and demand cause commodity prices to 
rise, leading to a more stagfl ationary outcome.

4. US recession Slower profi ts growth causes a retrenchment in the 
corporate sector which cuts capex and jobs. Consequently, 
the US economy tips into recession in 2017 H1. Corporate 
confi dence and the equity market are badly hit, resulting 
in widespread retrenchment. Weaker demand from the US 
hits global activity.

Defl ationary: Weaker global growth and infl ation compared 
to baseline as the fall in US demand hits activity around the 
world. The fall in infl ation is given added impetus by a drop in 
commodity prices, which then adds to pressure on energy and 
mining companies and producers. The Fed is not expected to 
raise rates in December and has to ease by Q1 2017 when 
rates are cut back again and QE restarted. Interest rates are 
generally lower around the world with major central banks 
easing further.

5. Secular 
stagnation

Weak demand weighs on global growth as households and 
corporates are reluctant to spend. Animal spirits remain 
subdued and capex and innovation depressed. Households 
prefer to de-lever rather than borrow. Adjustment is slow 
with over capacity persisting around the world, particularly in 
China, with commodity prices and infl ation also depressed.

Defl ationary: Weaker growth and infl ation vs. baseline. The 
world economy experiences a slow grind lower in activity. As 
the effect from secular stagnation is more of a chronic than 
acute condition, it takes policy makers time to identify the 
trend. However, as the economic activity fails to accelerate, 
more stimulus is added. The US reverses its interest rate hike, 
while the ECB and BoJ prolong their QE programs, adding 
more assets.

6. US wages 
accelerate

Tight labor markets and rising headline infl ation cause 
wages to accelerate faster than in the baseline in the US, 
parts of Europe and Japan. The US employment cost 
index (running at 2.3% q2) accelerates to 3% by end 2016 
and 4.5% by end 2017. Consumer spending accelerates, 
helping to boost aggregate demand, but higher labor costs 
put pressure on profi t margins.

Refl ationary: Stronger growth and higher infl ation vs. 
baseline. Better growth in the US provides a modest stimulus 
to activity elsewhere. Higher infl ation will eventually erode 
purchasing power, although this is unlikely before the end of 
2017. Long rates begin to rise in response to rising infl ation 
expectations, which the Fed counters by tightening policy 
more aggressively. Monetary policy is generally tighter than in 
the baseline and market volatility is expected to rise.

7. Brexit shakes 
Europe

The UK’s decision to leave the EU galvanizes anti-EU 
support across Europe. Widespread protests follow as 
anti-establishment parties gain momentum. Renzi loses his 
referendum on constitutional reforms, forcing him to resign. 
Many member states (France, Germany, Italy, Netherlands) 
announce their own EU referendums, jeopardizing the 
whole European Union and euro projects..

Lower growth vs. baseline: Investment across Europe 
falls as political risk hurts confi dence. Consumers retrench 
causing demand for imports from the rest of the world to fall. 
Both GBP and EUR fall sharply, helping to boost net trade 
for Europe, but to the detriment of EM and the US. Policy is 
loosened further in Europe, and with currency depreciation, 
infl ation is higher vs. the baseline. However, this is ultimately a 
defl ationary shock for the world economy as a result of weaker 
demand from Europe.

Source: Schroders Economics, August 15, 2016. The opinions stated include some forecasted views. We believe that we are basing our expectations and beliefs on reasonable 
assumptions within the bounds of what we currently know. However, there is no guarantee that any forecasts or opinions will be realized. 
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US elections: Clinton leads but risk of Trump victory 
remains high 

“We must replace the present policy of globalism – which has moved so many 
jobs and so much wealth out of our country – and replace it with a new policy of 
Americanism.”  Donald Trump, September 16, 2016.

This time last year political pundits ruled out Donald Trump as the Republican candidate, now 
they are watching him fi ght a tight race for the Presidency with Hillary Clinton. He has surprised 
everyone by riding a wave of populist sentiment for change which could take him to the White 
House. As we know, the Brexit vote in the UK demonstrated that a large number of people can 
vote for change, even though they are not sure what that change actually is. 
For the US election, the opinion polls still point to a Clinton victory. The polls had been 
narrowing, especially after Clinton took time off from her campaign for health reasons. The 
widely respected website, www.fi vethirtyeight.com, run by Nate Silver had put a probability of 
55% on a Clinton win on September 26, just before the fi rst TV debate. At the beginning of 
September this was over 75% (chart 4). The latest reading shows a bounce to 82.8% for Hillary, 
refl ecting what is widely seen as a victory for the Democratic party candidate during the recent 
debates. 

Nate Silver correctly predicted all the state results at the last presidential election. He may do 
the same again, but has to contend with two factors which will make it more diffi cult to predict 
the 2016 result. The fi rst is the large number of unknowns, those voters who have yet to decide 
and could swing the vote in either direction. Neither candidate is particularly liked, many may 
vote tactically if at all. The second is that people may be reticent about admitting that they will be 
voting for Trump, meaning that his vote is being systematically underestimated by the polls. 

Macro impact

In terms of economics, we need to distinguish between policies at face value and what happens 
when they reach Washington. At face value, both parties offer fi scal expansion. Trump’s policies 
focus on signifi cant personal tax cuts offset by spending cuts. While they will boost growth, they 
are likely to bring forward policy tightening by the Fed. We will also see higher tariffs on imported 
products adding to infl ation and slowing growth as retaliatory trade barriers increase on US 
exports. 
Although Trump promises to “…massively increase jobs, wages, incomes and opportunities for 
the people of our country”,1 the economy is late cycle, already running at a low unemployment 
rate and has no capacity to deliver massive job gains without infl ation. According to Moody’s the 
result is a short-lived boom followed by a stagfl ationary downturn (chart 5 on the next page). The 
budget defi cit increases signifi cantly. Other economic forecasters such as Oxford Economics 
reach similar conclusions. 

Source: FiveThirtyEight.com, Schroders Economics Group, October 11, 2016.
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Chart 4: Polls continue to back Clinton for the Presidential race

Keith Wade 
Chief Economist and 
Strategist 

1 Trump speech to New York Economic Club, September 16, 2016, https://www.donaldjtrump.com/press-releases/trump-delivers-
speech-on-jobs-at-new-york-economic-club.
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Congress is likely 
to scale back 
the plans of both 
candidates, but will 
have less infl uence 
on trade policies

Source: Moody’s Analytics, Schroders Economics Group, June and July 2016.
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Chart 5: Impact of Trump and Clinton’s policies on the US versus baseline             
(face value)

Hillary Clinton’s policies are more of the tax and spend variety, and provide an initial boost to 
activity, albeit smaller than in the Trump case. Again, the Fed is expected to tighten, but growth 
gains are sustained for longer in part due to the lesser scale of the stimulus and in part due to 
the absence of protectionist trade policies. 

Once policies reach Washington the story is different. We expect the House to remain 
Republican, but there is a reasonable chance that the Democrats regain control of the Senate. 
Overall, whoever wins the presidential race will be constrained by Congress as fi scal hawks on 
the Republican side scale back tax cuts and spending increases. This might change if Trump 
can build support in Congress and oust those considered to be “Republican in name only”, but it 
is not clear that he has the support to do this even if elected President. 

The area where there is less constraint is on trade policy where the President has more freedom 
to act without congressional approval if a country is found to maintain “unfair, unreasonable, or 
discriminatory practices that restrict US exports to their markets”. This would mean that Trump 
is likely to impose tariffs on China and Mexico and renegotiate NAFTA. As a result, although his 
fi scal plans are likely to be scaled back, some of the stagfl ation remains due to trade policy. 

Market impact

The opinion polls are the fi rst source of information on the likely outcome of the vote, but the 
US equity market also has a good track record. There is a well-established rule that the S&P 
500 sells off in the run-up to the presidential vote when the incumbent party loses. Markets are 
more concerned about change than if the President is Republican or Democrat. This has proven 
correct in 19 of the past 22 elections going back to 1928. There is still time for a sell-off to 
develop, but so far the S&P has been robust suggesting that Clinton will win (chart 6).

Source: Strategas, Schroders Economics Group. October 11, 2016.
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Introduction

Our seven-year returns forecast largely builds on the same methodology that has been applied 
in previous years, as explained in the appendix to this document; and has been updated in line 
with current market conditions and changes to the forecasts provided by the Global Economics 
team. This document compares our current return forecasts to those last published in July 
2015. One key change this year has been an overhaul of our methodology for equity returns 
forecasting to better capture changing trends in earnings performance, which is explained in 
greater detail below. However, as a result forecast equity returns are not readily comparable 
between this year and previous years.

Summary

The table below summarizes our asset class forecasts for the next seven years. Cash and bonds 
now universally offer a negative real return, while all equity markets bar the UK offer positive 
returns. Credit markets fi nd it diffi cult to escape the pull of negative rates in bonds and cash, 
but still offer some small infl ation-adjusted gains. Alternative assets look to be the next most 
attractive asset category after equities, but in general it looks like Asian and emerging markets 
equities are the best bet.

Negative real 
returns across 
cash and bonds 

Seven-year asset class forecast returns
2016 update

Craig Botham 
Emerging Markets
Economist

Keith Wade 
Chief Economist and 
Strategist 

Table 3: Seven-year asset class forecasts (2016 – 2023), % per annum

Nominal Infl ation Real

Cash

US USD  1.5 2.0 -0.4

UK GBP  1.1 1.9 -0.8

Euro EUR  1.3 1.5 -0.2

Japan JPY  0.0 0.9 -1.0

Bonds

US USD  1.6 2.0 -0.4

UK GBP -1.2 1.9 -3.0

Euro EUR -2.4 1.5 -3.9

Equity

US (S&P 500) USD  6.0 2.0  3.9

UK (FTSE All Share) GBP -0.2 1.9 -2.1

Europe ex UK* USD  3.9 1.5  2.4

Japan* JPY  8.9 0.9  7.9

Pacifi c ex Japan* USD  11.9 3.1  8.5

Emerging Markets* USD  11.2 3.8  7.2

MSCI World USD  6.1 2.0  4.0

Credit

US HY USD  2.8 2.0  0.8

US IG USD  1.9 2.0 -0.1

UK IG GBP  2.2 1.9  0.3

EU IG EUR  1.5 1.5  0.0

Alternatives

Emerging Market Dollar Debt (EMD USD) USD  4.1 2.0  2.1

Commodities USD  3.0 2.0  1.0

Private Equity GBP  9.6 2.0  7.5

Hedge Funds USD  6.1 2.0  4.0

Note: *Thomson DataStream’s indices. Source: Schroders Economics Group, Schroders Property Group, July 2016.
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Macroeconomic outlook

Our overall growth forecast for the next seven years shows a recovery in the world economy, 
although one that is sub-par by past standards. We have again downgraded our short-term 
growth forecasts for the US (chart 7) to refl ect a more pessimistic outlook for labor force 
and productivity growth, and some impact from the UK referendum vote. Demographics are 
expected to weigh on the participation rate, and we do not see productivity growth returning to 
pre-crisis rates.

Chart 7: US growth forecast (2016 – 2023 vs. 2015 – 2022)
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Source: Schroders Economics Group, July 2016.

Infl ation too has been revised lower, outside of the Eurozone. Infl ation in the emerging markets 
has seen the largest downgrade, driven by markets like Brazil and Russia where infl ation is 
dropping from very high levels in 2015. Beyond EM, the fall is driven mainly by the weaker 
growth outlook and in Japan by the apparent failure of monetary policy as negative rates 
backfi re. Higher Eurozone infl ation results chiefl y from a weaker euro.

Chart 8: Infl ation forecast (2016 – 2023 vs. 2015 – 2022)
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Source: Schroders Economics Group July 2016.

Downgrades to
US growth 
forecasts

Cash

Our forecasts for cash and bonds are based on our projected path of rates and yields over the 
next seven years. This year we have seen the US and UK move into negative real return territory 
as rate paths adjust to a lower growth world. As a result, all cash markets are now forecast to 
deliver negative real returns over a seven-year horizon.

Lower growth 
drives lower rates
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Most equity 
markets should still 
yield positive real 
returns  

Table 4: Cash return forecasts

2016 – 2023 (% per annum) Change from 2015 (percentage points)

Nominal Infl ation Real Nominal Infl ation Real

Cash

US 1.5 2.0 -0.4 -0.2  0.0 -0.2

UK 1.1 1.9 -0.8 -1.1 -0.4 -0.8

Euro 1.3 1.5 -0.2  0.1  0.1  0.0

Japan 0.0 0.9 -1.0 -0.3 -0.3  0.0

Equities

Unlike cash or bonds, most equity markets are forecast to deliver a positive real return, 
particularly Pacifi c ex Japan, EM, and Japan (table 5). The UK is an exception in delivering 
negative returns over the forecast horizon, something driven chiefl y by abnormally high price-
earning (PE) ratios.

Table 5: Equity return forecasts

2016 – 2023 (% per annum)

Nominal Infl ation Real

Equity

US (S&P 500)  6.0 2.0 3.9

UK (FTSE All Share) -0.2 1.9 -2.1

Europe ex UK*  3.9 1.5 2.4

Japan*  8.9 0.9 7.9

Pacifi c ex Japan*  11.9 3.1 8.5

Emerging markets*  11.2 3.8 7.2

MSCI World  6.1 2.0 4.0

We model equity returns by assuming that real earnings-per-share (EPS) growth returns to its 
long-run trend level by the end of the seven-year period, while the valuation metric (PE) returns to 
a long-run fair value based on a trimmed mean of historic data. Trend growth rates, and terminal 
PE ratios, are shown in table 6.

Changes have been made this year to the method used for determining the trend value of real 
EPS growth. For the year ahead, we use consensus expectations, adjusted for any historical 
bias. Beyond the fi rst year, we use a Christiano Fitzgerald fi lter to extract the trend EPS 
growth rate. A full discussion can be available on request. However, because of this change in 
methodology and resultant changes in trend EPS growth, our equity return forecasts this year 
are not readily comparable with previous years, explaining their exclusion from table 5.

Note: *Thomson DataStream’s indices. Source: Schroders Economics Group, July 2016.

Table 6: Equity assumptions

Regions
Trend EPS growth 

per annum
PE (t) PE (t+7)

US (S&P 500) 1.8% 20.2 18.6

UK (FTSE All Share) -5.3% 40.8 16.3

Europe -2.6% 16.3 15.2

Japan*  4.9% 14.6 15.6

Pacifi c ex Japan*  0.2% 12.5 15.8

Emerging markets*  2.5% 13.0 13.4

MSCI World -1.1% 17.3 19.1

Note: *Thomson DataStream’s indices. Source: Schroders Economics Group, July 2016.

Source: Schroders Economics Group, July 2016.
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The UK is the only equity market where we predict negative real returns over the forecast 
horizon as the collapse in earnings  has the effect of driving up the PE ratio (chart 9). Assuming 
a reversion to a trend PE level over time, the spike in the PE implies large capital losses. 
The fl ipside of low earnings should be a strong income gain helping to counter those capital 
losses. However, the earnings decline has been strong enough to bring the trend growth rate 
down, such that the EPS level in 2023 is very close to its forecast level next year. Hence, the 
boost from EPS growth is limited and insuffi cient to fully offset the negative impact from a high 
starting PE. It is interesting to note that the forecast trend level for EPS is in line with the pre-
2005 level, suggesting the last decade may have been an aberration for the UK. 

Correction from 
stretched levels 
delivers negative 
returns for FTSE   
All Share

Source: Schroders Economics Group July 2016.
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Chart 9: UK real EPS relative to trend

Elsewhere, valuation metrics are less extreme. US equities are slightly more expensive, with a 
PE of around 20 compared to a terminal value of 18.6, which will exert some drag on returns. 
However, there is some scope for a small amount of earnings growth with earnings currently 
on trend (chart 10), such that the equity market is forecast to yield an annualized real return of 
3.9%.

Source: Schroders Economics Group July 2016.
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Chart 10: US real EPS relative to trend

This year we have changed the terminal PE used in Japan. Historically, we took a trimmed 
mean of the historic data, excluding the bubbles. As chart 11 on the next page shows, 
there seems to have been a clear break, with a decline through the early 2000s and a fairly 
steady, much lower, level since the global fi nancial crisis. We hypothesize that the crisis 
and the Japanese policy response in the form of “Abenomics” has fundamentally changed 
the behavior of PE ratios. The terminal PE ratio chosen is therefore based on an average of 
the historical data since October 2010 – the time when the BoJ began discussing its more 
aggressive policy stance. This has resulted in a lower terminal PE of 15.6 compared to a little 
over 19 before, which reduces the capital gain contribution.  However, the starting PE is still 
lower, at 14.6, providing some space for capital gains.
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QQE-led 
regime shift 
in Japanese 
earnings

Source: Schroders Economics Group July 2016.
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Chart 12: Japanese real EPS relative to trend

On the earnings side, QQE and/or Abenomics seem also to have changed the behavior of 
earnings, with a much more positive trend beginning in the mid-2000s. While EPS is currently 
above trend, the strong trend growth projected means further EPS improvement is also 
expected (chart 12). This helps Japanese equities to deliver a strong annualized performance of 
7.9%.

UK equities

The returns listed above for UK equities refer to the FTSE All Share market that drives our 
negative return forecast. Instead, if we consider the mid cap FTSE 250 for example, PE ratios 
look far less stretched versus their terminal level, at around 19.9 at the start of September 
compared to a terminal value of 19.4. This implies a far smaller capital loss in the mean reversion 
process. Meanwhile, earnings behavior is more akin to that in the US, with a steadily rising trend 
real EPS forecast (see chart on the next page). This gives trend EPS growth of 5.6% per annum 
compared to negative EPS growth of -5.3% per annum for the FTSE All Share. So it need not be 
entirely gloom and doom for UK equity investors, you just need to pick your market carefully. 

Credit

Credit return forecasts are calculated as a spread over a relevant government bond, so it should 
come as no surprise that credit returns have received a downgrade compared to last year, given 
our changes to government bond forecasts. Some positive returns are still on offer, thanks to the 
risk premia associated with corporate debt, but even moving up the risk curve to US high yield 
only generates an annualized return of 0.8% after infl ation. Meanwhile, holding US investment 
grade credit actually loses money over the forecast period.

Source: Schroders Economics Group July 2016.
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Chart 11: Japanese PE ratio has fallen dramatically over time
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Equities still 
the best bet for 
positive returns

Alternatives

Assumed emerging market dollar debt (EMD USD-denominated) returns have fallen since 
last July, thanks to lower forecast returns on US Treasuries (table 8). The forecast return on 
commodities has edged lower due to lower US cash returns. Our methodology assumes that 
hedge funds and private equity generate equity-like returns, which we proxy with the MSCI 
World return. So with global equity returns higher, private equity and hedge fund nominal 
returns also climb. One change we have made this year is to reduce the assumed premium 
generated by UK private equity funds. Previously, we had assumed such funds would be able 
to outperform global equities by 5%, but based on data from the industry association2 we have 
revised this down to 3.5%.

Table 7: Credit market return forecasts

2016 – 2023 (% per annum) Change from 2015 (percentage points)

Nominal Infl ation Real Nominal Infl ation Real

Credit

US HY 2.8 2.0  0.8 -2.0  0.0 -2.0

US IG 1.9 2.0 -0.1 -2.5  0.0 -2.5

UK IG 2.2 1.9  0.3 -0.2 -0.4  0.1

EU IG 1.5 1.5  0.0  1.6   0.1  1.5

Source: Schroders Economics Group, July 2016.

Table 8: Alternative asset class return forecasts

2016 – 2023 (% per annum) Change from 2015 (percentage points)

Nominal Infl ation Real Nominal Infl ation Real

Alternatives

EMD USD 4.1 2.0 2.1 -2.4 0.0 -2.3

Commodities 3.0 2.0 1.0 -0.3 0.0 -0.2

Private Equity 9.6 2.0 7.5  0.4 0.0  0.4

Hedge Funds 6.1 2.0 4.0  1.9 0.0  1.9

Source: Schroders Economics Group, July 2016.

Conclusions

Investors looking for positive real returns should look to equity and alternatives, with Pacifi c ex 
Japan equities promising the highest real returns, with Japan and EM not far behind. However, 
an important caveat is the higher level of volatility associated with higher yielding asset classes, 
like EM equities or alternative assets, compared to markets like the FTSE or S&P. As always, 
there is a risk-reward trade-off. Cash and government bonds would act as a hedge against 
equity market volatility, but are likely to deliver returns below infl ation over the medium term. 
Credit, which had offered something of a halfway house in previous years, now looks set to yield 
disappointing returns by historical standards.

2 British Private Equity & Venture Capital Association (http://www.bvca.co.uk/).
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Here we trace how our seven-year forecasts have changed over time, with an inevitable shift 
in thinking occasioned by the massive expansion in QE and its impact on valuations across all 
asset classes.

Beginning with cash returns (chart 13), there is a very defi nite downward trend over time. Given 
that cash returns represent the annualized cash return anticipated over the next seven years 
based on an explicit interest rate profi le, this trend mirrors changing expectations around central 
bank action as it became increasingly clear that we had entered a “new normal” of lower growth 
and hence lower rates. Japan had been the stickiest of the cash rates we forecast, but the 
more recent shift into negative rates territory has forced a reassessment there too, as assumed 
lower bounds to monetary policy are shrugged aside. Most recently, the UK has seen the largest 
downward revision to its outlook, on the assumption that Brexit will negatively impact growth and 
require interest rates to stay lower for longer.

Review: Evolution of seven-year forecasts over time
Craig Botham, 
Emerging Markets 
Economist

Source: Schroders Economics Group, September 2016. Returns are in nominal terms.
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Chart 13: Evolution of seven-year cash return forecasts

This has an obvious knock on effect to our expectations for government bond returns (chart 
14), which have followed a similar downward trend. European returns have seen the sharpest 
expected decline thanks to the combination of QE and negative rates which has seen a huge 
increase in the proportion of bonds with a negative yield. With a more dovish rates profi le, as 
refl ected by the forecast for cash returns, and a yield curve fl attened by central bank intervention, 
the outlook has worsened considerably for this asset class.

Persistently easy 
monetary policy 
has pushed 
cash forecasts 
down…

…with similar 
consequences 
for bonds

Source: Schroders Economics Group, September 2016. Returns are in nominal terms.

Chart 14: Evolution of seven-year bond return forecasts
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Equity return expectations have also, in general, been revised gradually downwards driven chiefl y 
from higher starting PE ratios. Since we assume that the current PE level will revert very slowly 
over the time horizon to the terminal PE ratio, the limited re-rating of PE ratios implied lower 
future equity returns, all else being equal.

The 2016 update saw signifi cant changes in forecasts for some markets as we made 
substantive alterations to our forecast methodology for earnings. The biggest change comes 
in the UK numbers highlighted earlier. Otherwise, Japan and the US have more recently 
bucked the downgrade trend, seeing upgrades in our latest forecast update. Part of this was 
due to the higher trend EPS growth estimate provided by the new methodology, while for 
Japan a change in the terminal PE estimate also saw an improved capital gain contribution.

Source: Schroders Economics Group, September 2016. Returns are in nominal terms.
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Over the course of 2016 an increasing number of commentators have questioned whether 
monetary policy is able to provide any further stimulus to the world economy. These include 
central bankers, such as the San Francisco Fed’s John C. Williams who recently said “There are 
limits to what monetary policy can and, indeed, should do. The burden must also fall on fi scal 
and other policies to do their part to help create conditions conducive to economic stability”.3  
This echoes calls made by others, such as Mervyn King the former governor of the Bank of 
England. 

The persistence of weak growth despite interest rates being at or below zero in a number 
of developed economies is seen as evidence that monetary policy has failed to lift the world 
economy. The transmission mechanism from interest rates to growth appears to have broken. 
This can be seen in the weakening of the relationship between monetary policy and growth. 
For example, US GDP growth has become less sensitive to private lending (chart 16), capital 
investment less sensitive to lending to business and mortgage lending less responsive to the 
mortgage rate.
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Note: 10-year rolling betas using quarterly data from US, which excludes 2008 – 09 extreme values and variables may be lagged. y/y 
percentage or actual changes are used accordingly. Source: Thomson Datastream, Schroders Economics Group, May 16, 2016.
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Chart 16: Link from monetary policy to activity has weakened

Despite record 
low interest 
rates, growth 
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central bank 
policy

In this note, we look at the transmission mechanism from monetary policy to the real economy 
and consider which channels are working and which have become less effective or even 
blocked. In particular, we ask whether channels have been permanently or temporarily affected 
by the global fi nancial crisis and the change in the economic and regulatory environment. We 
then briefl y consider the implications for economic policy going forward.

The transmission mechanism 

Traditional analysis identifi es four channels from monetary policy to the real economy. These 
are the credit channel, asset price channel, expectations and the exchange rate (table 9 on 
next page). In short, when interest rates are cut the cost of credit falls (creating an incentive 
for the private sector to increase borrowing and spending), asset prices rise (making people 
wealthier and more willing to spend) and expectations of future growth improve (making fi rms 
and households more willing to invest in the future). Meanwhile, a fall in interest rates makes a 
currency less attractive and, all things being equal, leads to a drop in its value helping to boost 
competitiveness and trade performance.

3 John C. Williams, president and chief executive offi cer of the Federal Reserve Bank of San Francisco, August 15, 2016.
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Banks have 
tightened lending 
criteria for 
households

Each of these mechanisms feeds through into total demand, while the expectations channel 
also affects wage and price setting behavior. These then feed into domestic prices, which 
combine with import prices to determine infl ation. In the next section, we consider each of the 
four transmission channels and how they have been affected by the fi nancial crisis and the 
change in the economic and regulatory environment. 

Transmission channels

a. The credit channel 

In this section we consider the supply and demand for credit for the household and corporate 
sectors. 

Household credit trends

For the household sector, we would argue that there has been an adverse shift in the supply of 
credit by the banks. This refl ects a tightening of lending criteria in the wake of the global fi nancial 
crisis and the increase in regulation which has been designed to make the fi nancial system safer. 

Banks now have to make far more extensive checks on potential borrowers than in the 
past, particularly with respect to their income and savings and hence ability to repay. As a 
consequence they have shifted lending to the highest quality borrowers and raised charges 
particularly when lending to riskier borrowers. For example, in the UK, only mortgage borrowers 
with signifi cant deposits are able to access the most competitive mortgage rates. 

Overall, the average spread charged in the US and UK has risen signifi cantly since the Global 
Financial Crisis (GFC). For example in 2008 this ranged between 150 and 200 basis points (bps) 
in the UK while today it is running at 400 bps having risen to 500 bps earlier in the crisis (chart 
17 on next page).  Meanwhile, we have seen a marked fall in delinquency and foreclosure rates 
on loans made after 2008–09, evidence that those receiving loans post-crisis are higher quality 
borrowers than pre-crisis (chart 18 on next page). 

Source: Bank of England, Schroders.

Monetary
policy
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channel

Asset price
channel

Expectations
channel

FX channel

Wages and 
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Import
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Table 9: Policy transmission channels to demand and infl ation
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Home equity 
loans are in 
retreat

Source: Bloomberg, Schroders Economics Group, September 28, 2016.

Source: CoreLogic Truestandings through March 2016.
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Chart 18: Bulk of new foreclosures are pre-2009 loans

Consequently, potential borrowers face bigger hurdles in obtaining credit and the margin they 
will have to pay over the policy rate is higher than pre-crisis. Note that this effect is being felt 
more keenly as borrowers can no longer easily access credit through home equity loans. Prior 
to the crisis the ability to turn house price gains into consumption was one of the key drivers 
of activity. Today, such loans are in retreat, leaving borrowers to rely on more costly unsecured 
credit such as credit cards (charts 19 and 20).  

Source: Thomson Datastream, Schroders Economics Group, September 28, 2016.
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Chart 19: US home equity loans – pay back time
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Source: Thomson Datastream, Schroders Economics Group, September 28, 2016.

Source: Thomson Datastream, Schroders Economics Group, September 28, 2016.
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Chart 21: Debt-income ratios by sector in the US

Signs that 
household         
de-leveraging 
is done, but 
little evidence of          
re-leveraging 
beyond a rise in 
unsecured credit

Against this backdrop, it is not surprising that the household sector has been focused on de-
leveraging for much of the post-crisis period. However, there are signs that this is beginning to 
change with the debt-income ratio stabilizing in the US (chart 21). Although mortgage lending 
remains weak, unsecured credit borrowing has been strengthening so causing the ratio to 
stabilize.  

It is probably the case that households will be more reluctant to take on debt than prior to the 
fi nancial crisis (i.e., that there has been some “scarring” effect from the crisis which will have 
deterred people from borrowing in the future). However, our conclusion is that the US and UK 
household sectors have largely repaired their balance sheets and are willing to take on more 
debt. The main constraint would seem to be that banks are less willing to lend, particularly for 
mortgages, given the same risk profi les. 

Corporate credit trends

On the corporate side the story is somewhat different as leverage has been rising again after 
falling in the initial phase of the crisis (chart 21 above for the US).  Breaking the data down we 
fi nd that the increase in borrowing has been driven by the issuance of debt securities in the 
credit markets, while bank lending has been sluggish. 

On the supply side, surveys fi nd that banks have generally eased lending conditions to 
corporates in the major economies. In this respect, easier monetary policy has been 
successful in bringing forth an increase in borrowing. The ability of corporates (particularly 
large/multi-national companies) to tap into credit markets puts them at an advantage 
compared to households who cannot access such funding. Such a pattern also creates an 
advantage for economies with well established credit markets, such as the US where they are 
the dominant form of fi nance. 
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However, while this can be seen as a success for monetary policy, the impact on domestic 
demand has been limited in that corporate investment has not followed the increase in 
borrowing. Instead, higher debt has largely been used to reduce equity holdings through share 
buy-backs, or to fund mergers and acquisitions. 

This is a trend which has been in place in the US for some time and has attracted much 
criticism as there is a view that it has been primarily driven by the desire of management 
to boost the value of their share options, rather than invest in the business. There could 
well be an element of truth here, but it is also the case that buy-backs make sense from a 
cost of capital perspective where equity is more expensive as a form of fi nance than debt. 
Furthermore, the weakness of capex will refl ect a range of factors not least the uncertainty 
of demand and pressure on profi t margins in a world where there is still excess capacity in 
many sectors. Lower interest rates may be necessary, but are only a pre-requisite for stronger 
capex.

In contrast to the household sector, the conclusion is that supply constraints have eased 
and corporates have re-leveraged, but the benefi ts have not been felt in the real economy as 
capital expenditure has remained soft. 

Some unintended consequences of low rates

A full assessment of the weakness of capex since the crisis is beyond the scope of this paper, 
but to stay within the framework of the transmission mechanism of monetary policy we would 
note two unintended consequences of low interest rates. 

The fi rst has been to encourage companies to focus more on distributions to shareholders 
than capex. The general fall in rates has created a search for yield and income which has 
driven investors into dividend paying equities, this in turn has created an incentive for fi rms to 
raise their dividends (or share buy-backs) rather than invest earnings in the business.4 

The second potentially adverse effect would be the impact of low interest rates on corporate 
spending decisions in the light of a deterioration in their pension funding position. In the UK, 
the fall in long term interest rates has boosted defi ned benefi t pension liabilities and, despite a 
rise in asset prices, has resulted in an increase in pension fund defi cits to record levels. While 
defi ned benefi t pension schemes need not respond immediately to address the shortfall, a 
plan needs to be in place to eliminate the defi cit over a number of years. This could create a 
signifi cant call on corporate cash fl ow and, depending on the liquidity available, may well result 
in weaker capex.  

b. The asset price channel

Monetary policy has driven asset prices higher by reducing the discount rate on future income. 
Gains in asset prices, particularly in housing and equity markets, have then helped rebuild 
balance sheets and encourage spending. This “wealth effect” can be seen in the correlation 
between savings rates and net wealth, such that an increase in the latter drives a fall in the 
former. For any given level of real income growth, lower saving then translates into stronger 
consumer spending. 

It can be seen that increased wealth played a key role in driving the US savings rate lower 
during the period before the fi nancial crisis (chart 22 on next page). The drop in wealth as 
a result of the crisis pushed savings up and hence depressed consumption. Since then 
monetary policy has contributed to the recovery in asset prices and net wealth. However, 
although the savings rate initially declined from a high of nearly 8% it appears to have settled 
at around 6% despite further wealth gains driven by housing and equity prices. 

Monetary policy 
has helped drive 
gains in asset 
prices, but the 
feed through 
to consumer 
spending has been 
weak

4 Robert Buckland, Citi “Market still wants payouts”, August 18, 2016.

Corporate sector 
borrowing has 
picked up, but 
spending remains 
sluggish
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Source: Thomson DataStream, Schroders Economics Group, September 28, 2016.

Source: HM Treasury analysis of data from the Council of Mortgage Lenders.
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Chart 22: The wealth effect: net wealth and the savings rate

Chart 23: Jump in deposit needed to buy a property in London

To some extent the underlying problem is related to the reduced ability of households to 
access credit discussed above. One way that rising asset prices would translate into stronger 
consumption would be through increased borrowing against capital gains in the housing 
market, for example. Curbs on equity release products have clearly closed off this channel for 
many potential borrowers.

We would also note that many households fell into negative equity in the US as a result of the 
fall in house prices. This will have acted as a brake on housing transactions. Subsequently, 
rising house prices have lifted many out of negative equity (according to CoreLogic 13% of US 
households were in negative equity at the end of Q1 2016 compared with a peak of over 30% 
in 2012). Such an improvement will also have boosted bank balance sheets.

However, as a result of house price gains outpacing incomes, fi rst time buyers need a greater 
deposit than before in cash terms and as a share of their income.  For example, in the UK, 
a fi rst-time buyer in London now needs a deposit of £70,000 to buy a property compared 
with just £20,000 before the crisis (chart 23). Part of this relates to the tightening of credit 
availability by the banks, but it also relates to the rise in house prices and deterioration in 
affordability since the crisis. These factors will have increased the level of desired saving and 
delayed house purchase for many, thus depressing expenditures.

Another factor weakening the transmission mechanism (and one for which the central banks 
have attracted much criticism for) is that the greatest gains go to those with the most assets, 
the wealthiest in society. This group has a lower marginal propensity to consume out of wealth 
and so the increase in spending is weaker than if the gains had gone to those further down 
the income/wealth spectrum. 

Greatest wealth 
gains have 
gone to those 
at the top of 
the income 
distribution 
with the lowest 
marginal 
propensity to 
consume
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For example, work by Carroll, Slacalek, Tokuoka and White5 fi nds that the wealthiest 1% in 
the US spends 5 cents of each dollar gain, whereas the bottom 50% would spend 35 cents, 
seven times more. 

To the extent that inequality has increased since the global fi nancial crisis there is evidence that 
this channel has become less effective. The concentration of wealth gains in equities rather 
than property will have made this worse. 

c. The expectations channel

Central banks can affect activity by infl uencing expectations: for example, if they can convince 
households and fi rms that rates will remain low for a considerable period there is more 
likelihood that they will adjust their savings and spending patterns. Forward guidance has 
played an important role in this process with central banks guiding future expectations through 
their statements and forecasts. 

During tightening cycles, the expectations channel was important in determining how long 
policy would have to remain tight to bring infl ation down. The more credible the central bank 
the quicker it could affect infl ation and wage expectations and deliver a smooth adjustment 
with signifi cantly less output losses. 

During this cycle the process of expectation formation has been different in that expectations 
of recovery have been repeatedly disappointed. Initially loose monetary policy helped create 
expectations of growth which were subsequently not realized. This can be seen from the trend 
in consensus forecasts for global growth since the fi nancial crisis. For each of the past six 
years forecasts have had to be downgraded as growth has disappointed (chart 24). 

Growth 
expectations have 
been persistently 
disappointed

Source: Thomson Datastream, Bloomberg, Schroders Economics Group, September 28, 2016.
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Chart 24: Global real GDP forecasts

Source: Thomson Datastream, Bloomberg, Schroders Economics Group, September 28, 2016.
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5 Carroll, Slacalek, Tokuoka and White “The distribution of wealth and the marginal propensity to consume”; March 2015.
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In large part this refl ects the problems of the credit and wealth channels discussed above.  
However, it also refl ects structural factors weighing on global growth. For example, alongside 
weak output growth the world economy has experienced a signifi cant slowdown in 
productivity. In previous cycles, the recent level of employment growth was associated with 
much higher growth in real output. Pre-crisis global productivity growth was running at 1.5% 
p.a., today it is running at 0.5% p.a. Economists are actively debating the causes of this slow 
down which is affecting profi tability and capex, but it is something that monetary policy can do 
little to alter. 

As a consequence of this experience, expectations that rates will stay low for a long time have 
become increasingly entrenched as fi rms and households doubt whether growth can return 
to faster rates. This can also be seen in the decline in infl ation expectations (chart 25) and has 
some positive effects on households, who can budget their spending with more confi dence. 
However, by perpetuating an equilibrium in which rates are low as growth is low, there can be 
a negative impact on corporates who become reluctant to invest as their growth expectations 
fall.  

d. The exchange rate channel 

Given the weakness of the other channels, the exchange rate has become a more important 
part of the transmission mechanism. Indeed some see the currency as the only part of the 
mechanism that is working at present. It is certainly true that a weaker currency can still provide 
a refl ationary impulse, but the benefi ts in terms of stronger net export growth have been limited. 

One of the problems with currency is that not everyone can devalue at the same time. This 
has led to a period of rolling devaluations where the major economies appear to take turns at 
being the most competitive, a development often referred to as the currency wars. For example, 
courtesy of the Brexit vote the GBP is currently the most competitive compared to the three 
majors (on a trade-weighted basis). However prior to this the JPY and EUR were both more 
competitive. 

Only a sustained devaluation can have a signifi cant effect on trade performance as fi rms will not 
alter production plans unless they believe the competitiveness gain will be maintained. As well as 
depreciation by a trading partner the other means that competitiveness moves can be eroded is 
through higher infl ation which, of course, is one of the by-products of devaluation.

The second factor which has limited the exchange rate channel has been the weakness of 
global trade. The slowdown in global trade volumes and fall in the trade multiplier have been 
key features of the post-crisis environment. Devaluation can help an economy increase its 
share of global markets, but if trade is barely growing then the overall boost to growth is 
small. We have seen this with Japan which has increased its share of global trade, but has not 
experienced much of a boost from export growth. 

Source: Thomson Datastream, Bloomberg, Schroders Economics Group, September 28, 2016.
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Summary and implications

This analysis strongly suggests that despite record low interest rates and liquidity provision 
we are not about to see economic activity respond to monetary policy as it did in the past. 
Our survey fi nds that all of the transmission channels have been affected in some way by the 
global fi nancial crisis and the response by governments and regulators.

In some cases, where regulation has been increased we would see the effects as being 
permanent such that credit growth, for example, is unlikely to return to pre-crisis rates. 
Balance sheets are in better shape and much of the headwind from de-leveraging is behind 
us, but bank’s lending behavior has been permanently altered by the crisis. For the central 
bank this is a problem of altering the cost of credit in the face of a huge structural adjustment. 
Where policy has induced a rise in credit, the extra spending has gone on fi nancial engineering 
rather than capex.

Meanwhile, wealth effects on activity have been limited by the same bank regulation which 
means that products such as home equity loans (or mortgage equity withdrawal) are in retreat. 
The benefi ts of asset price infl ation have gone to those with low marginal spending rates, 
further limiting the effect on the real economy. 

Central banks have been successful with forward guidance and have driven longer term 
rates down through quantitative easing (QE). However, this has not altered growth or infl ation 
expectations as markets have marked down future activity in line with long bond yields. This 
suggests a credibility issue which clearly relates to the weakness of the overall transmission 
mechanism. Finally, the exchange rate channel has become associated with the wider 
currency wars and the zero sum game for greater exports. Note that this highlights the 
interdependence between the channels: the expectations and exchange rate channels would 
have been more effective if the credit and asset price channels had succeeded in boosting 
demand and trade volumes. Corporate capex would then have been stronger.

Clearly much of the increase in regulation is welcome as the crisis was in large part caused 
by inappropriate (some would say reckless) bank lending as risk was underestimated and 
mispriced. The tightening of regulation is aimed at avoiding a repeat so as end or reduce 
the need for another publicly funded bailout. Arguably it is the cut in the implicit government 
guarantee for the banking system which has altered the cost and availability of capital. 

Several implications follow from this:

Being monetary activists, central banks will continue to ease policy in response to weak 
activity. Rates can go lower, even further into negative territory, and QE can be extended to a 
wider range of assets. However, we would see such action as “pushing on a piece of string” 
as far as the real economy is concerned. Indeed, it may even be worse given some of the 
adverse implications from low rates.

Consequently, the call to rebalance policy toward fi scal rather than monetary measures will 
continue and intensify as central banks fi nd their efforts to deliver growth continue to fl ounder. 

Fiscal policy represents one way of boosting activity expectations and in theory fi scal 
multipliers should be strong unless we see crowding out from higher interest rates. This 
suggests that central banks would still have a role in keeping monetary policy loose should 
expansionary fi scal policy be used more aggressively. 

Although monetary policy may have had little effect on the real economy, it has become 
embedded into fi nancial markets with low rates priced in for many years. Consequently, a 25 
bps rise in rates is far more signifi cant for fi nancial market volatility and stability than pre-crisis. 
Central banks need to be wary of the fi nancial market volatility that a shift in policy could 
provoke.

Currently, widespread acceptance by governments of a shift to fi scal policy has yet to 
materialize and consequently investors will fi nd that markets manipulated by central banks 
will be with us for some time yet. We are at the end of the line for monetary policy, but the 
alternative has yet to be put into place. 

Markets have 
marked down 
future activity in line 
with bond yields...
…highlighting 
the loss of policy 
credibility
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Total returns Currency September Q3 YTD 

Equity 

US S&P 500 USD 0.0 3.9 7.8 

UK FTSE 100 GBP 1.8 7.1 14.1 

EURO STOXX 50 EUR -0.6 5.2 -4.8 

German DAX EUR -0.8 8.6 -2.2 

Spain IBEX EUR 0.8 8.3 -4.9 

Italy FTSE MIB EUR -2.8 1.7 -20.5 

Japan TOPIX JPY 0.3 7.1 -12.7 

Australia S&P/ASX 200 AUD 0.5 5.1 6.3 

HK HANG SENG HKD 1.8 12.9 10.1 

EM equity 

MSCI EM LOCAL 0.5 7.7 11.6 

MSCI China CNY 2.5 13.9 8.9 

MSCI Russia RUB 0.9 7.7 16.7 

MSCI India INR -1.5 4.5 7.8 

MSCI Brazil BRL 0.8 12.9 34.0 

Governments 
(10-year) 

US Treasuries USD -0.1 -0.8 7.4 

UK Gilts GBP -1.0 2.7 13.8 

German Bunds EUR 0.6 0.6 8.8 

Japan JGBs JPY 0.3 -1.3 3.9 

Australia bonds AUD -0.2 1.5 12.1 

Canada bonds CAD 0.2 0.8 5.6 

Commodity 

GSCI Commodity USD 4.1 -4.2 5.3 

GSCI Precious metals USD 0.7 -0.3 25.0 

GSCI Industrial metals USD 5.1 3.7 11.2 

GSCI Agriculture USD 5.0 -7.5 -1.1 

GSCI Energy USD 6.1 -2.7 8.7 

Oil (Brent) USD 4.5 -1.3 37.2 

Gold USD 1.0 0.0 24.4 

Credit 

Bank of America/Merrill Lynch US high 
yield master USD 0.6 5.5 15.3 

Bank of America/Merrill Lynch US 
corporate master USD -0.3 1.4 9.1 

EMD
JP Morgan Global EMBI USD 0.3 3.7 15.0 

JP Morgan EMBI+ USD 0.5 3.1 15.8 

JP Morgan ELMI+ LOCAL 0.3 1.0 3.3 

Currencies 

EUR/USD 0.6 1.2 2.7 

EUR/JPY -1.2 -0.4 -12.9 

JPY/USD 1.8 1.6 17.9 

GBP/USD -1.3 -2.3 -12.0 

AUD/USD 2.0 3.3 6.4 

CAD/USD 0.0 -1.1 5.4 

Market Returns 

Source: Thomson Datastream, Bloomberg, September 30, 2016. Note: Blue to red shading represents highest to lowest performance in each 
time period. Performance shown is past performance. Past performance is not indicative of future performance. The value of an investment 
can go up/ down and is not guaranteed. Indices shown for illustrative purposes only and should not be viewed as a recommendation to buy/
sell. Investors cannot invest directly in any index. Actual results would vary. Sectors shown are for illustrative purposes only and should not be 
viewed as a recommendation to buy/sell.
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