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 Forecast update: political risks fade, macro concerns return 

– The global recovery remains intact and inflation appears to have peaked as the 
energy shock fades. Eurozone growth continues to strengthen but elsewhere 
leading indicators point to more modest expansion in the US, China and Japan. 

– Political risks have faded with the election of President Macron in France and 
following developments in the US, which have seen President Trump soften his 
stance on protectionism and struggle to gain traction in Congress. More 
traditional macro concerns return to the fore skewing risks toward deflation. 

8 
European forecast update: from strength to strength 

– The eurozone continues to outperform expectations, with private business surveys 
pointing to upside risks. Iberia led the pack in the first quarter, but Germany also 
enjoyed strong growth. Meanwhile, inflation has risen, but is set to fall back in 
coming months, easing pressure on the ECB to tighten monetary policy.  

– The UK has suffered the slowdown in growth that most economists were 
expecting. Higher inflation due to the fall in sterling is squeezing household 
budgets, causing spending growth to slow. This should persist for most of this 
year, but as inflation falls back, growth should recover. 

15 
UK election: from coronation to contest 

– The election has unexpectedly become more interesting with Theresa May’s 
lead in the opinion polls more than halving in recent weeks. We consider the 
key policy differences between the two leading parties. 

18 
Emerging Markets forecast update: diverging fortunes 

– Downgrades to most of the BRIC economies as idiosyncratic stories 
deteriorate, though Brazil and Russia are the worst affected. China escapes 
unscathed, with a slowdown still expected later this year after a strong first 
quarter, as tighter policy bites. 

26 
Views at a glance 

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

Chart: Global Growth Forecast 
Contributions to World GDP growth (y/y), % 

 
Source: Schroders Economics Group. 25 May 2017. Please note the forecast warning at the back 
of the document.
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Forecast update: political risks fade,  
macro concerns return  

The recovery in global activity remains intact, whilst inflation appears to have 
peaked following the stabilisation in energy costs. We continue to forecast global 
growth at 2.9% this year after 2.6% in 2016, but have trimmed our inflation forecast 
to 2.4% from 2.7%. On inflation, we have reduced our forecasts across the board to 
reflect a lower oil price profile and subdued core readings. Looking into 2018, global 
growth is expected to stabilise at 3% with modest downgrades to developed 
markets offset by a small upgrade to Japan.  

Divergence is a growing theme on the growth side as an upgrade to the eurozone is 
offset by a downgrade to the US and emerging markets. Leading indicators such as 
the purchasing managers’ new orders indices show that the euro area continues to 
strengthen whilst the US and Japan have begun to roll over (chart 1). The divergence 
has been a factor behind the relative strength of the euro. In the emerging world, 
our forecast for China has not changed and the downgrade to our growth forecast 
for 2017 reflects cuts to Brazil and Russia. 

Chart 1: Eurozone powers ahead as US and Japan roll over 

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

Meanwhile, we are passing the peak in inflation with the turn in commodity prices. 
Headline inflation rates are now expected to decline as the increase in energy prices 
fades from the annual comparison (chart 2). The UK may prove to be an exception 
to this trend as weaker sterling is likely to push inflation higher. 

Chart 2: Inflation peak is behind us 

 
Source: Thomson Datastream, Schroders Economics Group. 26 May 2017. 
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The inflation dog has yet to bark 

Despite the increase in headline inflation, there has been little spillover to core 
inflation or wages in any of the major economies. In the US, we had been looking 
for some pick-up in both, and have had to scale back our consumer price inflation 
forecasts. The continued weakness of wage growth in the face of lower 
unemployment has been a surprise. In the past wages would have been 
accelerating at this level of unemployment, but there is little sign of accelerating 
pay (chart 3). 

Chart 3: US wages still not responding to unemployment 

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

This combination of falling unemployment but subdued wage growth is often 
referred to as the ‘flat’ Phillips curve and has had two effects. First, it has limited the 
pickup in real income growth which normally accompanies an economic upswing 
and the feed through into stronger consumer spending. Second, it has restricted 
the increase in costs and hence inflation, which in turn has kept central banks 
comfortable with their easy monetary stance.  

Thus, rather than rising real wages and increasing consumption, the economic 
recovery in this cycle has been sustained through a persistently loose monetary 
policy stance accompanied by low wage growth and low inflation.  

The lack of wage growth in the face of ever-lower unemployment has proved to be 
a puzzle to economists. In the long run this links in with the puzzle over low 
productivity growth, but at this stage we would have expected a cyclical pick up in 
pay. As well as the US and UK, it is also apparent in Japan and Germany where 
unemployment is low but wages remain subdued.  

Local factors will have played a role, but the international nature of the 
phenomenon suggests broader explanations. For example, the opening up of 
labour and product markets to greater international competition can effectively 
increase available resources and economic capacity. Others have pointed to the 
decline in trade union representation. Technology and increased automation has 
also played a role in displacing workers, reducing bargaining power and keeping 
real wages subdued.  

In a recent study1 of the changing trade-off between inflation and unemployment in 
the developed world, the International Monetary Fund (IMF) concluded that 
although the above factors were important, the key to low inflation was well 
anchored inflation expectations underpinned by central bank credibility. That study 

                                                                    
1The dog that didn’t bark: has inflation been muzzled or was it just sleeping? IMF World Economic Outlook  
Spring 2013. 
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is now four years old and at the time there were worries that the recovery would 
bring rising inflation, but its key conclusion remains intact: despite considerable 
quantitative easing and ultra low rates, long-run inflation expectations remain 
stable and central banks are seen as credible. The inflation dog remains muzzled.  

What might change this?  

Stronger growth is one possibility. Should we see greater fiscal stimulus in 2018, 
then the acceleration in growth would drive unemployment even lower and 
alongside higher demand would probably push inflation higher. We have this as 
one of our scenarios (US fiscal boost), but if anything the probability on this 
outcome has fallen as President Trump has struggled to reconcile his plans with 
Congress. We are currently assuming net fiscal stimulus of around 0.75% GDP in 
2018, primarily tax cuts and slightly less than in our previous forecast.  

We should also be mindful of the fact that although there is a close relationship 
between US growth and inflation, an adjustment has to be made for the long lag of 
around one and a half years. From this perspective, the recent slowdown in core 
inflation in the US reflects the slowdown between 2015 and 2016. The subsequent 
recovery in growth is consistent with core inflation running at around 2% through 
2018 (chart 4).  

Chart 4: Growth-inflation trade-off points to 2% inflation 

 
Source: Thomson Datastream, Schroder Economics Group 26 May 2017. 

From a global perspective, a peaking of European growth and slower expansion in 
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Elsewhere interest rates should remain on hold, reflecting the earlier stage of the 
cycle in Europe and Asia. Rates in China are now expected to be on hold this year, 
but fall further in 2018 as activity softens. We expect the European Central Bank 
(ECB) will continue quantitative easing (QE) over the forecast period, but will begin 
to taper in 2018. The Bank of Japan is expected to keep rates on hold, but maintain 
QQE (quantitative and qualitative easing) as it struggles to reach its target of above 
2% inflation. Despite higher US “carry” we still expect the US dollar to depreciate 
following its very strong appreciation of the past two years2. 

Scenarios: fading political risks   

Following the French election result, we have dropped our “Le Pen breaks EU” 
scenario. Whilst political risk still exists in Europe, we believe it has moved on from 
the acute phase experienced over the past six months. President Macron is likely to 
unite rather than divide Europe, and on current opinion polls it looks as though he 
will be doing so alongside Angela Merkel.  

The remaining risk is Italy where a general election is due by next May, but could 
happen sooner, and the Five Star Movement is level with the incumbent Democratic 
Party in the opinion polls. However, should the Five Star Movement win, they would 
still have to form a coalition and it is not clear that they would garner sufficient 
support for a referendum on the euro/ EU membership.  

We believe that the risk on Italy is more of a chronic one where growth remains 
weak and the government loses control of the budget deficit. In this respect, Italy 
and the EU are vulnerable to some of the downside scenarios which reduce global 
growth, a factor which would have negative repercussions for the heavily indebted.  

Another area where risk has declined is on trade and tariffs and we have dropped 
our “rising protectionism” scenario. We previously attached significant weight to 
this following the election of President Trump. However, although we have seen 
one-off tariffs in areas like lumber – and relations with Mexico have been fractious – 
there has been no outbreak of major protectionist policy. In particular, relations 
with China have thawed considerably, with President Trump saying that China is not 
a currency manipulator and finding common interest over North Korea. China 
recently announced it was opening up more markets to US products.  

We have also dropped the “Russian rumble” scenario as, notwithstanding the 
investigation into Russian involvement in the US election, relations have thawed 
with the west.  

The first new scenario is “inflation accelerates” where the relationship between 
growth and inflation takes an adverse shift. In terms of our earlier discussion, this 
would mean a steepening of the Phillips curve with wages rising significantly in 
response to low unemployment. This would be a global shift, with output gaps 
being found to be smaller than currently estimated. For the eurozone and Japan 
such a development would initially be welcome as they seek to dispel deflation. 
However, both the ECB and Bank of Japan (BoJ) could be expected to begin raising 
interest rates. Meanwhile the Fed would be engaged in more aggressive rate hikes 
with the policy rate rising to 3.5% by the end of 2018. Growth slows as policy 
tightens and economies hit capacity constraints, the net result is a period of 
stagflation.  

The second new scenario this quarter is “secular stagnation” where growth and 
inflation continuously underperform. This of course is a return for the deflationary 
scenario which appeared regularly before the economic recovery in 2016.  

                                                                    
2See Has the dollar turned? Economic & Strategy Viewpoint May 2017 
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Another scenario making a come back is “China credit crisis” which is a variant of 
the various China hard landing scenarios we have presented in the past. In this 
version, the recent monetary tightening goes too far and sparks a seizure in the 
financial system which chokes off the supply of credit to the real economy. China 
growth slows to 4% in 2018 with a significant impact on the rest of the world 
economy. Deflationary pressure is increased by a fall in the renminbi (to 8.0 versus 
the US dollar). 

In terms of the remaining scenarios; “bond yields surge” has been adjusted with the 
trigger now an adverse reaction to the Fed balance sheet reduction programme. 
The scenario expounds a significant tightening of financial conditions in the US, 
with contagion to markets in the rest of the world. The impact is deflationary as 
credit and growth slow whilst inflation eases lower. 

“US fiscal expansion”, “old normal” and “OPEC deal breaks down” remain intact. The 
impact of each of these scenarios can be seen in chart 5 below and the balance of 
probabilities is shown in table 1.  

Chart 5: Scenario grid 

 
Source: Schroders Economics Group. 25 May 2017. Please note the forecast warning at the back of 
the document. 

Compared to our last forecast update in February, the balance of risk has shifted in 
a more deflationary direction with the return of hard landing concerns over China 
and secular stagnation. The stagflationary risks have diminished with the loss of the 
“rising protectionism” scenario. The political risks associated with the Trump 
administration have also diminished with the decline in weight on the “fiscal 
reflation” scenario. On balance, lower political risks in Europe and the US have been 
replaced by some of the traditional macro risks around China, secular stagnation, 
inflation and the unwinding of QE by the Fed.  

Table 1: Balance of probabilities by scenario outcome vs. baseline 

Scenario 
Probability 

February 2017 
% 

Probability 
May 2017 

% 

Change, 
(May–Feb.) 

percentage point 

Stagflationary 13  5 -8 

Deflationary 10 16 +6 

Reflationary 7 4 -3 

Productivity boost 10 9 -1 

Baseline 60 63 +3 

Source: Schroder Economics Group, 26 May 2017. 
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European forecast update: 
from strength to strength 
“The euro area has certainly faced its fair share of challenges in recent 
years. But things are clearly improving. In the euro area, the economic 
recovery has evolved from being fragile and uneven into a firming, broad-
based upswing.”  

Mario Draghi, European Central Bank President, The Hague 10 May 2017 

 

The eurozone economy appears to be going from strength to strength, and 
importantly, the recovery is broadening out. Political risk is subsiding for now, 
which should encourage investors to return to the European assets. 

Fortunes in the UK have taken a dramatic turn for the worse, in line with our 
forecast. The Brexit related depreciation in sterling is now hurting households 
through higher inflation. To make matters worse for investors, the snap general 
election, which promised the benefits of a softer Brexit and helped sterling to rally, 
is now actually turning into a real contest. If opinion polls narrow further, the UK 
could yet again be the biggest source of political instability in Europe. 

Strong eurozone growth led by Iberia 

Eurozone real GDP growth was unchanged at 0.5% in the first quarter – matching 
consensus expectations. A detailed breakdown of the expenditure components is 
not yet available, but the current growth rate of 1.7% year-on-year (y/y) is 
considered to be above trend, which should mean continued gains in employment, 
and the reduction of spare capacity in the economy. Despite this, GDP did 
underperform private business surveys, which has been suggesting growth of 
between 2.3% and 3.1% y/y.3   

The higher growth rate as measured by the private business surveys suggests that 
there may still be some upside to GDP growth in coming quarters. However, we 
should also consider that these surveys do only cover the prospects of businesses. 
Due to the eurozone’s significant current account surplus (which has been 
increasing in recent years), the surveys could simply be overstating growth as they 
report the better conditions corporates are enjoying as world trade rebounds. An 
even larger trade surplus is of course positive for GDP. However, net trade has only 
contributed 9% of GDP growth since 1996, compared to household consumption, 
for example, which is the largest contributor at 49%. For this reason, we remain 
optimistically cautious, but are certainly not expecting growth to accelerate to 3%.  

Within member states, Portugal and Spain led the pack in the first quarter, 
recording 1% and 0.8% growth respectfully, and both beating consensus 
expectations (chart 6). Germany also enjoyed a strong quarter, growing by 0.6% 
compared to 0.4% in the previous quarter.  

As for France, growth slowed slightly to 0.4% from an upwardly revised 0.5% in the 
previous quarter. Despite uncertainty over the French presidential election, details 
of the latest GDP figures show that business investment accelerated at its fastest 
pace for five quarters. This positive development should mean more employment 
growth will follow. While businesses seemed relaxed about the election, households 
appear to have been more concerned as they slowed consumption significantly.  

                                                                    
3Based on standardised readings from the Markit PMIs and the Belgian National Bank Survey.  
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Chart 6: Iberia leads the pack as strong eurozone continues 

  
Source: Eurostat, ONS, Schroders Economics Group. 30 May 2017. 

Meanwhile, Italy was the laggard as usual, with growth unchanged at 0.2%. With 
elections coming up in the next 12 months, the lack of growth could be a deciding 
factor as to whether the public will support a change in leadership.  

Elsewhere, Greece, which is currently deep in negotiations with international 
creditors to unlock its next bail-out, slipped back into recession. The economic 
catastrophe of Greece continues, with the level of real GDP still 27.7% below its 
2007 peak. In fact, GDP in the first quarter of this year is just 0.6% above the trough 
in its GDP from 2015. Perhaps it is time for a change in approach from international 
creditors. 

Eurozone forecast update 

Looking ahead, the outlook for the eurozone is bright. Purchasing managers’ 
indices (PMIs) remain close to six-year highs, and the dispersion between them has 
narrowed to its lowest level since 2004, indicating that the recovery is both 
broadening and synchronised amongst member states.  

Often referred to as the engine of growth, Germany’s economy appears to be firing 
on all cylinders. Its domestic IFO business climate indicator hit a record high in May. 
The indicator is a weighted average of its current business situation survey 
question, and its business expectations question. Both the current and forward 
looking evidence suggests momentum is strong. However, it is noticeable that while 
the current situations index has also hit a record high, the business expectations 
survey remains below peaks seen in 2010 and 2014 – suggesting companies are 
more optimistic than usual, but are not quiet euphoric.  
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Chart 7: German IFO survey hits record high 

 
Source: Thomson Datastream, IFO, Schroders Economics Group. 26 May 2017.  

Taking the evidence available into consideration, we have decided to revise up the 
eurozone growth forecast from 1.5% in 2017 to 1.8% (chart 8), taking our forecast 
above the consensus (1.7%).  

Two factors support our upgrade. The first is the reduction in political risk following 
Macron’s victory in the French presidential election. While the legislative election in 
June remains a hurdle, the worst-case scenario is now behind us.  

The second factor is the combination of upward revisions to 2016 GDP growth 
(providing stronger momentum) and the impressive growth recorded in the first 
quarter. The latter comes despite the sharp rise in inflation, which would have 
reduced the purchasing power of households. We do not know yet how the 
eurozone household sector performed, but we can see that growth in retail sales 
volumes has fallen from 0.8% in the fourth quarter to 0.3% growth in the first. This 
suggests that the rest of the economy has stepped-up to fill the gap left by 
consumers – a good sign for the coming quarters.  

For 2018, we have left the growth forecast unchanged at 1.8%, a continuation of 
growth from 2017, and still above the consensus (1.6%). 

Chart 8: Eurozone GDP forecast   Chart 9: Eurozone inflation forecast 

 
Source: Schroders Economics Group. 25 May 2017. Previous forecast from February 2017. Please 
note the forecast warning at the back of the document. 
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components. Due to lower global oil prices, energy inflation is now likely to be lower 
than in our previous forecast. Moreover, the weak US dollar trend now means that 
the euro is assumed to appreciate in the forecast (to 1.15 by the end of 2017). This 
also acts as a drag to inflation. However, we have revised up our forecast for core 
inflation, mainly as a result of the upward revision to GDP growth. As core inflation 
is 71% of the overall inflation basket, it offsets the drag from energy prices.  

As for 2018, the forecast for inflation has been nudged up to 1.1%, but it remains 
well below the consensus which is at 1.7%. The reason for the below consensus 
forecast is our view on spare capacity. We believe that the eurozone is two to three 
years away from closing its output gap. This should mean ongoing downwards 
pressure on prices over. We may of course be wrong, but the experience of the US 
and the UK in not being able to achieve a marked increase in wage pressures 
despite having cyclically low unemployment rates, suggests that Philips curves have 
flattened, or that the usual trade-off between unemployment and wage growth has 
weakened. Why would the eurozone be any different? 

Amongst the big member states, GDP growth for Germany, France and Italy have all 
been revised higher, while Spain has been left unchanged. This is the case for both 
this year and next (table 2). 

Table 2: Eurozone growth forecast 

 2017 Prev 2018 Prev 

Germany 1.6 1.4 2.0 1.9 

France 1.2 0.8 1.5 1.3 

Italy 0.8 0.3 1.1 1.0 

Spain 2.4 2.4 2.8 2.8 

Eurozone 1.8 1.5 1.8 1.8 

Source: Schroders Economics Group. 30 May 2017. Previous forecast from February 2017. Please 
note the forecast warning at the back of the document. 

ECB to move like a snail  

The European Central Bank (ECB) has achieved something impressive. It now has 
markets speculating on its language, rather than actual policy changes. This means 
that its forward guidance is working. Markets are no longer speculating on any 
change in interest rates or quantitative easing for this year – in line with the ECB’s 
forward guidance. 

So, turning to its language, the latest minutes from the ECB’s monetary policy 
meeting showed that there was a disagreement on the degree of risks to growth 
and inflation. Indeed, the speech that President Mario Draghi gave to the Dutch 
parliament, where this section’s prelude quote is taken from, suggested that he 
agrees that the outlook has become more balanced. We therefore expect the ECB to 
upgrade its assessment of risks in its next meeting. However, this should not be 
read as an imminent change in policy. 

We have therefore not changed our ECB policy forecast. We forecast the monthly 
purchases to be tapered again from January 2018 to €40 billion per month (likely to 
be announced in September), then again to €20 billion per month from in the third 
quarter, and finally down to €10 billion per month for the final quarter of 2018. This 
should pave the way for interest rates to rise in early 2019.  

Political risk update 

There was a sigh of relief amongst investors as news filtered through that 
Emmanuel Macron had beaten the far-right Marine Le Pen to become the next 
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French President. Macron is a pro-business, socially liberal politician. He has sought 
to create a movement to reach across the left/right political divide in France. We see 
him as following in the footsteps of reformers such as Gerhard Schröder in 
Germany or Tony Blair in the UK. 

There is certainly a lot to do in France in terms of structural reforms to improve the 
economy. Macron is seeking to implement measures to boost competitiveness, 
including a cut in corporation tax and liberalising the labour market. This latter is 
particularly important and could include making it cheaper for companies to hire 
and fire workers as well as looking again at the 35-hour week. 

There are questions though over how easy Macron will find it to implement these 
reforms. Elections for the French legislature are coming up in June and Macron’s 
newly renamed La République En Marche! party may find it difficult to gain 
sufficient seats. 

He may find himself in a “cohabitation” situation where he has to work with a 
Republican prime minister. This would be unusual, although not unheard of, and a 
coalition can certainly be forged if there are enough reform-minded politicians in 
the legislature. Note, Macron recently appointed Les Républicains party member 
Édouard Philippe as the new Prime Minister of France, showing that he is willing to 
work with the centre right party.  

As for the rest of Europe, Macron is a devout Europhile and we see him as likely to 
galvanise efforts for European integration. He has in the past advocated budgetary 
supervision by the EU and could support a centralised budget to pay for national 
operations, and perhaps even risk-sharing. These are all excellent measures from a 
risk management perspective but perhaps are not wanted by every EU member. We 
view his victory as positive from a risk and macroeconomic perspective. 

Meanwhile in Italy, the Democratic Party elected previous prime minister, Matteo 
Renzi, as the party’s secretary, making him favourite to lead the party into the next 
election. Since then, the lead that the Five Star Movement had established in 
opinion polls has now closed.  

Moreover, it appears that a solution for the unworkable electoral law has been 
found. This had effectively blocked an early election since the failed Renzi 
referendum last year. Proposed by Silvio Berlusconi, but now backed by Italy’s four 
most popular parties, the country looks set to return to proportional 
representation, specifically, copying the German model. This is the opposite of the 
reforms Renzi was trying to introduce, as the past use of proportional 
representation only yielded coalitions, which resulted in political stagnation. The 
bonus system that Renzi wanted to introduce would have produced stronger 
governments, but it now seems that Renzi is willing to give up on this in order to 
bring about an early election (a step backwards in our view). In fact, the election 
could be held as soon as September, but still must be held by May 2018.  

So far, investors have reacted negatively to the prospects of an early election, but 
that is probably because of the risk of a government led by the Five Star Movement. 
We suspect that when a firm date for the election is agreed, Italian equities and 
bonds will continue to underperform.  

UK finally runs out of steam 

Official data for the first quarter shows a very different picture for the UK than we 
are used to. GDP growth slowed to just 0.2% in the first quarter, well below 
consensus estimates, but only slightly below our own forecast (0.3%). This is the 
slump that most economists had been expecting, but it has taken a little longer 
than expected to materialise. The large depreciation of sterling in reaction to the 
Brexit referendum has cause inflation to rise sharply, causing wages to fall in real 
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terms. This has been squeezing household budgets for some time, forcing them to 
cut back on their savings to maintain their consumption habits. However, the 
household savings rate hit a record low at the end of 2016, suggesting that the 
safety buffer that households had been using was close to being depleted. We had 
therefore been expecting a slowdown in household consumption, which has now 
happened.  

Another disappointing area was the UK’s international trade performance. The 
volume of exports contracted by 1.6% in the first quarter, albeit following a strong 
rise in the previous quarter. Meanwhile, the volume of imports rose by 2.7% over 
the same time. Taken together, net trade subtracted 1.4 percentage points from 
total GDP growth over the quarter. Indeed, the UK’s trade performance has been 
steadily worsening since the end of 2015. On a year-on-year basis, the last four 
quarters have all recorded negative contributions to GDP growth, largely as imports 
growth has outpaced the growth in exports (see chart 10).  

The latest GDP figures did have some bright spots. Business investment and 
government spending both rebounded, helping to keep growth in positive territory, 
but with inflation still rising, the slump in consumption is only likely to persist, 
keeping growth subdued for another quarter or two.  

Chart 10: UK trade performance disappoints 

 
Source: Thomson Datastream, ONS, Schroders Economics Group. 26 May 2017.  

UK forecast update 

Our forecast for UK growth has been revised down slightly from 1.8% to 1.7% for 
2017 owing to the weaker outturn for the first quarter (chart 11). We forecast a 
similar result in the second quarter as inflation continues to rise through the 
summer. The UK should then see an improvement in the second half of the year as 
inflation peaks, but growth is likely to remain close to or below trend growth (2% 
annualised) rather than the growth rate we saw at the end of 2016. The forecast for 
2018 has been left unchanged.  

As for inflation, the forecast has been tweaked to take into account the recent fall in 
global oil prices, but also the change in our assumption on sterling, especially 
versus the US dollar. The stronger currency profile (see forecast page) reduces 
import price inflation in our model. Inflation is forecast to rise from 0.7% in 2016 to 
2.8% in 2017, before falling back to 2.2% in 2018 (chart 12). 
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Chart 11: UK GDP forecast  Chart 12: UK inflation forecast 

 
Source: Schroders Economics Group. 26 May 2017. Previous forecast from February 2017. Please 
note the forecast warning at the back of the document. 

BoE has tempered its hawkish tone 

Ahead of the May Monetary Policy Committee (MPC) meeting and quarterly Inflation 
Report publication, speculation was rife that external member Michael Saunders 
was about to join the outgoing Kristin Forbes in voting for a 25 basis point rise in 
the policy interest rate. However, Saunders decided otherwise, possibly because of 
the sharp slowdown in GDP growth discussed earlier. In fact, the Bank’s median 
forecast for the first quarter was for 0.6% growth, and so its latest forecast had to 
be downgraded.  

The MPC remains concerned over the near-term outlook, especially how the 
household sector will react with wage growth not keeping up with inflation. The 
Bank assumes wages will eventually catch up with inflation, and so it warns markets 
that interest rates are likely to rise by more than is currently priced in. However, this 
only means a rate rise by 2020. Our baseline forecast for no change in the policy 
interest rate until the second half of 2019. However, the more interesting 
development from the latest Inflation Report was the revelation of the Bank’s 
assumption made over Brexit.  

The MPC assumes that a smooth Brexit will unfold over the two years, without 
significant disruption to markets or the real economy. Given Europe’s record of 
brinkmanship in negotiating deals, there is a low chance of both parties arriving at 
an agreement in a smooth fashion. Therefore, the risk to the Bank’s policy is 
probably to be lower for longer, or maybe even the restart of quantitative easing. 
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UK election: from coronation to contest?  
“Neither Theresa May, the Conservative prime minister, nor Jeremy Corbyn,  
her Labour opponent, answer to economic imperatives. Both interpret the 
public anger of recent years as a cry for something more than the soulless 
quest for 2.5-ish per cent annual output expansion, damn the human 
consequences. Mrs May wants a more familiar nation, a more British Britain. 
Mr Corbyn wants a more equal and state-controlled one. Both offset 
policies that risk immediate damage to the economy with policies that 
might restructure it over time.”  

Janan Ganesh, Financial Times, 29 May 2017 

 

It seems impossible, but in the space of a few weeks, Jeremy Corbyn’s Labour party 
has more than halved the 20-point lead that had encouraged Theresa May to call a 
snap general election (chart 13). Last month’s Economic and Strategy Viewpoint, 
discussed both the motivation behind the election, and why investors reacted 
positively, helping to lift sterling. 

Chart 13: Opinion polls show a Labour party resurgence 

 
Source: Wikipedia, ukpollingreport.co.uk, Schroders Economics Group. 30 May 2017.  

Investors saw the possibility of a big win for May as an opportunity for her to side-
line the hard-core Brexiteers in her party, allowing her to negotiate more freely with 
Europe. However, with her lead quickly slipping following the publication of the 
party manifestos, she may not gain enough seats to make this election worthwhile 
for her. As a result, sterling has taken a hit, especially following the publication of 
the YouGov poll for the Times newspaper showing that May’s lead had fallen to just 
five points.  

It appears that there is a genuine contest now for number 10 Downing Street, 
rather than a “coronation” for Mrs. May. Opinion polls still show that May is 
favourite to win. She has strongest support from those aged 50–64 and 65+, which 
are both large segments of the population, and more importantly, much more likely 
to vote (charts 14 and 15). Labour enjoys strong support amongst younger age 
groups, but the low turnout is a major handicap. However, if Labour can maintain 
its current momentum, and can persuade younger voters to show up, then a 
Labour win is certainly a possibility. 
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Chart 14: Support by age groups   Chart 15: Voter turnout (2015 
election) 

 
 
Source: YouGov/Times newspaper poll conducted between 24–25 May, Schroders Economics Group. 
30 May 2017. 

How do the two main parties differ? 

What would a Labour victory mean for the UK and investors? Nationalisation is a big 
theme of Labour’s manifesto, focusing mainly on railways, but also other utilities 
such as energy, water and Royal Mail. This could be negative for investors holding 
equities in such sectors and in sectors that supply such firms.  

On taxation, Labour would increase corporation tax, and income tax for those 
earning more than £80,000 per year. The former would likely reduce business 
investment in the UK, while the latter could encourage wealth to leave the country, 
or more tax avoidance (and evasion). 

The manifesto has re-distribution at the heart of its agenda. The independent 
Institute for Fiscal Studies (IFS) estimates that tax receipts under a Labour 
government would rise to their highest level as a share of national income since 
1949–50. To be fair, the IFS also estimates tax receipts to rise under a Conservative 
government, but only as far back as the level in 1969–70. Therefore, while Labour 
would use taxation far more than the Conservatives, the analysis shows that there is 
a problem with the UK’s public finances, largely caused by an ageing population. 
More on this below.  

In addition, increasing public spending on benefits and welfare are all key promises 
from Labour. The IFS estimates that by 2021–22, a Labour government would be 
spending 3.5% of GDP (£81 billion) more a Conservative government.  

Beyond the higher spending plans, Labour’s plans on the minimum wage could also 
add to inflationary pressures. Labour plans to raise the living wage to £10 per hour 
for all workers aged 18 years and over, which the IFS estimates will impact almost a 
quarter of the working age population and 60% of those aged18–24 years olds by 
2020. Note, the Conservatives only plan to increase the living wage for those aged 
25+, and due to the more modest increase, it would only impact 12% of workers.  
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Of the few policies the Conservatives have announced, the plan to cut net migration 
to tens of thousands has been retained. If carried out, the cut would hurt economic 
growth and the public finances. Then again, Theresa May has presided over the 
same target as the Home Office minister for many years without making a dent in 
the net migration figure.  

Overall, based on the two parties’ manifestos, the IFS estimates that public sector 
net debt as a share of GDP would fall under the Conservatives from 86.5% in 2016–
17 to about 80.5% of GDP by 2021–22. Labour’s policies would also see debt fall, but 
to about 84.75% – a difference of 4.25% of GDP, or £106 billion. The IFS warns that 
these figures the proceeds from quantitative easing (recycled back into the 
exchequer), and do not include the cost of Labour’s nationalisation plans.  

Lastly, policies on pensioners may be the key swing factor in this election. The 
“Triple Lock” which was introduced by the Conservative-led coalition government 
ensured that the state pension would rise by average earnings, RPI inflation or 
2.5%, whichever is greater. This meant that even in years where wages were 
depressed and inflation was low or even negative, pensioners saw their pensions 
rise. The Conservatives now plan to turn the Triple Lock into a Double Lock from 
2020, dropping the 2.5% uplift. In contrast, Labour has not only promised to keep 
the Triple Lock, but also plans to limit future increases to the pensionable age to 66. 
Under current plans, the pensionable age increases in-line with average life 
expectancy, keeping the expected proportion of life spent in retirement constant.  

The IFS estimates that under the current Triple Lock, state pension spending would 
rise from just over 5% of GDP to 7% of GDP by 2065–66. Under the Conservatives 
plan, spending would rise to just under 7%. Under Labour, state pension spending 
would rise to just above 8.5%, and would potentially be a severe burden on the 
remaining workforce.  

Overall, a more radical set of policies from Labour which are assumed to increase 
the tax burden for corporates and some individuals, but also increase public 
spending which would in-turn boost growth in the near-term. Combined with a 
more aggressive increase in the minimum wage, a significant fiscal stimulus 
programme could create a more inflationary environment. Moreover, higher 
borrowing by Labour would suggest higher government bond yields. However, 
Labour does want to remain in the European single market, which is potentially 
more positive for the UK economy than the Conservatives hard-Brexit agenda, and, 
Labour will not pursue a harsh net immigration target, again, more positive for the 
economy and public finances than Conservative plans.   
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EM forecast update: diverging fortunes  
“We are living in a world with constant challenges: The world economy 
needs new growth drivers, its development needs to be more balanced and 
universal… Peace, development and governance are challenges for all 
human beings. This is what I keep thinking about.”  

Chinese President Xi Jinping speaks at the Belt and Road summit, 14 May 

 

We downgrade growth for most of the BRIC economies, with the exception of 
China. Despite tighter lending and regulation, the stronger than expected Q1 
growth means that even though we see a slowdown in the second half of the year it 
is not enough to lower our overall forecast. There is no universal driver for the other 
downgrades, which instead rest on idiosyncratic factors: politics for Brazil, oil for 
Russia, and uncertainty over taxes in India. 

Table 3: EM forecast summary 

% per annum 
GDP  Inflation 

2016 2017f 2018f  2016 2017f 2018f 

China 6.7 6.6 (6.6) 6.2 (6.2)  2.0 2.0 (2.5) 2.3 (2.3) 

Brazil -3.5 0.2 (0.7) 1.4 (2.1)  8.7 4.1 (4.7) 4.7 (5.4) 

India 7.1 7.4 (7.5) 7.8 (7.9)  5.0 4.2 (4.8) 4.7 (5.2) 

Russia -0.2 1.1 (1.6) 1.7 (1.7)  7.2 4.8 (5.0) 5.2 (5.2) 

Source: Thomson Datastream, Schroders Economics Group. 30 May 2017. Numbers in parentheses 
refer to previous forecast. Previous forecast from February 2017. Please note the forecast warning 
at the back of the document. 

As something of a positive, we do at least also expect lower inflation than last 
quarter. We reduce our forecast for price growth in all four economies thanks to 
lower commodity prices, lower growth and surprisingly low inflation in the first 
quarter. However, this does not necessarily result in greater expectations for 
easing. Though Russia appears to be frontloading cuts, India’s central bank remains 
resolutely hawkish. In China, the focus is very much on squeezing out excess 
liquidity, so more aggressive easing than already expected seems unlikely. We do 
turn more dovish in Brazil though, against much recent market commentary. This is 
in part because we were more hawkish to begin with, but also because the expected 
hit to growth from higher uncertainty needs to be compensated for. 

Table 4: BRIC monetary policy 

% (year end) 2016 2017(f) 2018 (f) 

China RRR 17.00  16.50 (16.50)  16.00 (16.00) 

China lending rate 4.00  4.35 (4.00)  3.50 (3.50) 

Brazil  13.75  9.25 (9.50)  8.50 (9.00) 

India 6.25  6.25 (6.25)  6.25 (6.25) 

Russia 10.00  8.25 (8.50)  8.00 (8.00) 

Source: Thomson Datastream, Schroders Economics Group. 30 May 2017. Numbers in parentheses 
refer to previous forecast. Previous forecast from February 2017. Please note the forecast warning 
at the back of the document.. 
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China: finally deleveraging? 

First quarter growth for 2017 picked up to 6.9% y/y from 6.8% previously, beating 
both our and market expectations. The improved performance was driven by the 
secondary and primary sectors (manufacturing and extractive industries) and was 
partially offset by slower growth in the tertiary sector. This reflected the targets of 
2016 stimulus and the beneficiaries of rising commodity prices, and is not helpful 
for the rebalancing China needs. However, the tertiary sector was still the fastest-
growing part of the economy, so overall we are still seeing a shift in the right 
direction. 

In addition to the pledge at the December 2016 Economic Working Conference to 
“put containing financial risks in an even more important place and to remove the 
key risks”, it seems plausible that the strong growth environment of Q1 provided an 
opportunity to tighten policy without derailing activity. Certainly, efforts to contain 
leverage have escalated this year.  

It is proving hard to keep up with the full list of new directives and measures, but 
some key policies to highlight: 

– Stricter macroprudential rules to target the asset side of bank balance sheets, 
notably including wealth management products (WMPs) in the regulatory 
macroprudential assessment (MPA) framework. This requires banks to hold 
capital against WMPs, and harsher penalties have been introduced for non-
compliance. 

– To target the liabilities side, interbank rates have been deliberately pushed 
higher by lengthening the duration of liquidity injection and raising open market 
operation (OMO) rates, as well as removing short term liquidity. The CBRC has 
also asked banks to check interbank liabilities do not exceed 1/3 of total liabilities 
once interbank certificates of deposit (CDs) are included. These have been an 
increasingly significant source of funding for smaller banks but are not yet 
included in the regulatory framework 

– The CBRC has more generally reiterated the need for sufficient risk weighting 
against shadow banking exposure, and told banks not to hide NPLs via 
packaging them into asset management schemes. 

Is it working? 

There are definitely some tentative signs of deleveraging, but it is not a universal or 
rapid process. As positives (from a deleveraging, rather than growth, perspective), 
we can point to: a sharp fall in outstanding repos in the interbank market (at -21% 
m/m in April the biggest fall in 21 months); negative wholesale funding growth for 
most banks in Q1 and anecdotal redemptions by banks of WMPs held at other 
institutions; slower though still positive CD growth; the cancellation or suspension 
of RMB 131 billion in corporate bonds in April. On a broad basis, too, we can see 
evidence of slowing credit. 
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Chart 16: Credit growth in China is slowing 

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

Against this, there is some evidence that some of the liabilities are just being shifted 
rather than removed. Though wholesale funding fell in Q1, deposit funding grew 
significantly, which suggests banks may have brought off balance sheet business on 
balance sheet. Still a positive in theory as it is lower risk, it still means banks remain 
leveraged. Elsewhere, depositors still want high yields, and deprived of WMPs have 
sought alternatives. One is the online fund Yu’E Bao, which offers a 4% yield, partly 
by investing in certificates of deposit – the instrument the regulators are trying to 
stamp down on. 

What’s the macro impact likely to be? 

One measure we look at which is relevant here is the monetary conditions index 
(MCI) for China. A composite of the REER, interest rates and new lending, this aims 
to capture how tight or loose monetary conditions are, and proves to lead a few 
metrics in China. Certainly, it appears that property will face greater headwinds 
later in the year, with weakness in the MCI led chiefly by a slowdown in lending and 
some strengthening of the real effective exchange rate. Mortgages fell to a still high 
30% of total lending in Q1 from 51% in Q4 2016, and rates on FTB mortgages rose 
67 bps in April. Infrastructure could also be impacted, given the (prohibited) use of 
WMP financing in public private partnerships (PPPs) which are a growing source of 
infrastructure finance.  

Chart 17: Monetary conditions matter for property and infrastructure. 

 
Source: Thomson Datastream, Schroders Economics Group. 24 May 2017. 
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There are parts of the economy which show less of a relationship with the MCI and 
which as a result look less likely to be impacted. Manufacturing investment and 
output seems relatively independent of credit growth and so could be a source of 
growth even if property and infrastructure slow – though some spillover effects 
would seem inevitable. 

Can the fiscal side compensate? 

One question which comes up frequently is whether the tighter monetary policy 
stance can and will be countered with looser fiscal policy. It is certainly within the 
government’s power to do so; official debt is at manageable levels after all. It also 
seems that Q1 did see a big increase: fiscal spending grew 21% y/y. However, it 
increasingly seems that the burden rests on the shoulders of central government. 
For example: 

– Local government municipal bond issuance year-to-date is less than half of its 
corresponding 2016 level. Policy bank bond issuance is also down. 

– Local media reports the Ministry of Finance is cutting the local government debt 
swap quota to RMB 3 trillion from 5 trillion (which combined with the official 12% 
TSF growth target implies 14% credit growth this year compared to over 16% in 
2016).  

– As mentioned, PPPs, which have been a growing channel for fiscal support, are 
under growing scrutiny. The crackdown on financing these projects has been 
coupled with a demand that all provincial governments conduct “self 
investigation and rectification”, and send the results to the Ministry of Finance by 
August. Similar past campaigns have seen local government activity slow 
dramatically. 

Brazil: Thrown back into turmoil 

In the latest twist in the Brazilian corruption saga, reports have emerged that 
President Temer was allegedly involved in a cover-up scheme with the jailed former 
speaker of the Lower House of Congress, Eduardo Cunha.  

Brazilian newspaper O Globo reported on 17th May that senior executives from 
meat packing firm JBS submitted evidence to the Supreme Court as part of a plea 
bargain. This apparently contains a recording of Temer approving an illicit payment. 
The consequences for Brazil could be wide-ranging. Pension and labour market 
reforms – the former needed to address Brazil’s fiscal sustainability problem, the 
latter to tackle the country’s stark lack of competitiveness – could both be under 
threat.  

President Temer was already on an average approval rating of 10% and these 
allegations weaken his position further. A reflection of these concerns was seen in 
equity markets, where a Brazilian ETF sold off 8% overnight on the initial news.  

As to what this means for the October 2018 presidential elections (or possibly 2017, 
if things play out that way), we worry that this increases the likelihood of a Lula 
presidency. Though the former president is facing criminal investigation, polls still 
place him as one of the most favoured candidates. Furthermore, his policies and 
politics are very different to those of President Temer. It seems entirely plausible 
that Brazilians may decide that if all politicians are corrupt, they may as well choose 
one who does not also impose painful reforms and austerity. Temer himself had 
already pledged not to seek re-election, though that choice seems entirely out of his 
hands at this point. 

However, as an early election would require a constitutional amendment, an 
indirect election in which Congress selects a new president to serve the remainder 
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of this term is a more likely outcome. Lower House Speaker Maia, and Finance 
Minister Meirelles, have been touted as potential candidates. However, even 
assuming Temer goes quietly – and bear in mind a resignation strips him of 
immunity from prosecution – it is far from obvious that his successor would be able 
to pass the reforms. Association with Temer will likely have tainted them, and any 
deals Temer struck to secure votes for their passage will need to be renegotiated. At 
the very least we would expect a significant delay.  

Chart 18: Economic confidence could fall, hurting Brazilian growth 

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

Economic confidence had been on the rise in Brazil following the removal of former 
President Dilma, and this appeared to have led to a tentative recovery in economic 
activity (chart 18) which should continue when Q1 numbers are released after 
publication of this note. The central bank’s monthly GDP proxy suggests growth 
reached around 0.5% in the first quarter. Progress on reforms had been particularly 
encouraging, with a spending cap already enacted as a first step towards 
addressing the country’s fiscal problems, and labour reforms aimed at boosting 
labour market flexibility all but a done deal. Importantly, pension reforms, which by 
raising the effective minimum retirement age from 55 to 65 would have tackled the 
biggest public spending bugbear, looked likely to pass.  

This progress is now surely at risk, particularly on the investment side. Disinflation 
(price growth has slowed to 4.1% y/y from 9.3% a year ago) and the scope for 
central bank easing, should be less affected. However, significant currency 
weakness seems likely, which may cause some reassessment of expectations 
(though pass-through is limited in Brazil). Against this, the central bank will need to 
weigh the likely weaker activity the economy faces if reforms fall flat and Temer is 
either ejected or spends the rest of his term battling for survival. Consequently, we 
downgrade growth expectations, but also slightly increase our expectations for 
policy easing. 

Russia: Oil to weigh on growth 

Growth in Russia has been less than we expected, though better than the 
consensus forecast. First quarter growth accelerated to 0.5% y/y from 0.3% 
previously, on the back of a pick up in investment, while consumption continued 
contracting though at a slower pace.  

30

35

40

45

50

55

60

65

70

-30

-20

-10

0

10

20

30

40

09 10 11 12 13 14 15 16

GFCF ICEI industrial confidence (rhs)

Index%, y/y

80

100

120

140

160

180

-10

-5

0

5

10

15

09 10 11 12 13 14 15 16 17
Retail sales (3mma)
Consumer confidence, rhs

Index%, y/y

Political noise 
could reverse 
confidence gains 
and hit growth 



 

 Economic and Strategy Viewpoint  June 2017 23 

 

We still expect acceleration from here but think that a weaker oil price, based on the 
forward curve, will weigh on activity compared to our last forecast. Oil bulls might 
take the view that extended OPEC cuts will support prices and so benefit Russia. But 
while in the first half of the year Russia could rely on seasonally low production to 
meet its quota of cuts, in the second half genuine cuts will be needed, which will 
reduce industrial production and investment. This leads us to downgrade our 
expectations for growth this year. 

Chart 19: Oil and activity in Russia 

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

Meanwhile, in a surprise move, the Russian central bank cut rates 50 bps in April 
instead of the smaller 25 bps cut expected by the market. However, this seems not 
to signal a deeper cycle; in a statement the bank said its assessment of the overall 
potential for easing is unchanged, suggesting it has simply brought cuts forward. 

There was a suggestion that the bank’s deeper than expected cut is a response to 
Russian President Putin’s comments earlier this week that the government was 
looking for ways to weaken the exchange rate. Currency strength is unhelpful for 
exporters and fiscal revenues from oil, but does assist with hitting an inflation 
target of 4%. Consumer price inflation seems to be well on its way to that target, 
currently at 4.1%, which has given the central bank confidence to cut more 
aggressively in support of growth. We do not buy into the idea that the bank’s 
independence has been compromised by government exchange rate targets. If the 
concern is that investors seeking carry are driving rouble strength, and the market 
already expects rates to drop to 8.5% by year end, a compromised central bank 
would indicate a lower end point for rates rather than just frontloading cuts. In any 
event, the cut has done little to drive investors out of the rouble, which is somewhat 
stronger following the move. 

Our own expectation for rates this year is for 8.25% by year end, as frontloading of 
the cycle continues – our expectation for 2018 rates remains unchanged at 8%. 
Given the low yield environment which persists globally it seems unlikely that the 
central bank would be able to reduce rouble carry sufficiently to significantly 
weaken the currency. The main risks to this view would be a much more aggressive 
Federal Reserve, which would narrow the rate differential and strengthen the dollar, 
or a collapse in the oil price, though this would presumably deliver the rouble 
weakness central government desires. 

On the political front, wary optimism is building once again on the prospect for 
reforms. A tax reform plan has already seen some details sketched out by the 
Minister of Economic Development. This aims to shift the burden from capital to 
labour and so boost a fairly dismal share of investment in GDP – at 18%, well below 
the EM average. There is also the hope that by reducing uncertainty over future tax 
policy, business confidence can be boosted and investment begin sooner rather 
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than later. A broader reform plan is expected from former finance minister Alexei 
Kudrin (now angling for a role in the next government, most likely under Putin, 
following the March 2018 elections). Kudrin has already touched on plans to raise 
the pension age and reduce the state’s share in the economy. 

We have of course been here before. Kudrin himself has noted that of two previous 
large scale reform plans in the last two decades, only around 30% of each was 
actually implemented. With oil prices seemingly permanently lower, there is 
perhaps a greater incentive for reform this time, but most of the fruits are beyond 
our forecast horizon, given that implementation is unlikely until 2018 at the earliest. 

India: Impact of tax changes uncertain 

After many, many years, India is on the verge of implementing the Goods and 
Services Tax (GST). The necessary bill passed last August and in the last month the 
government has finalised the majority of the tax rates. Implementation is now 
expected on 1st July. It is not an ideal solution – the government has decided upon 
multiple tax rates, not to mention exemptions – but it is a step in the right direction.  

Though a medium-to-long-term positive for Indian growth because it boosts 
efficiency, in the short term GST could prove disruptive. Service sector firms in 
particular face a more complex tax burden and adjustment costs, so there is a risk 
of an impact on growth. However, on the fiscal front at least we should not see a 
drag (at least not by design); overall the Finance Ministry believes the tax will be 
revenue neutral, with the central government committed to compensating local 
governments for any loss of revenue for the next five years. Central government 
finances will be buffered by taxes known as cesses – a form of earmarked tax. To us 
there still seems a risk of non revenue neutral tax, but the direction is unclear.  

High frequency macro data largely supports the picture of an economy recovering 
from a small demonetisation shock, though the issue is complicated by a revision to 
the methodology of industrial production, which has seen some significant upward 
revisions. It is possible this leads to upward revisions of GDP growth as well, though 
given the weak relationship between industrial production (IP) and GDP in 2015–16, 
this is hard to determine. 

Chart 20: Revisions lift IP, data broadly supports recovery story 

 
Source: Thomson Datastream, Schroders Economics Group. 25 May 2017. 
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As to inflation, work from HSBC4 suggests that in most scenarios the GST should 
lower rather than raise inflation. The concern had been that by raising taxes on the 
service sector from 15% to 18%, the GST would generate a one off inflation increase. 
However, with services estimated at only 12% of the CPI basket, provided we see 
some pass-through of lower taxes on goods, inflation should fall rather than 
increase. We can not rule out the possibility that tax cuts are not passed on, but 
even partial pass-through is estimated by HSBC to see inflation fall 0.1 percentage 
point. Inflation data so far this year has been softer than expected, aided by lower 
food prices. Expecting a transitory effect and fearing a possible weak monsoon, the 
central bank has remained resolutely hawkish. With inflation likely to rise into 2018, 
and growth recovering, we expect rates to stay on hold, though continued inflation 
improvements would generate greater pressure for rate cuts. 

 

                                                                    
4Bhandhari, P., “GST impact: Complex on rate structure, benign on inflation” India Economics Comment, 23 
May 2017. 
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Schroder Economics Group: Views at a 
glance 
Macro summary – June 2017 
Key points 

Baseline 

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

– The US Fed is expected to raise rates three times in 2017 taking fed funds to 1.5% by end year. We expect 
the central bank to begin to trim its balance sheet towards year end resulting in a pause in tightening as we 
enter 2018. Firm growth and a modest rise in core inflation allow the Fed to raise rates to 2% by end 2018.  

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

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

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

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

Risks 

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

Chart: World GDP forecast 

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

 
*Scenario probabilities are based on mutually exclusive scenarios. Please note the forecast warning at the back of the document. 

Scenario Summary Macro impact Probability* Growth Inflation
Baseline The recovery in global activity remains intact whilst inflation appears to have peaked following the 

stabilisation in energy costs. We continue to forecast global growth at 2.9% this year after 2.6% in 
2016, but have trimmed our inflation forecast to 2.4% from 2.7%. On the growth side an upgrade to 
the Eurozone is offset by a downgrade to the US and emerging markets. Our forecast for China has 
not changed and the downgrade to our emerging markets forecast reflects cuts to our forecasts for 
Brazil and Russia. On inflation we have reduced our forecasts across the board to reflect a lower oil 
price profile and subdued core readings. Looking into 2018, global growth is expected to stabilise at 
3% with modest downgrades to developed markets offset by a small upgrade to emerging. 

We expect the Fed funds rate to rise to 1.5% this year (3 hikes) and to 2% by end 2018 (2 hikes). The 
Fed pauses to begin balance sheet reduction in December and the pace of tightening is moderated 
next year as a result of our slightly weaker growth outlook for the US. Elsewhere though, interest 
rates should remain on hold reflecting the earlier stage of the cycle in Europe and Asia. Rates in 
China are now expected to be on hold this year but fall further in 2018 as activity softens. We expect 
the ECB will continue QE over the forecast period but will begin to taper in 2018. The Bank of Japan 
is expected to keep rates on hold, but maintain QE as it struggles to reach its target of above 2% 
inflation. Despite higher US carry we still expect the USD to depreciate following its very strong 
appreciation of the past two years. 

63% - -

1. 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 the result that commodity prices and inflation are also depressed. 

Deflationary: weaker growth and inflation 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 economic activity fails to accelerate, 
more stimulus is added. The US reverses its interest rate hikes, while the ECB and BoJ prolong their 
QE programmes. 

6% -0.5% -0.6%

2. US fiscal reflation President Trump is true to his word and succeeds in pushing a massive stimulus package through 
Congress (3% GDP versus 0.75% in the baseline). Global growth accelerates to 3.7% in 2018 with the 
US growing at 3.6%. Demand spills over and boosts growth in the rest of the world whilst an increase 
in animal spirits further boosts activity through stronger capex. However, higher commodity prices 
(oil heading toward $70/ b) and tighter labour markets push global inflation up to nearly 3% in 2018. 
US Fed funds reaches 3.25% by the end of 2018, 125 basis points higher than in the baseline. 

Reflationary: stronger growth and higher inflation compared to the baseline. Central banks 
respond to the increase in inflationary pressure with the fastest response coming from the US, 
which is more advanced in the cycle compared with the Eurozone where there is considerable slack. 
As well as raising rates to 3.25% by end-2018, the FED starts to actively unwind QE by reducing its 
balance sheet. Although there is little slack in Japan, higher wage and price inflation is welcomed 
as the economy approaches its 2% inflation target. This is likely to lead the BoJ to signal a tapering 
of QQE, with modest increases in interest rates. Fed action and inflation concerns result in tighter 
monetary policy in EM compared to the baseline.  The ECB also starts to unwind QE and raises 
rates. 

4% +0.8% +0.7%

3. Old normal The pick up in global activity is sustained through 2017 and gathers pace in 2018 with global growth 
exceeding 3% in both years. However, rather than a sustained rise in inflation, productivity 
improvements mean that price stability is maintained. The trade off between growth and inflation 
improves and is closer to that achieved before the GFC than since. 

Higher growth but lower inflation makes this a productivity boost scenario. Central banks respond 
by increasing interest rates in recognition of the fact that equilibrium real rates have risen in line 
with the gain in productivity growth. The scenario is characterised by higher growth and higher 
real rates, the "old" normal. 

2% +0.6% -0.2%

4. Bond yields surge Bond markets react badly as the Fed starts to reduce its balance sheet with yields rising significantly 
in response to the arrival of a major seller of duration. US 10 year yields spike to 4.5% with a knock-on 
effect to global bond markets.  Yields then settle back to 4%, but have the effect of tightening 
monetary conditions as mortgage rates and the cost of credit increase and equity markets weaken.   

Deflationary: the tightening of monetary conditions results in a sharp slowdown in consumer and 
corporate borrowing. Demand is also hit by an adverse wealth effect as equity markets fall thus 
further slowing consumption. Weaker demand results in lower commodity prices and inflation. 4% -0.9% -0.3%

5. OPEC deal breaks 
down

After some success in boosting world oil prices by cutting supply, some smaller OPEC members start 
to cheat and expand production once again. Outraged by this, and by the growing hostilities from 
the US, Israel and Saudi Arabia, Iran decides to break from the OPEC agreement, followed by Russia. 
Soon after, Saudi also decides to expand production, causing the price of Brent Crude oil to plummet 
to $30 p/b, where it remains. 

The fall in oil prices boosts the disposable income of households and most businesses across the 
world, although energy producing countries suffer greatly. In the US, as investment in energy has 
fallen sharply in recent years, the impact on the energy sector is smaller than the 2015/16 episode. 
However, households receive a similar benefit with the usual lags. Overall, stronger GDP growth, 
but lower inflation. 

7% +0.2% -0.7%

6. China credit crisis Recent monetary and macro-prudential tightening goes too far and sparks defaults in the interbank 
market. This leads to a seizing up of the financial system as banks refuse to lend to one another, and 
chokes off the supply of credit to the real economy. By the time the authorities intervene, real 
demand has already fallen and so loan demand is much weaker. Reviving the system takes longer 
than anticipated and the crisis drags on growth throughout 2018.

With credit frozen, Chinese real estate suffers on both the demand and supply side. Accounting for 
1/3 of final demand in China, this has a significant impact on Chinese GDP growth. Globally, this 
transmits first through commodity prices and financial contagion, hurting EM, and soon after 
through real demand as Chinese consumers cut back. Global growth and inflation both fall.

6% -1.2% -0.7%

7. Inflation 
accelerates

After a considerable period where wages have been unresponsive to tightening labour markets, pay 
begins to accelerate in response to skill shortages. Wages accelerate around the world and 
economists revise their estimates of spare capacity considerably lower. Some economies such as 
Japan welcome the move as they seek to raise inflation expectations, others find they are facing 
stagflation as they effectively run out of capacity forcing the central bank to tighten policy. 

Stagflationary: US inflation rises to 3% by the end of 2018 on both headline and core measures. The 
Fed responds by tightening more aggressively taking its target rate to 3.5% by end 2018. Interest 
rates also rise more rapidly in the Eurozone and UK whilst Japan returns rates into positive territory. 
Currency changes provide some cushion to the emerging markets which see a modest boost to 
growth alongside higher inflation in this scenario. Overall, global growth is slightly weaker and 
inflation considerably higher. 

5% -0.1% +0.7%

8. Other 3% - -

Cumulative 2017/18 global vs. baseline



 

 Economic and Strategy Viewpoint  June 2017 28 

 

Schroders Baseline Forecast 

 

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

Advanced* 62.6 1.7 1.9 (1.9) 1.9 2.0 (2.0) 1.9
US 27.0 1.6 2.0  (2.3) 2.1 2.2  (2.4) 2.4
Eurozone 17.4 1.7 1.8  (1.5) 1.7 1.8 (1.8) 1.6

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

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

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

Inflation CPI 
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus
World 100 2.0 2.4  (2.7) 2.5 2.3  (2.4) 2.4

Advanced* 62.6 0.7 1.8  (2.0) 1.9 1.4  (1.5) 1.9
US 27.0 1.3 2.0  (2.6) 2.4 1.9  (2.3) 2.2
Eurozone 17.4 0.2 1.6 (1.6) 1.6 1.1  (0.9) 1.4

Germany 5.1 0.4 1.9  (2.0) 1.8 1.3 (1.3) 1.7
UK 4.3 0.7 2.8  (2.9) 2.6 2.2 (2.2) 2.7
Japan 6.2 -0.1 0.7  (1.1) 0.7 1.1 (1.1) 1.0

Total Emerging** 37.4 4.1 3.5  (3.8) 3.6 3.8 (3.8) 3.3
BRICs 24.2 3.5 2.7  (3.3) 2.8 3.1  (3.3) 2.9

China 16.4 2.0 2.0  (2.5) 2.0 2.3 (2.3) 2.0

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

US 1.00 0.75 1.50 (1.50) 1.43 2.00 (2.00) 1.80
UK 0.25 0.25 0.25 (0.25) 0.38 0.25 (0.25) 0.54
Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.00 (0.00)
Eurozone (Depo) -0.40 -0.40 -0.40 (-0.40) -0.40 (-0.40)
Japan -0.10 -0.10 -0.10 (-0.10) 0.03 -0.10 (-0.10) 0.04
China 4.35 4.35 4.35  (4.00) - 3.50 (3.50) -

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

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

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

USD/GBP 1.29 1.24 1.32  (1.22) 6.8 1.30  (1.20) -1.5
USD/EUR 1.11 1.05 1.15  (1.04) 9.0 1.12  (1.01) -2.6
JPY/USD 113.0 116.6 108  (114) -7.4 110  (116) 1.9
GBP/EUR 0.86 0.85 0.87  (0.85) 2.1 0.86  (0.84) -1.1
RMB/USD 6.89 6.95 7.05  (7.10) 1.4 7.40 (7.40) 5.0

Commodities (over year)
Brent Crude 52.0 45.9 52.1  (56.5) 13.6 51.8  (56.2) -0.7

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

Previous forecast refers to February 2017

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

-0.30 -0.11

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

Market data as at 16/05/2017

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

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

Chart A: GDP consensus forecasts 

2017    2018 

 

 

 

Chart B: Inflation consensus forecasts 

2017    2018 

 

 

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