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3 
Duelling in Davos 
– Global activity remains robust and the world economy continues to expand; 

however there are some early signs that growth rates may be peaking. Look 
for tax cuts in the US to keep the momentum going in 2018.  

– President Trump has had his wish and the dollar has weakened, but the signs 
from Davos are that the administration would like to see more depreciation. 
Having argued that the dollar had overshot last year we review our metrics and 
consider the outlook from here. 

7 
The turning tide at the European Central Bank 
– Confidence is high amongst investors in the prospects for the eurozone’s 

growth recovery. Growth is booming, while leading indicators suggest a 
further acceleration is likely. Yet the European Central Bank (ECB) has 
maintained its dovish stance on policy. Despite this, the hawks are finding their 
voices and are making a strong argument for ending QE in September.  

– Our analysis supports the end of QE. Goods price inflation seems to be less 
impacted by the strength of the euro than in the past thanks to stronger 
domestic demand. Meanwhile, services inflation is likely to rise as spare 
capacity is eroded. 

11 
Back to the ballot box in EM 
– After a strong 2017, emerging markets have continued their run of good 

fortune so far in 2018. 
– For many countries, politics threatens this strong run. There are a number of 

elections in EM this year, with both up and downside risk. Volatility should offer 
opportunities, if you have the stomach for a rougher ride. 

16 
Views at a glance 
– A short summary of our main macro views and where we see the risks to the 

world economy. 

Chart: Global trade: robust, but peaking? 

 
Source: Thomson Datastream, Schroders Economics Group, 31 January 2018.
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Duelling in Davos 
“So trade wars have been with us for quite a little while. The difference is 
the US troops are now coming to the ramparts” 

Wilbur Ross, US Commerce secretary, 23 January 2018, Davos 

The global recovery continues with leading indicators pointing toward continued 
expansion. The purchasing managers’ indices (PMI) remain robust with the 
eurozone particularly strong and the IMF has upgraded its forecasts for world 
economic growth. Global trade is buoyant with import growth holding up in the US, 
China, Germany and Japan, marking a sharp contrast with the period of weakness 
between 2014 and 2016 (see chart front page). 

There are signs that the acceleration in global trade is peaking: trade volume 
growth has remained around 5% year-on-year (y/y) since the summer and the most 
recent figures on trade values suggest a drop in imports in China. The latter can be 
volatile so will have to be tracked carefully, although evidence of a peak in activity 
can also be found in the moderation in growth in industrial metals prices. The 
composite PMI for the developed markets is also showing signs of peaking; 
however its emerging market equivalent is picking up, indicating healthy overall 
global activity (chart 1). We now await the effects of the tax cuts in the US which 
should begin to filter through later this quarter. 

Chart 1: Global purchasing managers’ indices: developed peaking, emerging 
strengthening 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 24 January 2018. 

Scaling the ramparts: another step towards protectionism 

Whilst the data remains encouraging, attention has moved to the politics of trade 
with the US imposing tariffs on imported solar panels and residential washing 
machines. The US trade representative has also delivered its annual report on 
China’s compliance with World Trade Organisation (WTO) rules arguing strongly 
that the world’s largest trading nation is not following the principles of WTO 
membership. The good news is that the US is still willing to operate within the WTO 
framework in seeking greater enforcement of its rules. The bad news, of course, is 
that these measures may mark the start of a period of more general protectionism.  

It has been noted that Presidents Obama and George W Bush both imposed tariffs 
early in their terms of office and subsequently backed away from further action 
having seen how ineffective they can be. President Trump may do the same. 
However his comments from Davos suggest he is some way from this. Moreover, 
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unlike his predecessors Obama and Bush, he was elected on a platform which 
blames China for many of the problems in the US economy and he has promised to 
address these as president. The tone of the remarks from his commerce secretary 
suggests we are in a new era with a more aggressive US approach to trade.  

We will be increasing the probability on our “Rise in global protectionism” scenario 
which delivers a more stagflationary outcome for the world economy than the 
baseline forecast. Our analysis of cycles and markets suggests that the combination 
of weaker growth and higher inflation is not good for risk assets such as equities. So 
far the president has cheered and taken credit for the rise in the S&P500; he may 
need to curb his enthusiasm should he wish to pursue a protectionist agenda. 

Wither the dollar? 

Meanwhile, US exporters and firms with international operations are enjoying the 
benefits of a fall in the value of the dollar. One of the most striking features of the 
Trump presidency so far has been the persistent weakness of the greenback. Since 
the president took office a year ago the US dollar has fallen by around 10% in trade-
weighted terms (see chart 2). Whilst the president likes to be associated with 
strength, he made it clear last January that he thought the dollar was “too strong” 
and that “it’s killing us”. 

Signs are that the US administration is still unhappy with the strength of the 
currency. Treasury secretary Steven Mnuchin said “Obviously a weaker dollar is 
good for us as it relates to trade and opportunities” in Davos. The dollar reacted 
accordingly by dropping sharply. 

Chart 2: USD in retreat post Trump 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 31 January 2018. 
 

In many ways the weakness of the dollar is a puzzle as we have seen rate hikes from 
the Federal Reserve (Fed) and the passage of tax cuts, factors which might be 
expected to raise the value of the greenback. However, as we argued last year 
(please see May 2017 Viewpoint here), Fed tightening is not a sufficient condition for 
a stronger dollar. 

Looking at the last eight periods when the Federal Reserve was tightening 
monetary policy the performance of the dollar has been decidedly mixed (chart 3). 
The current episode is one of the weaker ones for the dollar, but by no means  
the weakest.  
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Chart 3: USD before and after Fed tightening 

 
Source: Thomson Datastream, Schroders Economics Group. 24 January 2018. 

In our view the path of the dollar over the past year reflects an unwind from a 
period of strength in 2014 to 2016. Currency markets tend to move ahead of 
interest rate changes so as to restore equilibrium. So, on this basis, the dollar rose 
as it became clear that US rates were set to rise (see the appreciation ahead of the 
first hike in chart 3). In this way the currency rises to the point where it can be 
expected to depreciate and offset its positive interest rate differential. In the 
process it overshoots its long run equilibrium.  

Continuing the theme of currencies moving ahead of policy changes, the current 
decline in the dollar is no doubt influenced by the upturn outside the US and the 
recognition that monetary policy will also be tightening in Europe and eventually 
Japan.  

Certainly there is some evidence that the euro has been influenced by the move in 
relative growth expectations and an increase in long run expectations for interest 
rates in the eurozone. As growth in the region has strengthened, investors have 
brought forward expectations of rate rises and raised the level of equilibrium rates. 
At the same time, expectations for long run US policy rates have been little 
changed. These developments have been reflected in the relative steepening of the 
yield curve in the eurozone compared with the US, a key driver of the euro over the 
past 12 months (chart 4). 

Chart 4: Euro strengthens inline with yield curves 

 
Source: Thomson Reuters Datastream, Schroders Economics Group. 29 January 2018. 
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Has this process now played out? There has certainly been a significant adjustment. 
Last January the dollar was trading near the top of its range, today it is significantly 
lower (see chart 5). The main counterpart to this has been the appreciation of the 
euro which has moved from being below its long run average to one standard 
deviation above. The yen and pound sterling have also moved up, but remain in the 
lower half of their distribution. 

Chart 5: Currency convergence – the dollar shifts 

 
Source: Thomson Datastream, Schroders Economics Group. 31 January 2018. 

The dollar is still above its long run average and other measures such as purchasing 
power parity (PPP), or the widely-followed Big Mac index from the Economist 
magazine suggest it is still not cheap. Meanwhile, expectations for European 
Central Bank (ECB) rate moves tighten further (see next section) whilst the market is 
already pricing in moves from the Fed. 

On this basis further dollar weakness seems likely and would be welcomed by 
markets who see this as an easing of global liquidity conditions and supportive of 
risk assets. China and several Asian economies would certainly welcome the move 
given their links, direct or otherwise, with the US unit.  

However, it was not that long ago that we were concerned about currency wars 
where countries sought an advantage over their neighbours by devaluation in the 
hope of gaining an increased share of global markets. Our valuation metrics 
suggest we are not at such extremes as yet and, more importantly, global trade is 
much stronger today. 

Back then the world economy was in the depths of the financial crisis and countries 
were chasing scraps. Today there is more to go around. Nonetheless, currencies 
tend to move until they meet resistance. On this basis we would particularly watch 
the ECB for signs that the euro has tightened financial conditions beyond what they 
would wish for in pursuing their inflation target. 
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The turning tide at the European  
Central Bank 
“We are now at the point where we are starting to see wages ticking up in a 
very tentative way, also core inflation ticking up in a very limited way in the 
eurozone, because we might be exactly at this tipping point where the 
Philips curve is steepening” 

Benoît Coeuré, European Central Bank Executive Board Member,  
26 January 2018 

Confidence begets confidence, and investors have plenty of it when it comes to the 
eurozone’s economic recovery. Private business surveys are signalling exceptionally 
strong growth, while early signs that inflation is returning are starting to emerge. 
We believe investors are now looking for a shift in the European Central Bank’s 
(ECB) policy stance, as more members of the governing council question the need 
for exceptionally loose monetary policy. As more evidence of the strength of the 
economy becomes apparent, we expect pressure to mount on the ECB to bring its 
quantitative easing programme to an end. Comments from a previously dovish 
member, Benoît Coeure (see above quote), could be the start of the turning tide 
within the ECB. 

Further growth surprises likely 

Economists have clearly underestimated the potential strength of the eurozone 
economy over the past year. Many have been revising growth forecasts up, and are 
likely to do so again in coming months. Leading indicators, such as the Markit 
purchasing managers’ indices (PMI) eurozone composite suggest the monetary 
union is in rude health. The latest reading from the composite PMI signals an 
acceleration in growth towards 3.9% year-on-year over the coming months (chart 6). 
That would be a huge rise from the current growth rate of 2.7% (Q4 2017), but also 
when compared to trend growth estimated at between 1–1.5%. 

Chart 6: Leading indicators suggest further acceleration in GDP growth 

 
Source: Thomson Datastream, Eurostat, Markit, Schroders Economics Group. 30 January 2018. 

There are many other surveys that support the story from the PMIs. For example, 
the German IFO institute1 business climate survey is at a joint record high, while the 
current business situation reading from the same survey is at an all time high. The 
French INSEE manufacturing outlook survey is at its highest level since August 2000. 

                                                                    
1Surveys began in 1991. 
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The eurozone-wide European Commission survey measuring economic sentiment is 
at its highest level since October 2000. 

Strong growth has helped drive the recovery in the labour market. The level of 
employment in the monetary union had previously peaked at 154 million in the first 
quarter of 2008, before 5.5 million jobs were shed during the global financial crisis, 
and the European sovereign debt crisis that followed. 2017 saw employment 
surpass the pre-crises peak. Of course, the unemployment rate is still above the 
pre-crisis level, due to new entrants to the workforce, but the strong jobs recovery 
seen in recent years has boosted consumer confidence to its highest level since 
January 2001. 

A buoyant household sector should result in an acceleration in the volume of retail 
sales and household consumption. Chart 7 highlights the close relationship 
between consumer confidence and retail spending, with the former leading by  
two months. 

Chart 7: Strong consumer confidence helps drive retail sales higher 

 
Source: Thomson Datastream, Eurostat, Schroders Economics Group. 30 January 2018. 

This is an important development for policy makers as without a recovery in 
domestic demand, especially from households, companies would struggle to raise 
their prices to expand profit margins. Growth in profitability can of course be driven 
by cost cutting as well as an expansion in revenues and prices, but only the latter is 
a sustainable way of generating inflation. Cutting costs often means lower labour 
income for workers (through lower real wage growth and/or lower employment) 
and usually lower profit margins for other suppliers. However, profit growth 
through price increases will not only boost income for investors, but usually leads to 
an expansion in wages and employment – raising aggregate demand in  
the economy. 

Domestic inflation is gathering momentum 

In his first speech of the year2 , ECB chief economist Peter Praet repeated the official 
line from the central bank’s January governing council meeting: that “…an ample 
degree of monetary accommodation remains necessary to secure a sustained return of 
inflation rates towards levels that are below but close to 2 percent...” 

He went on to discuss the merits of forward guidance, and that the ECB is using 
three criteria before starting to normalise monetary policy. First, eurozone inflation 
must be converging toward the goal of just under 2 percent. Second, policy makers 
must be confident in the outlook for the economy and inflation, and finally third, the 
economy must be in a position to withstand the withdrawal of monetary support.  
                                                                    
2Speech given at the Council of the European Union, Brussels, 29 January 2018. 
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The previous evening3, arch-hawk Klaas Knot, president of the Central Bank De 
Nederlandsche and member of the ECB’s governing council, said in an interview 
that “…the (QE) programme has done what could realistically be expected of it…there is 
no reason whatsoever to continue the programme…I feel that we need to be clear about 
this.” Knot has been arguing for some months now that with the threat of deflation 
removed, and the economy growing at a rapid pace, then it is becoming difficult to 
justify the extraordinary monetary policy stimulus being applied at present. It is 
worth noting that he is not only referring to QE, but also the negative interest rate 
policy (deposit rate). 

Taking a step back from the avian debate, the evidence clearly shows that the 
eurozone economy is booming. Inflation at 1.3% year-on-year in December, is 
positive, but a little lower than where the ECB would ideally like it to be. However, 
there are signs that the eurozone is swapping the cost-driven inflation caused by 
higher energy prices seen last year with domestically generated demand-driven 
inflation. In considering this, our analysis offers two pieces of evidence.  

First, when examining the drivers of inflation for goods (55% of the HICP index), we 
find that producer price inflation has become more important than import prices 
inflation in recent months (chart 8). These often move together as there is a 
significant share of producer output prices driven by imported inputs (such as 
energy and raw materials). However, the divergence between import prices and 
producer prices is both interesting and significant. It suggests that domestic costs 
and/or demand are rising at a time when import prices inflation has slowed to nil. 
This is crucial as the debate around the recent appreciation in the euro (discussed in 
the previous section) becomes less significant. Moreover, it is worth noting that 
producer price inflation is back to levels not seen since 2012, which should help 
push goods price inflation higher. 

Chart 8: Producers’ prices rising Chart 9: Slack in services almost gone 

 
*Service gaps shows service sector output as a percentage of a linear trend in data since 1996. 
Source: Thomson Datastream, Consensus Economics Schroders Economics Group. 29 January 2018. 
 

The second piece of evidence comes from analysis of services inflation (45% of the 
HICP index). Typically, much of the variance in services inflation comes from labour 
costs. As unemployment falls and wage growth accelerates, cost pressures are 
eventually passed on. In order to measure slack in services, we have simply created 
a services gap, where we have compared the current level of services activity in real 
terms to a linear trend since 1996. This is very similar to an output-gap measure of 
slack, but only using services data. Interestingly, the services gap works well to 
                                                                    
3Speaking in an interview on the television talk show Buitenhof on 28 January 2018. 
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explain key moves in services inflation. The main exception is the period 
immediately after the introduction of the euro currency, where many companies 
rounded prices up during the transition and therefore caused inflation to spike 
temporarily. The services gap is almost closed, and should turn positive if current 
trends in GDP growth continue. This suggests that eurozone services inflation 
should head higher in the near to medium-term.  

Conclusions: hawks, doves and a canary 

The hawks within the ECB’s governing council are making a very strong case that 
the economy is ready to be relieved of its emergency life support. Leading 
indicators suggest further upside risk to growth, while our analysis suggests that a 
stronger euro is less likely to have a significant impact on inflation thanks to 
improving domestic demand. 

We expect the governing council to revise its forward guidance at its next meeting 
in March to state that it plans to end QE in September. Guidance on interest rates is 
likely to remain dovish for now as excessively hawkish language could push the 
euro much higher. However, we do believe that Coeuré’s comments on a 
steepening in the Phillips curve could be the canary in the coal mine. Our previous 
analysis on the international comparison of Phillips curves presented in the latest 
Schroders Global Markets Perspective (Q1 2018) leads us to agree that the Phillips 
curve in the eurozone is still intact. 

Further out, we expect the ECB to begin to discuss raising interest rates once it ends 
QE in September, and for it to eventually raise all three key interest rates in March 
2019. We forecast the main refinancing rate to end 2019 at 0.50% and the deposit 
rate to rise to zero (from current rates of zero and -0.40% respectively). 

 

 

http://www.schroders.com/en/uk/tp/economics2/global-market-perspective2/global-market-perspective-q1-2018/
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Back to the ballot box in EM 
“You can be absolutely sure that nations will revert to their natural tendency 
of hiding behind their borders, of moving towards protectionism, of 
listening to vested interests, and they’ll forget about transcending those 
national priorities”. 

Christine Lagarde, Managing Director, IMF, 2013 

After a strong 2017, emerging markets (EM) have continued their run of good 
fortune so far in 2018. Buoyed by strong global growth in demand and trade, a 
weak dollar, and a surprisingly resilient China, it seems warranted to take a benign 
view of EM assets. 

However, even the engine of global trade can stall if it hits strong enough 
turbulence. For EM, this may well emanate from politics. The threat that President 
Trump’s stance on trade poses to the outlook for 2018 is well known; anyone with 
an internet connection is likely to be aware of the US president’s feelings on the 
topic. Less well discussed on Twitter are the domestic political risks in a number of 
EM economies this year. We discuss some, but by no means all, of these risks in 
what follows, with a focus on elections in key EM economies first. 

Russia: And the winner is? 

At first it may not seem that an election in Russia qualifies as a source of political 
uncertainty. There is little doubt about the outcome of the vote on 18 March, given 
a net approval rating for President Putin of over 60%. All the same, we would not 
completely discount it as a political event.  

For all that we may perceive Russia as an authoritarian state, it is still an 
authoritarian state which relies upon elections for a degree of credibility. 
Consequently, swings in the vote share will likely lead to changes in policy, and as in 
other democracies, elections can see painful policies forestalled. In this light, it is 
interesting to note that the reform programme Putin tasked his former finance 
minister Alexei Kudrin with drawing up has been studiously ignored. Furthermore, 
during a press conference in December 2017, Putin stated that there would be no 
government changes until after the March election. Normally, significant changes 
would have already been announced.  

There are two ways to read this. One is that Putin plans no changes and is happy 
with a business as usual approach, given that oil prices are stable and well above 
the minimum assumption in the fiscal budget. There is an argument that only crises 
will spark reforms in Russia, and there is certainly evidence to back this up. We 
believe this view is the dominant market perspective. 
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Chart 10: Putin is not impervious to public opinion 

 
Source: Levada Center, Schroders Economics Group. 24 January 2018. 

The more optimistic take would be that Putin is merely waiting for the elections to 
pass to begin enacting a set of painful but needed reforms. Proponents of this view 
would argue first that Putin would not have instructed Kudrin to come up with a 
reform programme if he did not intend to make use of it. Secondly, opinion polls 
show that Putin is not universally and constantly loved. Chart 10 shows Putin’s net 
approval rating (variously as Prime Minister and President), and it is evident that 
opinion can turn against him, despite his lack of plausible opposition. 

At the very least, it seems unlikely that policy will take a turn for the worse after the 
elections. Consequently, the elections seem to provide upside policy risk, although 
it will not materialise until after March. 

As for downside risk, we would argue that this would manifest primarily as a weaker 
than expected vote share for Putin. A significant fall in popularity could translate to 
populism, either in the form of more generous social spending, or renewed foreign 
policy adventurism. Either carries risks to the fiscal outlook, in the case of the latter 
because it increases the odds of US sanctions against purchases of Russian 
sovereign debt. 

Mexico: populism ascendant 

A more uncertain election awaits Mexico in July, with independent candidates 
shaking up the old party system. Andrés Manuel López Obrador, (commonly 
referred to as AMLO) will be running as the candidate for his National Regeneration 
Movement party (MORENA) on a left wing, populist platform. 

AMLO would like to make a number of changes, including reversing the energy 
reforms which opened up the sector to private, and foreign, competition. However, 
this would require a constitutional amendment. President Peña Nieto managed to 
amend the constitution to allow foreign participation in the energy sector when he 
was elected, but there was broad agreement among the main parties on the 
importance of reform. It seems unlikely that AMLO will find as many willing allies in 
other parties. He would need two-thirds approval in the lower house and senate, 
and majority approval by a majority of state legislatures. It is possible, but would be 
difficult. It would be even harder to remove existing foreign operators, but AMLO 
nonetheless intends to review the legality of contracts already granted, and the 
auction process. Again, we think this is a possibility, but ultimately this may prove to 
be a matter of legal opinion where we are less qualified to speak. 
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Chart 11: Foreign capital was drawn to Mexico by President Nieto’s reforms 

 
Source: Thomson Datastream, Schroders Economics Group. 25 January 2018. 

What could this mean for capital flows into Mexico? It is hard to say exactly how 
much foreign investment (FDI) was attracted by the energy reform specifically. 
However, there was a clear surge following President Peña Nieto’s victory in 2012 
and the beginning of the reform process in 2013. The surge in investment (to over 
$50 billion) pre-dates the enactment of the reforms, but we would see this as a sign 
of investors being drawn in by the promise of reform. Flows then fell back but 
remained above the levels seen prior to the Peña Nieto government. Compared to a 
counterfactual in which reform never occurred and FDI remained at the level seen 
throughout 2001–2012, we estimate that the reforms enacted by President Peña 
Nieto have added close to $50 billion in cumulative FDI inflows since 2013. Much of 
this investment will be in assets which are hard to liquidate and extract, so we 
would not necessarily see an inversion of the Peña Nieto years should AMLO win in 
July. However, we would expect the average FDI to fall back at least to pre-Peña 
Nieto levels, if not further as the environment becomes more hostile, especially if 
AMLO succeeds in rolling back reform. 

An additional risk posed by AMLO is his view of the North American Free Trade 
Agreement (NAFTA). He believes that has hurt Mexican agricultural producers, 
exposing them to competition from the United States. He favours self sufficiency in 
food, as well as energy, and so has spoken of renegotiating NAFTA to give more 
protection to the Mexican agricultural sector. Given that this would hit US exporters 
at a time when President Trump is already unhappy with the NAFTA deal, it is hard 
to see this request being granted. AMLO, to us, seems likely to greatly increase the 
odds of NAFTA’s dissolution.  

For now, an AMLO victory must be the base case. Polls consistently place him above 
his rivals, typically by a comfortable margin. With only one round of voting, the lack 
of a consensus “anti-AMLO” candidate also boosts his odds. The outlook for NAFTA 
is not good, but investors can find some limited sources of solace. First, AMLO is 
unlikely to have a majority, constraining his actions in overturning key reforms. 
Second, he was fiscally responsible as mayor of Mexico City, so need not be a total 
disaster. Still, private investment, and if NAFTA ends, exports, will likely suffer. 

Brazil: Lula is down but not out 

Like Mexico, Brazil faces an election where a left wing populist is the frontrunner. 
Unlike Mexico, however, Brazil may see its leading candidate disqualified by the 
judicial system. 
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Former president Luiz Inácio Lula da Silva (Lula) was found guilty of corruption and 
money laundering by the Fourth Federal Regional Court of Appeals on 24 January. 
The unanimous verdict not only upheld Lula’s conviction, it also lengthened his 
sentence. The market took tremendous cheer from this verdict, with equities 
rallying nearly 4% on the news. Although this decision reduces the likelihood of Lula 
running in the October elections, it does not disqualify him completely. Lula’s legal 
team can still pursue various routes of appeal, most likely long enough to register 
as a candidate in August. At that point, the Electoral Tribunal may decide to rule 
that he is ineligible – although that decision can also be appealed to the Supreme 
Court. All the same, the odds of such an appeal process being successful are 
diminished in light of the most recent judgement. 

However, there are other risks to the elections. While Lula was comfortably leading 
in the polls, his highest placed rival is Jair Bolsonaro. Although at the other end of 
the spectrum to Lula politically, this right-wing former military officer has a similar 
dislike for many of the reforms enacted and proposed by the current 
administration. An economic nationalist, his election would be negative for markets, 
but may well have been boosted by the ruling against Lula.  

Bolsonaro has in many ways positioned himself as the anti-Lula. A “clean” candidate, 
with a reputation for speaking his mind in a similar vein to President Trump. 
Numerous comments on controversial topics like homophobia, rape and racism 
have earned him the disdain of many Brazilians, resulting in a high disapproval 
rating. All the same, much like Trump, he has a core of followers with almost 
unshakeable support. Markets will be hoping that he finds it too challenging to 
widen his base beyond this, a hope that will be bolstered by increased media 
scrutiny of his finances (which do not seem to tally with his attempts to position 
himself as the clean candidate). It might also be that without Lula, the anti-Lula 
loses his appeal. Still, we would not write him off just yet. 

So, with the two candidates generating the greatest market concern beginning to 
stumble, who stands to benefit? Unfortunately, we do not really know. There is no 
clear centrist candidate at this point, although doubtless many will now feel 
emboldened to throw their hats into the ring. Seven centre-right candidates have 
declared already, but all have lower approval ratings than Lula and Bolsonaro. 
Meanwhile, the two candidates with comparable approval ratings to Lula (and lower 
disapproval ratings) are a TV host and a former judge, neither of whom has officially 
entered the race. 

Still, the October elections are a long way off. We will not know the definitive list of 
candidates until April (when they must declare), and opinion polls for now reflect 
name recognition as much as anything else. Campaigning will really pick up in 
August and September, when all candidates receive free advertising space on 
television and radio. The space granted is linked to the size of the party, so major 
parties tend to have an advantage here. Bolsonaro, by contrast will find himself on 
the back foot. It is looking brighter, but it is still too soon to sound the all clear  
for Brazil. 

Political volatility comes as liquidity fades 

These three are not the only elections this year. We also have votes in Malaysia, 
Thailand and Colombia, all with uncertain outcomes. This uncertainty typically 
brings volatility, which should translate to opportunity for investors. There was talk 
in 2017 of politics not mattering any more, with markets in the US and elsewhere 
marching ever higher despite political noise. One hypothesis for low volatility has 
been that excess liquidity provided by global central banks soothes all market 
turbulence. 

The court ruling 
against Lula 
cheered markets, 
but do not write 
him off yet 

Political news flow 
could provide 
opportunities for 
investors 
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However, despite this mantra emerging markets demonstrated that politics can and 
does matter for markets: Turkey, South Africa, Brazil and Mexico all saw their 
currencies and equity markets fluctuate wildly on political news. This year, with the 
Fed reducing dollar liquidity, we see no reason that this pattern should not repeat. 
It should be an exciting year to be invested in EM. 
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Schroder Economics Group: Views at a glance 
Macro summary – February 2018 
Key points 

Baseline 
– Global growth is expected to reach 3.2% in 2017 after 2.6% in 2016. For 2018 we expect 3.3%, before 

activity moderates to 3% in 2019. Inflation is forecast to remain at 2.3% in 2017 and 2018, before picking 
up to 2.5% in 2019. Core inflation in the US is expected to rise back above 2% in 2018 and the goldilocks 
environment is replaced by a more reflationary world economy.  

– US growth is forecast at 2.2% in 2017 and 2.5% next, incorporating notable upward revisions to reflect 
higher fiscal stimulus. The Fed has now started balance sheet reduction (quantitative tightening) and with 
core inflation rising, we expect three more rate hikes in 2018, and a final increase in 2019, ending the 
forecast at 2.5%.  

– UK growth to remain broadly unchanged in 2018 after an estimated 1.5% in 2017. Inflation has risen 
sharply this year, and is forecast to moderate to 2.2% in 2018. 2019 is very uncertain given Brexit, but we 
assume a transition period to be agreed with partial access to the single market. This means some 
disruption to trade, and higher inflation due to tariffs being introduced. The BoE is expected to hike two 
more times in 2019 (to 1%). 

– Eurozone growth to pick-up in 2017 to 2.3% following robust surveys and an easing in political risk. 
Growth is likely to remain strong in 2018 and 2019, with enough spare capacity remaining to keep 
inflation subdued. The ECB should keep interest rates on hold, but will taper QE in 2018, making way for 
rate rises in 2019. 

– Japanese growth forecast at 1.7% in 2017 and inflation at 0.4% supported by looser fiscal policy and a 
weaker yen. No further rate cuts from the BoJ, but with inflation below target more QQE is expected as the 
central bank targets zero yield for the 10 year government bond.  

– Emerging economies upgraded to 4.9% for 2017 and next on lower inflation and interest rate cuts. Concerns 
over China’s growth to persist, and the government is expected to lower its growth target in 2018. 

Risks 
– Risks are more balanced with fears of “secular stagnation” and “bond yields surge” providing deflationary 

scenarios, while “inflation accelerates” and “rise in global protectionism” would be stagflationary. Reflation 
risks have risen with the “US fiscal reflation” scenario and the introduction of the “global trade boom” 
scenario. Finally, there is a “productivity revival” scenario where growth is stronger, but inflation lower 
than in the baseline. 

Chart: World GDP forecast 

 
Source: Schroders Economics Group, 2 January 2018. Please note the forecast warning at the back of the document. 
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Schroders Baseline Forecast 

 
 
 

Real GDP
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus 2019
World 100 2.6 3.2  (3.0) 3.2 3.3  (3.0) 3.3 3.0

Advanced* 62.8 1.6 2.2  (2.0) 2.2 2.3  (1.9) 2.3 2.0
US 27.1 1.5 2.2  (2.0) 2.3 2.5  (2.0) 2.7 2.2
Eurozone 17.4 1.8 2.3  (2.1) 2.3 2.3  (1.9) 2.2 1.9

Germany 5.1 1.9 2.6  (2.1) 2.3 2.6  (2.0) 2.3 2.0
UK 3.8 1.8 1.5  (1.6) 1.6 1.6 (1.6) 1.4 1.4
Japan 7.2 1.0 1.7  (1.6) 1.5 1.8  (1.5) 1.4 1.3

Total Emerging** 37.2 4.2 4.9  (4.8) 5.0 4.9  (4.8) 4.9 4.8
BRICs 24.2 5.2 5.6 (5.6) 5.8 5.8  (5.6) 5.7 5.7

China 16.4 6.7 6.8  (6.7) 6.8 6.4  (6.3) 6.5 6.3

Inflation CPI 
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus 2019
World 100 2.0 2.3 (2.3) 2.2 2.3  (2.2) 2.4 2.5

Advanced* 62.8 0.7 1.7  (1.6) 1.7 1.7  (1.6) 1.8 1.9
US 27.1 1.3 2.1  (1.9) 2.1 2.1  (1.9) 2.1 2.4
Eurozone 17.4 0.2 1.5 (1.5) 1.5 1.4  (1.1) 1.4 1.4

Germany 5.1 0.4 1.7 (1.7) 1.7 1.7  (1.5) 1.7 1.8
UK 3.8 0.7 2.7  (2.6) 2.7 2.2  (2.3) 2.6 2.2
Japan 7.2 -0.1 0.4  (0.5) 0.4 0.9  (1.0) 0.9 1.6

Total Emerging** 37.2 4.1 3.2  (3.3) 3.2 3.4 (3.4) 3.4 3.4
BRICs 24.2 3.5 2.2  (2.4) 2.1 3.0 (3.0) 2.8 2.9

China 16.4 2.0 1.7  (1.8) 1.6 2.3 (2.3) 2.2 2.2

Interest rates 
% (Month of Dec) Current 2016 2017 Prev. Market 2018 Prev. Market 2019 Market
US 1.50 0.75 1.50 (1.50) 1.63 2.25  (2.00) 2.36 2.50 2.64
UK 0.50 0.25 0.50 (0.50) 0.52 0.50 (0.50) 0.92 1.00 1.26
Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.00 (0.00) 0.50
Eurozone (Depo) -0.10 -0.40 -0.40 (-0.40) -0.40 (-0.40) 0.00
Japan 4.35 -0.10 -0.10 (-0.10) 0.06 -0.10 (-0.10) 0.09 -0.10 0.11
China 4.35 4.35 4.35 (4.35) - 4.35 (4.35) - 3.50 -

Other monetary policy
(Over year or by Dec) Current 2016 2017 Prev. 2018 Prev. 2019
US QE ($Bn) 4456 4451 4426  (4433) 4006  (4013) 3406
EZ QE (€Bn) 2003 1481 2183  (2216) 2453  (2546) 2453
UK QE (£Bn) 435 423 444 (444) 445 (445) 445
JP QE (¥Tn) 513.4 476 523  (545) 563  (645) 583
China RRR (%) 17.00 17.00 17.00 17.00 16.00 16.00 15.00

Key variables
FX (Month of Dec) Current 2016 2017 Prev. Y/Y(%) 2018 Prev. Y/Y(%) 2019 Y/Y(%)
USD/GBP 1.41 1.24 1.30  (1.32) 5.2 1.28 (1.28) -1.5 1.25 -2.3
USD/EUR 1.24 1.05 1.15  (1.19) 9.0 1.20  (1.15) 4.3 1.25 4.2
JPY/USD 109.0 116.6 115  (110) -1.4 112 (112) -2.6 110 -1.8
GBP/EUR 0.88 0.85 0.88  (0.90) 3.6 0.94  (0.90) 6.0 1.00 6.7
RMB/USD 6.33 6.95 6.60  (6.90) -5.0 6.50  (7.05) -1.5 6.40 -1.5
Commodities (over year)
Brent Crude 69.3 46 55.0  (52) 19.9 61.2  (52) 11.2 58.7 -4.0

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

Previous forecast refers to August 2017, except for the Fed and BoE rates forecasts which were updated mid-quarter. 

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

-0.33 -0.25 0.19

Source: Schroders, Thomson Datastream, Consensus Economics, January 2018

Market data as at 30/01/2018

*  Advanced markets:  Australia, Canada, Denmark, Euro area, Israel, Japan, New  Zealand, Singapore, Sw eden, Sw itzerland,
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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 

2018   2019 

 

 

 

Chart B: Inflation consensus forecasts 

2018   2019 

 

 

 
Source: Consensus Economics (December 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, South Africa, Czech Republic, Hungary, Poland, Romania, Russia, Turkey, Ukraine, Bulgaria, Croatia, Estonia, Latvia, 
Lithuania. 
 
 
 
 
The forecasts included should not be relied upon, are not guaranteed and are provided only as at the date of issue. Our forecasts are based on our own 
assumptions which may change. We accept no responsibility for any errors of fact or opinion and assume no obligation to provide you with any changes to our 
assumptions or forecasts. Forecasts and assumptions may be affected by external economic or other factors. The views and opinions contained herein are those 
of Schroder Investments Management’s Economics team, and may not necessarily represent views expressed or reflected in other Schroders communications, 
strategies or funds. This document does not constitute an offer to sell or any solicitation of any offer to buy securities or any other instrument described in this 
document. The information and opinions contained in this document have been obtained from sources we consider to be reliable. No responsibility can be 
accepted for errors of fact or opinion. This does not exclude or restrict any duty or liability that Schroders has to its customers under the Financial Services and 
Markets Act 2000 (as amended from time to time) or any other regulatory system. Reliance should not be placed on the views and information in the document 
when taking individual investment and/or strategic decisions. For your security, communications may be taped or monitored. 
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