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3 
Are European assets priced for recession? 

– Dismal eurozone macroeconomic data has prompted concerns that the monetary 
union may be heading for recession. Leading indicators continue to worsen as signs 
that temporary shocks are spreading through the economy.  

– Despite the weaker economic environment, are European risk assets already priced 
for recession? Fund managers are already underweight, and the consensus amongst 
strategists support the view. Our analysis shows that the DAX equity market suggests 
that there is a 56% probability that Germany is in recession.  

– It seems that a recession is already priced. As we are not forecasting a recession, 
any sign of a turnaround should spark a rally and the outperformance of European 
risk assets. 
 

8 
After a year to forget, one to remember? 

– There is a building consensus that 2019 will prove a better year for emerging 
market (EM) assets than 2018. Given that the overall equity index fell over 14% in 
2018, almost no EM currency delivered a positive return and the Emerging Market 
Bond Index (EMBI) lost 5.3%, this does at least set a low bar. Nonetheless, when 
we look at the likely macro drivers, the picture is somewhat mixed. 

– Dollar weakness is helpful, but a dim outlook for trade and China should prompt 
caution, and may favour debt over equities 
 

12 
Australia and China – looking beyond the prism of mineral resources 

– The economic relationship between Australia and China is more than just resource 
exports, as recent trends show that China’s ongoing transition to a consumption-
driven model has been a significant contributor to the expansion of Australia’s 
services sector. 

– While this transition is still at an early stage, China’s dominance of Australian 
commodity exports is set to remain, and so the dependence of the Australian dollar 
on China’s manufacturing activity will persist, with the currency likely to keep its role 
as a market sentiment barometer toward the Asian economy. 

 Chart: Germany's equity market suggests the economy is in recession 

 
Source: Schroders Economics Group. 29 January 2019. Model uses monthly data taken at the middle 
of the month.
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Are European assets priced for recession? 
“European cyclical stocks underperformed defensives by about 20% in the 
second half of last year, implying a significant slowdown or recession. 
When we analyse certain cyclical sectors, we find the market is pricing in 
something between a 2011/12 and a 2015/16 scenario. This seems a fair 
reflection given our contact with companies of the current operating 
environment. Manufacturers of autos and semi-conductors as well as banks 
are priced for the most difficult outcome of all.” 

James Sym, Schroders European Equities Fund Manager, 30 January 2019. 

 

Recent macroeconomic data for Europe has been dire. Eurostat has just reported that 
eurozone GDP grew by only 0.2% in the final quarter of 2018. Year-on-year growth is 
down to just 1.2% compared to 2.8% a year earlier. Moreover, leading indicators have 
continued to fall and while there are clearly temporary factors hitting growth, such 
weak momentum risks the spread of doubt and fear, eventually leading to a 
recession.  

Nowhere is this truer than in financial markets. Despite reasonably sound 
fundamentals in Europe, European equities, bonds and corporate debt price a much 
worse outcome than is currently forecast by economists.  

Precipitous drop in activity data  

European activity data has continued to disappoint in January. The Citigroup 
Economic Surprise Index reached its lowest level for a year, highlighting the scale and 
persistence of the weakness in data versus forecasts.  

The Markit purchasing managers' indices (PMIs) have led most other indicators lower. 
Looking at the macro composites across Europe (chart 1), the balances for both Italy 
and France have fallen below the neutral 50 level, indicating a potential contraction 
in activity. Germany, Spain and the eurozone aggregates are at more healthy levels, 
but have also declined sharply over the second half of 2018. A comparison of the 
latest readings with those just before the 2008/09 global financial crisis and the 
2012/13 eurozone sovereign debt crisis suggests Europe is on the brink of recession. 

Chart 1: Eurozone GDP growth slows for most 

 
Source: Thomson Datastream, Markit, Schroders Economics Group. 29 January 2019. 
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As we have highlighted in past publications, the PMIs have been the weakest of the 
wide range of surveys available. Others such as the German IFO survey, the Belgian 
National Bank survey or the European Commission's survey all still point to growth 
near if not slightly above trend. Yet, all of those mentioned have been falling, which 
still suggests further weakness in official data to come.  

Shocks from temporary factors are spreading 

The fallout from the change in car emissions testing continues to hamper industrial 
production across Europe. When comparing the registration of new cars in the 
eurozone to a pre-July 2018 projected trend, we find sales to be down nearly 33% at 
the end of 2018. Registrations have picked up in each month since the change in rules 
in September 2018; however, manufacturers are still struggling to return supply to 
its previous trend. Our team of equity analysts reports that car manufacturers are 
warning that stock levels may not return to normal before the second quarter of 
2019. 

The change in the car emissions standards has hit Germany more than most member 
states, given its large reliance on the auto sector. Chart 2 shows the rolling three-
months on three-months contribution to growth in industrial production, of which 
the manufacturing of transport vehicles (including cars) makes up 17% of output 
(5.3% of GDP). The chart shows the fall in the contribution from the car industry from 
the middle of 2018, then the decline of other sectors soon after. It appears that the 
disruption in the car industry is spreading to other sub-sectors. 

Chart 2: Contributions to Germany's growth in industrial production 

 
Source: Thomson Datastream, Schroders Economics Group. 29 January 2019. 

If the contribution from the vehicles sector were to rebound to the average rate of 
growth from the first half of 2018, then this would add 0.5-0.6 percentage points (pp) 
to German GDP growth. Another 0.1-0.2pp could then follow from other ancillary 
manufacturing and services sectors. However, expecting such a rebound may be too 
optimistic as the first half of 2018 also included healthier external demand, which 
may not recover. Moreover, Brexit uncertainty is probably also holding back 
investment decisions, and there is no guarantee that it will be resolved in an orderly 
fashion. Therefore, caution is warranted even when the emission testing delays pass. 
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Not much love for European risk assets 

According to the Merrill Lynch Global Fund Manager survey, investors started 2019 
with significantly lower holdings of European equities compared to the survey's 
history. The minus one standard deviation score in January 2019 shows the scale of 
the reduction in holdings from this time a year ago, when the same survey reported 
a plus one standard deviation score. The large swing reflects the poor performance 
of European bourses, which as a group of cyclical markets, suffered more than the 
US in 2018 in the general correction in equities. Incidentally, the US equities score 
went from being just under -0.5 standard deviations to just over +0.5 standard 
deviations over the same period - no doubt helped by the sharp rise in US corporate 
earnings growth in 2018 thanks to fiscal stimulus measures.  

Returning to Europe, our internal survey1 of external multi-asset strategists shows 
that two of the six that we regularly track recommend an underweight position in 
European equities, while the rest remain neutral. When it comes to European high 
yield corporate bonds, five recommend being underweight, with only one suggesting 
being neutral. 

Positioning data and current recommendations clearly suggest investors are 
cautious, but are they already expecting a recession? If so, could European risk assets 
already be cheap enough? 

Equities suggest Europe is in recession  

One approach to gauge sentiment is to look at the probability of recession implied 
from the performance of certain assets. To do this, we use a probit model, which is 
maximum likelihood regression where the dependent variable has only two possible 
values - in this case, recession or no recession. A recession is defined as two 
consecutive quarters (or more) of negative real GDP growth.  

To begin, we ran two models for the probability of a recession in Germany. The first 
uses the German DAX 30 equity index (year-on-year change), and the second uses the 
slope of the German sovereign debt curve (10-year minus 2-year).  

The rationale behind the use of equities is straightforward: falling equity markets are 
a typical sign that the economy may be about to enter recession. The rationale for 
the use of the yield curve is less straight-forward, but essentially, if investors expect 
a recession, then they would anticipate a reduction in policy interest rates. In 
addition, the expectation of added demand for the safe haven asset typically leads to 
a flattening, and sometimes, the inversion of the yield curve (i.e., yield on 10-year 
bond falling faster than that on the 2-year bond).  

Our model based on German equities (DAX) currently estimates that there is a 56% 
probability that the German economy is in recession (chart on front page). The model 
has had a good track of flagging recession risk typically ahead of the official GDP data.  

In contrast to the DAX model, our model based on the yield curve says that the 
probability is only 11%. However, the predictive power of the German yield curve is 
clearly poor. Despite the fact that 10-year Bunds yield was just 25 basis points in the 
latest reading, the 2-year bond yield was deep in negative territory due to the 
European Central Bank (ECB) keeping the deposit rate below zero. This appears to be 
keeping the curve artificially steep, but still with lower absolute yields than most 
major markets around the world.  

                                                                    
1 Survey conducted on 2 January 2019 and includes JP Morgan, Goldman Sachs, Citigroup Société 
Générale, TS Lombard and Morgan Stanley. 
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The conclusion from these models is that the DAX is consistent with a high chance 
that the economy is in recession. Meanwhile, though the German yield curve remains 
relatively steep, it should not be relied on to predict recessions.  

We chose to highlight the German models over the eurozone version due to the more 
cyclical characteristics of the DAX, but also because of the longer history available. 
The eurozone versions of these models (using the EuroSTOXX 600) are shown in chart 
3. Note, as there have only been two recorded recessions for the eurozone 
aggregate, these are less reliable.  

Chart 3: Eurozone recession 
models 

Chart 4: European credit spreads 
 

 
 

Source (left): Schroders Economics Group. Model uses monthly data taken at the middle of 
the month. Source (right): Bank of America/Merrill Lynch, Thomson Datastream.  
29 January 2019. 

Turning to corporate bonds, the premium or spread that investors are demanding 
compared to risk free assets (German sovereign bonds) has risen steadily since last 
year. These markets have been distorted by ECB quantitative easing, which came to 
an end in December; however, the spreads have now risen to levels close to the levels 
reached just before both the global financial crisis and the sovereign debt crisis. The 
non-linear rise in spreads (and fall in prices) of corporate debt as recessions unfold is 
probably why most strategists suggest remaining underweight. The downside risk is 
very high versus the upside risk. 

What do valuations tell us? 

A popular method to benchmark the value of equity markets against each other and 
against history is to look at the price-to-earnings (PE) ratio. It shows how much 
investors are prepared to pay (multiples) for future earnings. As the prospects for 
firms worsen, prices tend to fall ahead of a downturn in earnings. Often, investors 
panic and prices overshoot, but then recover aggressively before the recession has 
even ended.  

Chart 5 compares the latest mid-month PE ratio for key European markets to the 
averages from the previous two eurozone recessions (2008/09 and 2012/13). 
However, as markets tend to dip well ahead of the official data, the averages we have 
used start and end one quarter before the start and end of those technical recessions.  

The chart shows that the PE ratio for the broader MSCI Europe index at 14.9 remains 
higher than the previous two recessions. This suggest that the market is currently 
more expensive than those two periods, although these were historically deep 
recessions.  
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The first, the global financial crisis, is probably a once in a century event. The second, 
the EU sovereign debt crisis, is certainly possible again, although steps have been 
taken by regulators and the ECB to mitigate a repeat. If Europe is currently in 
recession, then it is likely to be a shallower and shorter recession than the previous 
two.  

Despite this, the PE of the German DAX is currently at just 11.4, lower than those two 
previous recessions. This suggests that an extreme negative scenario is priced in to 
German equities. The DAX is more cyclical than other European markets, and has 
greater exposure to the UK and China, both of which face significant risks. 

Chart 5: Germany's equity market suggests a recession 

 
Source: Thomson Datastream, Schroders Economics Group. 29 January 2019. 

Another market that is offering a significant discount is the Italian FTSE MIB 40, which 
saw selling pressure last year as the Italian government squabbled with the European 
Commission over its 2019 budget. Though the spread on Italian government bonds 
has fallen back, the PE ratio of the FTSE MIB is still below the average from the 
sovereign debt crisis. This may be because the economy slipped into recession at the 
end of 2018, but more likely is the concern that we could see a repeat of the standoff 
with Brussels later this year when the 2020 budget has to be approved.  

Finally, it is worth noting that the PE ratio for the US S&P 500 is at 19.5 - higher than 
any of the markets shown in chart 5 and highlighting the discount applied to 
European versus US equities.  

Conclusions 

European risk assets are clearly unloved. Positioning data shows a significant 
underweight amongst global fund managers, with the balance of recommendations 
from external multi-asset strategists recommending a slight underweight. However, 
our analysis suggests that equities are already priced for a recession. The German 
DAX is particularly cheap, and is priced for a very negative scenario - potentially worse 
than the both the global financial crisis and the EU sovereign debt crisis.  

We are not forecasting a recession for either Germany or the eurozone in 2019, which 
prompts us to be more positive on European risk assets than the market. However, 
despite the compelling valuations, investors will probably remain cautious for the 
time being. Most investors typically look for a catalyst or a story that would support 
a turnaround. The consensus amongst economists is that most of the temporary 
headwinds to the economy will fade over the year, but investors will want to see a 
turning point to activity data before returning to Europe. When they do, European 
risk assets have great potential to outperform.    
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EM: After a year to forget, one to remember? 
“Nostalgia – it's delicate, but potent. Teddy told me that in Greek nostalgia 
literally means ‘the pain from an old wound.’ It’s a twinge in your heart far 
more powerful than memory alone.” 

Don Draper. 

There is a building consensus that 2019 will prove a better year for emerging market 
(EM) assets than 2018. Given that the overall equity index fell over 14% in 2018, almost 
no EM currency delivered a positive return and the Emerging Market Bond Index 
(EMBI) lost 5.3%, this does at least set a low bar. Nonetheless, when we look at the 
likely macro drivers, the picture is somewhat mixed. 

Will EM enjoy a return home to 2017 returns? 

Beginning with the good news, we do expect to see a weaker dollar in 2019. An end 
to the Federal Reserve (Fed) hiking cycle, and growing deficits, should weigh on the 
global reserve currency and buoy emerging markets in the process. There is a well-
established correlation (chart 6) between the dollar and EM assets. A weaker dollar 
sees EM equities outperform their developed market (DM) counterparts, and is 
associated with tighter spreads for hard currency EM debt. Taking our currency 
assumptions from our current forecast, the dollar index is on track to weaken by 
around 2% in 2019 and a further 2% in 2020. The relationships shown in chart 6 
suggest this bodes well for EM asset classes. 

Chart 6: DXY vs. EM assets 

  

Source: Thomson Reuters Datastream, Schroders Economics Group, 25 January 2019. 

Nor is the weaker dollar good news purely from a market perspective. As we wrote 
in a July 2018 research paper2, a growing body of academic research suggests that 
the dollar's dominant role as an invoicing currency in global trade amplifies its impact 
on the international flow of goods and credit. Illustrated in chart 7, this effect is 
particularly marked for emerging markets, which tend to exhibit a greater reliance 
on the dollar. Essentially, a weaker, or cheaper, dollar boosts credit growth and trade 
by making both things cheaper in local currency terms for all countries except the US.  

This does function with more of a lag, however, meaning that while there is some 
potential for short-term upside on EM credit and the trade multiplier, for much of 
2019 the lagged effects of dollar strength could prove a headwind for EM growth 

                                                                    
2https://www.schroders.com/en/uk/pensions/insights/thought-leadership/why-investors-are-wrong-
about-the-role-of-the-dollar/  

40

60

80

100

120

140

160

180
70

80

90

100

110

120

130
9901030507091113151719

DXY, inverted
MSCI EM/World (rhs)

0

200

400

600

800

1,000

70

80

90

100

110

120

00 02 04 06 08 10 12 14 16 18 20

DXY
JPM EMBI spread (rhs)

Dollar weakness in 
2019 should herald 
better returns… 

https://www.schroders.com/en/uk/pensions/insights/thought-leadership/why-investors-are-wrong-about-the-role-of-the-dollar/
https://www.schroders.com/en/uk/pensions/insights/thought-leadership/why-investors-are-wrong-about-the-role-of-the-dollar/


 

 Economic and Strategy Viewpoint February 2019 9 

 

before reversing in 2020. (Though we would note that credit itself operates with a 
lagged effect on economic activity). 

Chart 7: DXY vs. EM credit, trade 

  
Source: Thomson Reuters Datastream, Schroders Economics Group, 29 January 2019. 

In particular, the implied path for the trade multiplier is of concern for emerging 
markets, suggesting that for a given amount of global GDP growth, global trade 
volumes will see less of a lift in 2019 than in 2018. The situation is not catastrophic; 
the multiplier should remain in line with the post crisis average rather than collapsing 
to 2015 levels, but there are other reasons to be concerned about trade. 

Macro factors point to a painful experience 

Trade is important for emerging markets, in part because trade volumes are a driver 
of real GDP growth, but also because trade values are a driver of earnings growth 
(chart 8).  

With this in mind, it is natural for EM investors to be worried about the trade war. But 
even absent that risk, we would highlight that new export orders, at the global level, 
point to a contraction of global trade. Export data from the Asian emerging 
economies, normally at the forefront of the cycle, is struggling. Finally, the return of 
commodity price deflation (chart 8) is reminiscent of 2014-15 and paints an outlook 
for EM earnings very much at odds with forward earnings expectations. Assuming 
commodity prices simply stay at current levels for the rest of the year, this would 
imply year on year deflation for the entirety of 2019, which has previously been 
associated with weak or negative EM earnings performance.  

Chart 8: Does a repeat of 2014 await? 

 
Source: Thomson Reuters Datastream, Schroders Economics Group. 29 January 2019. Commodity 
prices are assumed to remain at current levels throughout the forecast period. 
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Of course, we are not commodity experts, and do not attempt to forecast commodity 
prices. Resurgent commodities obviously present an upside risk to this gloomy 
outlook, but aside from hopes for a supply squeeze in oil it would appear markets are 
again looking to China to turn things around for the global economy. 

China's own economy, we believe, is doing much worse than official GDP data 
suggests. We construct our own indicator, a fairly basic composite of monthly official 
data, and find it exhibits far greater cyclicality than official GDP. It captures the widely 
reported, absent-from-GDP slowdown of 2014-15, the subsequent stimulus led 
upswing in 2017, and has pointed to a renewed slowdown in China beginning in April 
2018. This last point should be emphasised; the slowdown pre-dates the trade war 
(chart 9). 

Naturally this has prompted expectations for stimulus, with memories of 2016, and 
2009 especially, raising hopes for industrial commodities. If history repeats itself, and 
China engages in massive credit and infrastructure stimulus, then prices get a huge 
boost from the world's largest commodities consumer and worries about deflation 
go away. 

Chart 9: China's economy has slowed dramatically over the last year 

 
Source: Thomson Reuters Datastream, Schroders Economics Group. 29 January 2019. 

Unfortunately, we do not see this happening. China looks increasingly constrained 
on both the fiscal and monetary fronts by a mix of high local government debt and 
concerns over financial stability and the currency. As we have written previously, we 
continue to see the main form of stimulus in China coming via central government 
tax cuts. This is inherently less commodity intensive as it does not target 
infrastructure or property. We therefore think it is highly unlikely that China rides to 
the rescue of commodity prices, or global trade, on this occasion. 

We will be updating our forecast for Chinese GDP in next month's Viewpoint, but a 
continued slowdown in Q1 and potentially also Q2 seems likely. Current stimulus 
efforts look too timid to drive a strong rebound in growth, though they may deliver 
stability in the second half. One might expect this to weigh on EM Asia sentiment. 

Finally, we should touch upon the trade war. We commented in our January Viewpoint 
that EM equities were showing the effects of the trade war, with the most exposed 
markets the worst performers. Talks are underway in Washington as we write, 
though charges filed against Huawei have further undermined any remaining 
goodwill between the two sides. We are leaning towards a potential extended truce 
in the trade war, and believe that rather than further tariffs the US may prefer to 
pursue a 'tech war', utilising export control orders and investment restrictions to 
punish China. This has the advantage, from the US perspective, of delivering less 
direct damage to the consumer. Whether the truce can hold will depend on China's 
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willingness to allow US monitoring of any intellectual property protections 
implemented. Suffice to say things are still uncertain enough that we would not be 
comfortable investing either way on the trade war theme alone. 

Conclusions 

Summing up; on the one hand, a weaker dollar is generally positive for EM assets; on 
the other, weakness in global trade and in China is hard to overlook, particular for 
EM equities.  

We will not attempt to detail a full EM portfolio here, but will offer some thoughts. 
The two stories are not entirely incompatible. Dollar weakness is associated with the 
relative outperformance of EM vs DM assets, rather than necessarily implying 
absolute gains. A weaker dollar combined with weaker global trade therefore argues 
more for relative trades within equity, EM vs DM, rather than making directional bets.  

In local currency debt, a disinflationary environment could be quite helpful, 
particularly alongside dollar weakness. EM central banks would be able to pause, end 
or even reverse their 2018 hiking cycles, initiated to protect in part against dollar 
strength. This should support the asset class, which, denominated in local currency, 
would also gain more generally from dollar weakness. Hard currency debt spreads, 
meanwhile, should benefit from the weaker dollar and an end to the Fed's 
hiking cycle. 

If we are right, then 2019 may not be a repeat of 2017 for emerging markets, but at 
least it will be better than 2018. 
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Australia and China – looking beyond the 
prism of mineral resources 

The Chinese economy started to represent an important driver of the Australian 
economy at the beginning of the new millennium, and the two countries' economic 
ties continue to grow rapidly and deepen, especially through trade. In 2007, China 
became Australia’s largest trading partner, overtaking Japan, and in 2009 became 
Australia's top export destination.  

In 2017, 30% of Australian exports of goods and services were sent to China, 
compared to only 4.7% in 2000 (chart 10). Thanks to strong Chinese demand for 
commodities and services, exports to China increased significantly over the past two 
decades: exports to the Asian country accounted for 6.5% of Australia’s GDP in 2017, 
up from a modest 1% in 2000. Iron ore and coal represent the two largest Australian 
exports, and Australia has largely benefitted from China’s increasing demand for 
these key commodities used in its intermediate goods industries, like steel. Exports 
of resources account for around two-thirds of Australian exports to China, with iron 
ore and coal alone accounting for almost 60%. 

Chart 10: Australian exports to China began growing at the start of the 
new millennium 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 30 January 2019. 

It is not all about commodities 

The economic relationship between Australia and China is more than just resource 
exports. Recent trends show that China’s ongoing transition to a consumer-led 
economy has been a significant contributor to the expansion of Australia’s 
services sector. 

Since 2000, exports of Australian services to China have grown at an average annual 
rate of 20%, to be valued AUD15 billion in 2017, making up 19% of total services 
exports and almost 1% of Australian GDP. As a result, China has also become 
Australia's largest services export market, with exports to China being greater than 
those to the US and UK combined. 

Within the services sector, tourism and education represent the largest exports, with 
China being once again largely responsible for their economic growth. The 
importance of China to Australia’s services sector is perhaps best shown by the 
change in the number of international visitors that came from that country in 2018 
compared to 11 years ago (Chart 2). Back in 2008, visitors from China were less than 
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400,000 and that number has been growing significantly, since China now ranks as 
Australia’s largest inbound visitor market with 1.3 million visitors per year (chart 11). 

Chart 11: Australia’s international visitors 

 
Source: Tourism Research Australia, Schroders Economics Group, 30 January 2019. 

Chinese spending has been supporting Australian services 

Chinese visitors are now outnumbering New Zealanders, historically the top source 
of tourists to Australia, and, even more importantly for Australia’s economic 
development, they spend more money than any other group. Average spending of 
Chinese visitors in Australia in 2018 stood at almost AUD 7,000, almost double the 
money spent by German or Indian visitors. As a result, their spending now accounts 
for around 25% of total visitor expenditure in Australia, a considerably larger share 
than any other country (Chart 12). As the Chinese economy expanded significantly 
since the end of the financial crisis, so did Chinese spending. Chinese visitors 
generated AUD 9 billion in total expenditure in 2018, accounting for 10% of total 
services exports, up from AUD 1.5 billion in 2008.  

Tourism Research Australia expects visitors from China to continue growing 
significantly, with their number forecast to rise from 1.3 million in 2018 to 1.8 million 
in 2020 and to more than double in the next decade, reaching a record high of 3.9 
million in 2027. Moreover, they are expected to generate AUD 14 billion in total 
expenditure in 2020 and AUD 29 billion in 2027, significantly deepening the economic 
link between the two economies. Indeed, Chinese visitors are expected to account for 
25% of foreign visitors in 2026–2027, up from 15% today, while the share of Chinese 
spending is forecast to rise from 25% to 35% over the forecast horizon. 
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Chart 12: Average spending of foreign 
visitors in 2018 

Chart 13: Share of Chinese students  
in Australia 

  
Source: Tourism Research Australia, Schroders Economics Group, 30 January 2019. 

It is worth noting that students, not tourists, have been the principal driver of the rise 
of international visitors. Education represents a significant pillar of the Australian 
economy, being its largest services export and third overall behind iron ore and coal. 
Moreover, the sector employs more than 8% of Australian workers, higher than the 
2% share of workers employed in the mining sector. China’s role is fundamental for 
the sector, as around 200,000 Chinese students studied in Australia in 2017, providing 
more than 30% of foreign students, the largest portion in the country. Chart 13 shows 
that this share has been growing steadily over the past decade and, as a result, 
exports of education services to China accounted for around one-third of Australia's 
total education exports in 2018, up from around one-fifth in 2009.  

Downside risks from China’s slowdown 

Given the depth of the trade link highlighted above, a strong correlation between 
Chinese money supply and Australian exports should be of no surprise. Chart 14 
suggests that exports are likely to deteriorate on the back of slowing Chinese money 
supply growth, creating downside risks for the Australia economy, as exports account 
for more than 20% of GDP. While we expect China’s money supply to grow at a faster 
rate of 5-7% in 2019, the outlook for the Australian external sector is likely to 
deteriorate this year, as Chinese expenditure affects Australian exports with a lag of 
three quarters (i.e. nine months). Using the Oxford Economics general equilibrium 
model, we estimate that a drop of 2% in China’s GDP will cause Australian economic 
activity to slow by 0.2% in 2019. It is important to highlight that, in the model 
simulation, the Reserve Bank of Australia cuts its cash rate by 75 basis points (bps) in 
a bid to offset some of the negative impact on Australian activity from the 
Chinese slowdown.  
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Chart 14: China’s economy is driving Australia’s external sector 

 
Source: Tourism Research Australia, Schroders Economics Group. 30 January 2019. 

The economic relationship between the two countries is well-reflected in financial 
markets, in particular in the currency market, where the Australian dollar is seen as 
a proxy for what is happening in China and sentiment toward its economy. Chart 15 
shows that the correlation between Chinese growth and the Australian currency has 
been strong over the past years. Given that the Chinese renmimbi is subject to state 
control via the People's Bank of China, financial investors view the Australian dollar 
as a better asset to get exposure to China’s economic activity. Last year, amid US-
China trade war concerns and weaker Chinese economic data, the Australian dollar 
depreciated around 10% against the US dollar and, as the Chinese economy is 
expected to continue to slow in 2019, further currency weakness is on the cards. 

Chart 15. Australian dollar as proxy for China’s activity 

 
Source: Thomson Reuters Datastream, Schroders Economics Group, 28 January 2019. 

The economic link between the two countries is likely to continue to deepen over the 
next few years, especially thanks to China’s increasing demand for services. While the 
Asian country is still at an early stage of its transition to a consumption-driven model, 
as highlighted above, it is likely that over the next decade Chinese expenditure will 
become a key driver of Australian services. In the meantime, China’s dominance of 
Australian commodity exports is set to remain, and so the dependence of the 
Australian dollar on China’s manufacturing activity will persist, with the currency likely 
to keep its role as a market sentiment barometer toward the Asian economy. 
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Schroder Economics Group: Views at a glance 
Macro summary – February 2019 
Key points 

Baseline 
– Global growth is expected to reach 3.3% in 2018, before moderating to 2.9% in 2019 and 2.5% in 2020. 

Inflation is forecast to rise from 2.3% in 2017 to 2.9% in 2018 and 2019, then falling to 2.7% in 2020. 
Meanwhile we expect an extended truce in the US-China trade war, although the impact of actions so far 
will still be felt in 2019. 

– US growth is forecast at 2.9% in 2018 and 2.4% in 2019. With core inflation rising, we expect one rate hike 
in 2019, taking the Fed funds to a pause at 2.75% by mid-2019. However, as US fiscal stimulus fades and the 
economy slows to 1.3% 2020, the Fed is forecast to cut rates twice. The Fed should halt quantitative 
tightening in 2020. 

– Eurozone growth is forecast to moderate from 1.9% in 2018 to 1.6% in 2019 as the full effects from the US–
China trade war hits European exporters. Inflation is expected to remain under 2%, with higher energy price 
inflation in 2018 replaced by higher core inflation in 2019. The ECB is likely to end QE this year, before raising 
interest rates twice in 2019 and twice again in 2020. The refinancing rate is forecast to reach 1% and the 
deposit rate to reach 0.5% by the end of 2020.  

– UK growth is likely to pick up to 1.4% and 1.5% in 2019 and 2020 from 1.2% this year. The risk of a no-deal 
Brexit should mean that the deal passes parliament ahead of a transition period that preserves the status 
quo of single market and customs union membership. Inflation is expected to fall to 1.8% in 2019 thanks to 
an expected rise in sterling, but stronger growth is expected to push inflation up to 2.1% in 2020. Meanwhile, 
staying on hold for the rest of 2018, the BoE is expected to hike twice in 2019 and twice in 2020 (to 1.75%). 

– Growth in Japan should stay fairly constant in 2019 at 1% from 0.9% this year, however activity should be 
volatile owing to the consumption tax hike. A slow recovery should follow resulting in no growth in 2020. 
Despite or expectation for much lower inflation in 2019, we expect the BoJ to make another tweak to yield 
curve control next year and ultimately raising rates to 0% at the end of 2020.  

– Emerging economies should slow to 4.5% in 2019 and 2020 from 4.8% this year. We are optimistic that for 
most of the BRIC economies domestic factors can outweigh global problems in 2020. But China should 
continue its secular decline, exacerbated by trade wars and the PBoC should continue to ease.  

Risks 

– Risks are tilted toward stagflation with the highest individual risk going on the deflationary US recession 
2020 scenario where the Fed overtightens in 2019. An outcome which would probably see a vacancy for the 
chair of the Fed. 

Chart: World GDP forecast 

 
Source: Schroders Economics Group, 26 November 2018. Please note the forecast warning at the back of the document. 
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Schroders Baseline Forecast 

 

 

 

 

Real GDP
y/y% Wt (%) 2017 2018 Prev. Consensus 2019 Prev. Consensus 2020

World 100 3.3 3.3 (3.3) 3.2 2.9  (3.1) 2.9 2.5

Advanced* 61.4 2.2 2.3 (2.3) 2.3 1.9  (2.0) 1.9 1.3

US 26.5 2.2 2.9  (2.8) 2.9 2.4 (2.4) 2.5 1.3

Eurozone 17.2 2.4 1.9  (2.0) 1.9 1.6  (1.7) 1.5 1.2

Germany 5.0 2.5 1.6  (1.9) 0.0 1.4  (1.7) 1.4 1.3

UK 3.6 1.7 1.2 (1.2) 1.3 1.4  (1.3) 1.5 1.5

Japan 6.7 1.7 0.9  (1.0) 0.9 1.0 (1.0) 1.0 0.0

Total Emerging** 38.6 5.1 4.8  (5.0) 4.8 4.5  (4.8) 4.5 4.5

BRICs 25.3 5.7 5.7  (5.8) 5.7 5.5  (5.6) 5.5 5.4

China 16.7 6.9 6.6 (6.6) 6.6 6.2 (6.2) 6.2 6.0

Inflation CPI 
y/y% Wt (%) 2017 2018 Prev. Consensus 2019 Prev. Consensus 2020
World 100 2.3 2.9  (2.8) 2.9 2.9  (2.7) 2.5 2.7

Advanced* 61.4 1.7 2.1  (2.2) 2.0 2.0  (2.1) 1.7 1.9
US 26.5 2.1 2.6  (2.8) 2.5 2.7  (2.6) 1.9 2.4
Eurozone 17.2 1.5 1.8 (1.8) 1.8 1.6 (1.6) 1.5 1.5

Germany 5.0 1.7 1.9 (1.9) 1.9 1.8 (1.8) 1.8 1.7
UK 3.6 2.7 2.5  (2.4) 2.5 1.8  (2.2) 2.0 2.1
Japan 6.7 0.5 1.0  (0.9) 1.0 0.5  (1.3) 0.9 1.1

Total Emerging** 38.6 3.3 4.2  (3.7) 4.2 4.2  (3.7) 3.9 4.0
BRICs 25.3 2.2 2.7 (2.7) 2.8 3.3  (3.2) 2.9 3.0

China 16.7 1.6 2.2  (2.1) 2.2 2.6  (2.4) 2.2 2.4

Interest rates 
% (Month of Dec) Current 2017 2018 Prev. Market 2019 Prev. Market 2020 Market
US 2.50 1.50 2.50 (2.50) 2.80 2.75  (3.00) 2.73 2.25 2.56
UK 0.75 0.50 0.75 (0.75) 0.91 1.25 (1.25) 1.05 1.75 1.19
Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.50 (0.50) 1.00
Eurozone (Depo) -0.40 -0.40 -0.40 (-0.40) 0.00 (0.00) 0.50
Japan -0.10 -0.10 -0.10 (-0.10) 0.05 -0.10 (-0.10) 0.04 0.00 0.03
China 4.35 4.35 4.35 (4.35) - 4.00 (4.00) - 3.50 -

Other monetary policy
(Over year or by Dec) Current 2017 2018 Prev. 2019 Prev. 2020
US QE ($Tn) 4.2 4.4 4.0 (4.0) 3.4 (3.4) 3.1
EZ QE (€Tn) 2.4 2.2 2.4 (2.4) 2.4 (2.4) 2.4
UK QE (£Bn) 435 435 445 (445) 445 (445) 445
JP QE (¥Tn) 545.5 521 552  (549) 572  (563) 592
China RRR (%) 15.50 17.00 14.00  15.00 12.00  14.00 11.00

Key variables
FX (Month of Dec) Current 2017 2018 Prev. Y/Y(%) 2019 Prev. Y/Y(%) 2020 Y/Y(%)
USD/GBP 1.31 1.35 1.35  (1.30) -0.2 1.42  (1.35) 5.2 1.38 1.4
USD/EUR 1.14 1.20 1.16  (1.14) -3.4 1.21  (1.18) 4.3 1.25 1.2
JPY/USD 109.3 112.7 112  (110) -0.6 110  (108) -1.8 108 -1.8
GBP/EUR 0.87 0.89 0.86  (0.88) -3.2 0.85  (0.87) -0.8 0.91 0.9
RMB/USD 6.73 6.51 7.05  (6.90) 8.3 7.20  (7.00) 2.1 7.40 7.0
Commodities (over year)
Brent Crude 61.4 55 73.6 (73.6) 34.1 71.7  (73.2) -2.5 68.1 -5.1

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

-0.31 -0.25 -0.06

Source: Schroders, Thomson Datastream, Consensus Economics, January 2019

Market data as at 29/01/2019

*  Advanced markets:  Australia, Canada, Denmark, Euro area, Israel, Japan, New Zealand, Singapore, Sweden, Switzerland,

United Kingdom, United States.

** 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.

Previous forecast refers to October 2018
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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 

2019   2020 

 

 

 

Chart B: Inflation consensus forecasts 

2019  2020 

 

 

 
Source: Consensus Economics (28 January 2019), 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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