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News that a Covid-19 vaccine is on its way has provided a boost to the  
outlook for the world economy, and spurred a significant rally in risk assets. 
Over the fourth quarter, the more cyclical equity markets of Europe and 
emerging markets outperformed. However, the return fortunes of bonds 
was more mixed. There were positive gains in credit and emerging market 
sovereign bonds. But government bond returns  were broadly flat and 
negative for US Treasuries.

We have upgraded our global growth outlook for the world economy. In the 
near-term, the return of lockdown restrictions has weakened activity in the 
fourth quarter, and may do so in the first quarter of 2021 if restrictions remain. 
But in the second half of the year, we expect global growth to be strong due to 
the vaccine coming on line. Against this backdrop, inflation remains relatively 
contained in our forecast allowing central banks to keep monetary policy loose. 

The greatest risks to our central macro view are a “taper tantrum 2”, as  
markets react adversely to a moderation in quantitative easing (QE), and a 
stronger recovery particularly now the Democrats control Congress and can 
expand US fiscal policy more aggressively. Another risk is a weaker dollar. 

From an asset allocation perspective, we remain positive on equities but 
have trimmed positioning in high yield (HY) debt. Equity valuations continue 
to be supported by depressed bond yields. However, return opportunities in 
credit have been reduced given further tightening in spread levels. We remain 
positive on corporate investment grade (IG) bonds due to continued support 
buying by the central banks. 

Within equities, we have kept our positive exposure to emerging equities 
and increased positioning in Japan, as there is evidence of a strong industrial 
recovery in Asia. In comparison, we have turned negative on duration. We 
believe that government bonds, particularly German Bunds, offer limited 
protection against the prospect of a growth disappointment.

14 January 2021

Tina Fong, CFA
Strategist

Keith Wade
Chief Economist and Strategist

Introduction
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Economic overview

Our forecast for global GDP growth in 2020 has been 
upgraded to -4.0% from -4.3%, driven by an upward revision 
to the emerging markets (from -2.7% to -1.9%) reflecting 
better growth outside China. 

We would have revised up our global growth forecast for 
2021 by more on the back of vaccine news, but we face a 
period of weaker activity in the near-term. We anticipate 
more restrictions in the US and expect the second wave 
in Europe to result in a negative quarter of growth in Q4. 
These effects roll into Q1 next year.

In the second half of 2021, growth should pick up following 
the arrival of a vaccine and a return to normality. The 
vaccines are intended to be distributed to a significant 
proportion of the population by the third quarter and 
should revive spending on services. Overall, we expect 
global growth to be strong at 5.2% in 2021. We also see 
the recovery extending into 2022 as fiscal and monetary 
policy remain loose whilst activity normalises. 

Meanwhile, inflation remains relatively contained with 
only a modest pick-up in response to higher commodity 
prices. The firmer oil price and stronger activity push global 
inflation up slightly to 2.2% in 2021 and 2.4% in 2022.

Monetary and fiscal policy 

In the US, the congressional Democrats and Republicans 
have agreed a fiscal stimulus package of $900 billion and 
a $1.4 trillion government funding deal for next year. 
With the Democrats now controlling both the senate and 
the house  of representatives, there could be greater 
fiscal spending and an infrastructure bill in 2022. Over in 
Europe, we expect that the EU recovery fund (worth 5.4% 
of GDP) should be disbursed in the second half of 2021. 
The Cabinet in Japan has recently approved a sizeable 
fiscal package of 5.3% of GDP in direct spending. 

Asset allocation 
views: Multi-Asset 
Group

On monetary policy, we expect the Federal Reserve (Fed), 
European Central Bank (ECB), Bank of Japan (BoJ) and Bank 
of England (BoE) to keep rates unchanged through the 
forecast period. In China, we expect the authorities to keep 
the benchmark lending rate and the reserve requirement 
ratio (RRR) unchanged next year.

In general, we expect inflation to be low and stable and 
central bankers remain wary of the threat of deflation. As 
we have argued before, the Fed’s new framework means 
that we will need to see a period of 2%-plus inflation to hit 
the average inflation target. That means zero interest rates 
and continued quantitative easing. 

However, the recovery will also mean that QE will 
eventually moderate, although probably not until 2022.
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Implications for markets

We recognise that equity valuations for some markets 
appear rich relative to history. However, we are still of the 
view that valuations are supported by depressed bond 
yields. Overall, we maintain our overweight equity stance, 
particularly when opportunities for return in other asset 
classes, such as credit, are now more limited. 

Meanwhile, we expect that a combination of continued 
liquidity provided by the central banks, fiscal support, 
positive news on vaccines and the ongoing cyclical recovery 
should support equities. That said, we recognise that near 
term risks still persist in the form of rising fatalities, which 
will need close monitoring.

Within equities, we are more positive on the cyclical 
markets such as the emerging markets (EM) and Japan. We 
continue to favour emerging equities given the strength of 
the recovery in China and attractive valuations. The weaker 
US dollar is also helping to create more beneficial 
monetary conditions.

For Japanese equities, we believe that the market is well 
positioned to benefit from the recovery in global trade 
given its exposure to industrials. We remain positive on 
Pacific ex Japan equities. Significant fiscal and monetary 
policy support from the authorities have dampened the 
impact of lockdown restrictions.

Despite expensive valuations, relative to history and their 
peers, we expect US stocks to continue to deliver positive 
returns. This is aided by the ample liquidity provided by the 
Fed. For Europe ex UK equities, we remain positive as this 
region stands to benefit the most from global activity 
normalising given the cyclical nature of the stock market. 

The resurgence in Covid cases casts a shadow over the UK, 
but we believe that much of the bad news has been 
discounted. With the government reaching a Brexit deal with 
the EU, there is scope for UK equities to catch up to peers.

Our positioning on duration has turned negative. Despite 
the recent rise in government bond yields, valuations 
remain very expensive. US Treasuries remain an useful 
hedge in our portfolio, as Covid still has the ability to derail 
growth in the short-term. However, we believe that German 
Bunds offer limited protection against the prospect of a 
growth disappointment.

Within the sovereign bond universe, with the exception of 
US Treasuries, we are negative on all of the main markets. 
In comparison, we are positive on emerging market debt 
(EMD denominated in USD) but remain highly selective in 
the hard currency space.

On corporate credit, we remain positive on investment 
grade, but negative on high yield bonds. The recent 
tightening in spread levels has made valuations less 
attractive. However, for the IG sector, liquidity support 
measures from the central banks, particularly buying by the 
Fed and the ECB, continue to benefit the market. By 
contrast, fundamentals in the HY sector, particular in the US 
market, are weak with corporate leverage near highs and 
interest coverage at record lows.

We remain positive on commodities and expect moderate 
gains as global economic activity begins to normalise. Among 
the sectors, we have stayed positive on energy. The recovery 
in demand plus the OPEC deal should support the oil price. 
On agriculture, we prefer to stay on the side-lines. Valuations 
are supportive but the carry for the complex is negative.

Meanwhile, our positioning on industrial metals has turned 
positive. There continues to be a strong recovery in demand 
from China, particularly in property and infrastructure 
spending. On gold, we have downgraded the position to a 
neutral score. This has been driven by the recent optimism 
on the vaccine combined with signs of an economic recovery. 
However, ongoing central bank stimulus underpins the low 
interest rate environment, which should support gold prices.



Asset allocation grid – summary
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Regional equity views 
Key points

Despite expensive valuations, relative 
to history and their peers, we expect 
US stocks to continue to deliver 
positive returns. This is aided by the 
ample liquidity provided by the Fed. 

The fiscal stimulus package and the 
recovery in economic activity have 
meant that we have trimmed our 
preference for quality and growth 
stocks. Instead, we still hold a position 
in small caps, which stands to be one 
of the main beneficiaries from the 
reopening of shutdown sectors of  
the economy. 

US

The resurgence in Covid cases casts 
a shadow over the UK. However, 
we believe that much of the bad 
news has been discounted. With the 
government reaching a Brexit deal 
with the EU, there is scope for the 
performance of UK equities to catch 
up to peers.  

Meanwhile, monetary policy remains 
accommodative. The Bank of England 
(BoE) recently announced a further 
£150 billion of purchases next year. 
That said, the economy is likely to 
experience a double dip in activity 
due to restrictions. 

UK

We have kept our positive view on 
Europe ex UK equities. The region 
stands to benefit the most from 
global activity normalising given the 
cyclical nature of the stock market. 
Equity valuations also remain 
attractive compared to elsewhere.

Although there has been some 
uncertainty on fiscal coordination, 
We continue to expect the 
disbursement of the EU recovery 
fund in the second half of next 
year. This should help boost 
growth substantially.  

Europe ex UK

We have kept our positive view on 
Japanese equities. Analysts have been 
upgrading their earnings outlook on 
the market while valuations remain 
attractive. Moreover, we believe that 
Japan is well positioned to benefit 
from the recovery in global trade. This 
is because of the equity index’s high 
concentration of industrial stocks.  

The large fiscal response from the 
government and very accommodative 
monetary policy should support the 
improvement in economic activity. 

Japan

We have maintained our positive 
stance on the region. Significant 
fiscal and monetary policy support 
from the authorities have dampened 
the impact of lockdown restrictions.

For Australia, the recovery in 
commodity prices, particularly iron 
ore prices, and China are positives for 
the market. In Hong Kong, valuations 
continue to look compelling and 
sentiment towards the market should 
benefit from the recovery in China.

Pacific ex Japan1

We continue to favour emerging 
equities given the strength of the 
recovery in China. Compared to last 
quarter, there has also been some 
alleviation of the trade war risks given 
the Biden victory in the US elections.

Meanwhile, emerging equities 
continue to offer attractive valuations 
compared to other markets. At the 
same time, the weaker US dollar is 
supporting more beneficial monetary 
conditions in emerging markets.

Emerging markets

1Australia, New Zealand, Hong Kong and Singapore

Equities

maximum positive neutral negative maximum negativepositive
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Fixed income views 
Key points

Bonds

Our positioning on duration has 
turned negative. Despite the recent 
rise in government bond yields, 
valuations remain very expensive. 
However, against a backdrop where 
central banks are still buying, we are 
cognisant that the upside to bond 
yields is limited. 

Among the sovereign debt markets, 
we hold a neutral view on US 
Treasuries, as the asset class 
continues to serve as a hedge in our 
portfolios. This is because the virus 
still has the ability to derail growth in 
the short term.

Meanwhile, we have stayed negative 
on German Bunds, as we believe 
this market offers limited protection 
against the prospect of a growth 
disappointment. Valuations are 
looking very expensive as the market 
is offering negative yields. They also 
face the headwind of increase in 
bond issuance in 2021. 

We maintain our view that there is 
less value in UK gilts given their poor 
relative returns in comparison to 
other developed markets.

On Japanese government bonds 
(JGBs), we have an underweight 
position. Inflation is likely to remain 
significantly lower than target; 
therefore, the Bank of Japan will be 
limited to keeping unconventional 
policies for longer. 

Government Investment grade 
(IG) corporate

We have maintained our overweight 
stance on US and European IG 
corporate bonds. The continued 
tightening in spread levels leaves 
valuations much richer, so credit 
spreads have limited room to 
tighten further. Meanwhile, 
fundamentals such as leverage and 
interest coverage are weak but have 
recently stabilised. 

In the US, technicals remain 
supportive as the Fed still has scope 
to extend purchases of US IG credit, 
if necessary, helping maintain market 
confidence. Both the Primary and 
Secondary Market Corporate Credit 
Facility programmes have been 
extended until the end of Q1 2021. 

In Europe, the ECB’s support 
programmes continue to aid 
European IG credit. Demand has 
recently been robust due to 
underlying yield levels and the ECB 
increasing its purchases back to levels 
seen in March and June of this year.

High yield (HY)

In the US, corporate leverage has 
fallen but remains at near all-time 
highs. At the same time, interest 
coverage for HY corporates is at 
record lows. 

For European HY, fundamentals 
appear stronger given lower leverage 
and better interest coverage. We also 
expect support from the ECB in the 
form of the pandemic emergency 
purchase programme (PEPP) to 
continue into 2021. Overall, we are 
neutral on European HY but negative 
on US HY given tight valuations and 
weak fundamentals.

We remain positive on US-
breakevens. Inflation expectations 
are returning to normal as the 
economy recovers. The Fed has 
recently announced that it would 
tolerate higher inflation, indicating 
that a highly accommodative 
monetary policy will remain in place.

Index-linked

maximum positive neutral negative maximum negativepositive

Denominated in USD: In an 
environment of ample liquidity, our 
view on EMD denominated in USD 
remains very positive. We still favour 
higher quality EM corporate credit 
and, selectively, upper tiers of high 
yield in the EM sovereign space due 
to more attractive valuations. 

 

Denominated in local currency: 
We have remained constructive, as 
this sector still provides attractive 
valuation opportunities. Most of the 
markets in the EMD bloc have priced 
out further rate cuts. However, 
central banks in these countries 
are still expected to remain very 
accommodative given the benign 
inflationary backdrop. 

EMD
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Alternatives views 
Key points

We remain positive on commodities 
and expect moderate gains as global 
economic activity begins to normalise.

On the energy complex, we have 
stayed positive. From a demand 
perspective, the impact from the 
second wave of covid in Europe has 
been smaller than expected. Mobility 
data on the emerging markets has 
continued to improve. Overall, the 
recovery in demand plus the OPEC 
deal should support the oil price. 
Finally, carry is no longer a drag on 
returns, as the WTI oil curve has 
moved slightly into backwardation. 

We have turned positive on industrial 
metals. There continues to be a 
strong recovery in demand from 
China, particularly in property and 
infrastructure spending. Although the 
authorities have started to tighten 
liquidity. 

On agriculture, we prefer to stay 
on the side-lines. Valuations are 
supportive but the carry for the 
complex is negative. Meanwhile, 
the sector remains resilient due to 
firm demand from Chinese trade 
commitments.

Over the quarter, we have 
downgraded gold to a neutral 
position. This has been driven by 
the recent optimism on the vaccine 
combined with signs of an economic 
recovery. However, ongoing central 
bank stimulus underpins the low 
interest rate environment, which 
should support gold prices. 

The industrial sector was the 
star performer in 2020. Covid 
has increased the demand for 
online retail and big distribution 
warehouses, which hit a new record 
last year. While 2020 saw an increase 
in new development, it is unlikely to 
result in a widespread oversupply of 
space. So rental growth is likely to be 
1-2% per annum this year.  

In the retail sector, many shopping 
centres have lost some of their 
biggest occupiers and the second 
quarter could see further failures, 
if the government halts its support 
schemes. The large amount of 
empty space means that shopping 
centre rental values are likely 
to fall by a further 20-25% over 
the next three years. We expect 
rental values on bulky goods 
parks to fall by 5-8% in 2021.

In the short-term, Covid has 
depressed office demand with 
vacancy rates up by 2-3%. The long 
lag between firms deciding to look 
for new office space and signing 
leases suggests that demand will  
stay weak in 2021 and rental values 
are likely to fall by 5-7%. 

Overall, we expect that industrial 
will be the strongest of the three 
main sectors this year. By contrast, 
shopping centre and leisure capital 
values are likely to fall by 10%, or 
more in 2021. Office capital values 
will probably also fall in the short-
term, but the decline should be 
more limited and next year is likely 
to see a recovery, as rental values 
bottom out and international 
investors bid down yields.

Commodities UK property

European investment markets 
are polarising as investors and 
lenders focus on assets with secure 
income streams. While prime office, 
prime logistic and supermarket 
assets are highly liquid and prime 
yields are stable, or even falling, 
investors are much more hesitant 
about secondary assets.

We anticipate that yields on secondary 
office and industrials will rise by 
0.25-0.5% over the next 12 months, 
as investors factor in weaker rental 
growth and longer letting periods.   
In the non-food retail sector, there is 
very little liquidity and both prime and 
secondary yields are likely to rise by at 
least 1% over the next 12 months.

Meanwhile, relatively low interest rates 
and bond yields in Europe makes it is 
possible to justify prime office yields 
below 3% and prime logistics yields 
below 4%. However, we currently 
see more value in other parts of the 
investment market.  

We favour office refurbishments in 
major city centres where there is a 
shortage of Grade A space and high 
quality offices in emerging locations 
with good transport links.  We also 
like food anchored retail schemes and 
light industrial units, which require 
intensive asset management, but 
where yields are typically around 
5%. In the hotels market, we expect 
that next year will see a number of 
distressed sales, which will provide 
the opportunity to acquire good 
quality assets at a discount.

European property

Alternatives

maximum positive neutral negative maximum negativepositive
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Economic views

Forecast upgraded, but risks remain

We have upgraded global GDP growth for 2020 to -4% 
from our previous -4.3% forecast. This is on the back of an 
upward revision to the emerging markets (from -2.7% to 
-1.9%) reflecting better growth outside China.

Our forecasts factor in a difficult winter before the vaccine 
brings a stronger recovery in activity in the second half of 
2021. We see the recovery extending into 2022 as fiscal and 
monetary policy remain loose whilst activity normalises. 
Growth is expected to continue at an above trend rate 
throughout the forecast. Meanwhile, inflation remains 
relatively contained with only a modest pick-up in response 
to higher commodity prices. 

Such a pattern is typical of the recovery phase in the cycle. 
Our forecast for the next two years looks very similar to the 
bounce back from the global financial crisis (GFC) in 2010 
and 2011 (see chart 1).

We would have revised up by more on the vaccine news 
but we face a period of weaker activity in the near term. We 
anticipate more restrictions in the US and expect the second 
wave in Europe to result in a negative quarter of growth 

in Q4. These effects roll into Q1 this year. In addition, our 
central assumption of distribution and sufficient immunity 
for more normal activity to resume in the second half of 
2021 remains intact. There is, however, a possibility that the 
vaccine may be distributed earlier.

Meanwhile, the Fed, ECB, BoJ and BoE keep rates 
unchanged through the forecast period. We expect inflation 
to be low and stable for central bankers to remain wary of 
the threat of deflation. As we have argued before, the Fed’s 
new framework means that we will need to see a period of 
2%-plus inflation to hit the average inflation target. That 
means zero interest rates and continued QE.

However, as we warned last quarter, the recovery will also 
mean that QE will moderate. QE continues around the 
world with the result that the Fed balance sheet soars to 
around $9 trillion by the end of the forecast period. This 
is an increase of nearly $2 trillion from today, however we 
expect the pace of QE will moderate to around $100 billion 
per quarter by 2022 compared with its current pace of 
$360 billion. This may trigger another taper tantrum (see 
scenarios, below).

Chart 1: Contributions to World GDP growth (y/y), %

US Europe Japan Rest of advanced China Rest of emerging World
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Vaccine brings renewed 
hope as pandemic 

continues
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Regional Views

In the US, we expect a period of weaker activity in the 
near term as we anticipate more restrictions. Growth is 
slowing as we enter 2021. Our expectation of strong growth 
following the vaccine means that activity is expected to 
return to its pre-Covid level in the second half of 2021. 

Overall, US growth is expected to fall by 3.6% in 2020 
(previously -4.1%) and increase to 3.8% in 2021. Low oil 
prices and a significant output gap keep inflation below 
target over the forecast period at 1.6% in 2021 and 1.9% in 
2021 respectively.

Our eurozone growth forecast for this year has been 
upgraded thanks to a better outturn in Q3 activity. Overall, 
our 2020 forecast has been revised up from -7.8% to -7.1%, 
with Germany seeing the biggest upwards revision along 
with several other smaller member states. But France, Italy 
and Spain were all downgraded. 

The return of national and regional restrictions, in the 
effort to stop the spread of the virus, is likely to cause 
most member states to experience a further fall in Q4 GDP 
this The return of national and regional restrictions, in 
the effort to stop the spread of the virus, is likely to cause 
most member states to experience a further fall in Q4 
GDP this year. Moreover, restrictions going into the new 
year will drag on 2021 growth. The 2021 forecast has been 

trimmed from 6.2% growth to 5.2%, but it remains a solid 
recovery. On inflation, headline HICP (Harmonised Index 
of Consumer Prices) is due to average just 0.3% for 2020, 
rising to 0.8% in 2021 (revised down from 1.1%) and to 
1.4% in 2022. 

The forecast for the UK is not too dissimilar to the rest of 
Europe, but it ends 2020 on a weaker footing (-11.3% GDP 
growth) due to the initial length of lockdowns earlier in the 
year. It too is likely to double dip given restrictions over 
November and in early 2021. 

Meanwhile, the pick-up in global trade should continue 
to support the Japanese recovery in Q4 by lifting capital 
expenditure, which continued to fall in Q3 despite the wider 
recovery. We expect growth to increase by the end of 2021 
driven by a stronger demand following the roll-out of a 
vaccine and support from fiscal stimulus. Overall, this should 
help growth reach 2.9% in 2021. 2022 should prove a good 
year for global trade, which should help Japan grow at 1.8%.

On the inflation outlook in Japan, the headline rate should 
turn negative in Q4 2020, driven by a combination of base 
effects and energy prices. We expect mild deflation to 
continue until the second half of 2021, when energy inflation 
should rise, partly offset by weaker food and core inflation. 

China’s economy has outperformed the rest of the world 
during the course of 2020, as the authorities handled 
the outbreak of Covid relatively well. They were also able 
to deliver an effective economic support package. The 
lagged effects of these stimulus measures look set to drive 
a further recovery in growth into the first half of 2021. 
Meanwhile, we anticipate very strong base effects from 
the steep decline in activity in the first three months of 
2020. These base effects coupled with the lagged effect 
of the credit impulse are likely to see GDP growth climb to 
the region of 15 to 20% year-on-year in Q1 2021.

We expect the annual rate of headline inflation in China 
to turn negative as the spike in food prices earlier this 
year – specifically pork prices – washes out of the annual 
comparison. This should prove transitory, while the strength 
of the economic recovery should ensure that core inflation 
gradually picks up during the course of 2021.

Beyond all of this, in 2022 we expect China’s economy to 
resume the trend deceleration that has seen GDP growth 
rates gradually decline during the past decade. Relatively 
strong growth in developed markets, driven in large part by 
the services sector, is likely to offer only marginal support 
through the trade channel. We have pencilled in growth of 
around 5.5%.
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We have updated our scenarios to reflect the shifting balance 
of risks. We continue with the V-shaped recovery, which is 
now based on a faster vaccine delivery than the baseline and 
less economic scarring than in the baseline.

Our new scenarios are ‘trade wars return’ (Biden pulls 
together an international alliance to call China to account 
and tariffs go up in Q4 next year), ‘weaker USD’ (based on 
a greater focus on the US twin deficits by investors who 
become reluctant to fund them), ‘taper tantrum’ (where 
markets react adversely to a moderation in QE) and the 
nightmare ‘vaccines fail’ (this speaks for itself and causes 
another recession at the end of next year). 

In terms of the impact on activity, our scenario grid shows 
the variation in growth and inflation compared to our 
baseline (chart 2).

“Taper tantrum 2” scenario 
has the highest probability

Economic Risk 
Scenarios

Sharp global recovery (V)

Weaker USD

Trade wars return

Taper tantrum 2Vaccines fail

-2
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Productivity boostDeflationary
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Cumulative 2020/22 Inflation vs. baseline forecast
Chart 2: Risks around the baseline 

Cumulative 2020/22 Growth vs. baseline forecast

Source: Schroders Economics Group, 30 November 2020
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Sharp global recovery (V) Weaker USD

Vaccines fail Trade wars return

Taper tantrum 2 Baseline

Chart 3: Scenario probabilities
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Source: Schroder Economics Group, January 2021.

While not an immediate risk to the economic outlook, a 
second taper tantrum receives a relatively high probability. 
The Fed’s latest move to an Average Inflation Targeting (AIT) 
policy has reinforced investors’ expectations that policy will 
stay loose for longer. The 10-year US Treasury yield stands 
close to historic lows, while credit spreads in the US have 
come down significantly.

Our other new scenario is a weaker US dollar. The US 
dollar (DXY index) has weakened 6.7% in 2020 helped by 
Biden’s victory. But conventional currency valuation models 
suggest the currency is still overvalued, particularly versus 
EM currencies, suggesting this has some room to run. The 
scenario has the dollar falling 10% against all currencies 
in 2020 and a further 10% the following year on a smooth 
trajectory. This leads to improved exports for the US, at the 
cost of most other countries. However, world trade and risk 
assets are lifted in the scenario.

Our new trade wars scenario has equal probability. The 
relatively muted official reaction from China to a Biden 
presidency perhaps indicates that relations between the 
two countries are expected to remain frosty. Finally, the 
‘sharp global recovery (V)’ scenario continues to receive 
a relatively high probability as spending in parts of the 
economy surpass pre-Covid levels. 

Overall, taking account of our other two scenarios, the 
balance of risks has shifted in a deflationary direction  
led by the switch in our scenarios and a high probability  
to taper tantrum, which outweighs the chance of a 
V-shaped recovery. 
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Summary Macro impact

 
Sharp 
global 
recovery 

Global growth rebounds sharply as a vaccine 
becomes available, at the end of last year, 
allowing activity to normalise. Fiscal and 
monetary policy prove more effective in 
boosting growth once economies open up. 
Business and household confidence returns 
rapidly with little evidence of scarring and 
government policies are successful in 
preventing output being lost permanently.  

Reflationary: This is the closest scenario to a “V shape” 
recovery. Economies see output surpassing pre-Covid levels 
in the first half of 2021 and inflation also rises as commodity 
prices pick up. In most countries, monetary policy is tightened 
by the end of 2021 and fiscal policy support is reined in. 

Weaker 
USD

The US dollar depreciates smoothly 
against all currencies by 10% in 
2021 and another 10% in 2022.

Deflationary/neutral: The increase in external competitiveness 
supports US growth. Stemming from the USD dominance in 
trade, the weaker dollar along with higher US growth helps lift 
global trade. EM also benefit from easier financing conditions, 
which support growth by allowing monetary policy to be looser. 
The ECB and BoJ cut rates to offset the tightening of financial 
conditions. Exports in these countries become more expensive 
and the knock to confidence and profits also leads to a pull-
back in investment. A stronger currency also trims some export 
growth in China. This more than offsets the boost to growth 
from the US and the EM. Though deflationary for the rest of the 
world via lower imported inflation, higher growth and inflation 
in the US allows the Fed to increase rates at the end of 2022.

Vaccines  
Fail

Despite the vaccines, the population 
is unable to reach herd immunity and 
coronavirus cases continue to rise as a 
variant of the virus returns. Governments 
across the world are forced to lock-down for 
the whole of Q4 2021 and half of Q1 2022.  

Deflationary: Growth is badly hit in Q4 2021 and as lockdowns 
ease, the recovery in 2022 is more fragile due to the hit to 
corporate confidence. Inflation is also dragged lower due to 
further weakness in demand and falling commodity prices. 
Policy makers loosen fiscal and monetary policy further, the 
latter through QE. The authorities in China are able to effectively 
control the fresh outbreak of Covid and deliver a large and 
effective economic support package, ensuring that the economy 
gets back on track in 2022. However, many other EMs such 
a Brazil and India are left with little room for manoeuvre 
meaning that they suffer badly and are slow to recover.

Trade Wars 
return

Once President-elect Biden has settled 
in and rekindled the United States’ 
relationship with Europe and other allies, he 
leads a multilateral stance against China’s 
anti-competitive trade policy. China’s failure 
to reach purchasing commitments of US 
goods agreed in the phase 1 deal add to 
tensions. Tariffs on Chinese goods are 
hiked in Q4 2021 by the US, Europe and 
Japan. China retaliates in kind and tariffs 
then remain at these levels through 2022.

Stagflationary: Higher import and commodity prices as 
countries try to stockpile push inflation higher.  Weaker trade 
weighs on growth. Capital expenditure is also hit by the rise 
in uncertainty and the need for firms to review their supply 
chains. Central banks focus on the weakness of activity rather 
than higher inflation and ease policy by more than in the 
baseline. In China, the renminbi is allowed to weaken in order 
to absorb some of the increase in tariffs, but more punitive 
levies and supply chain disruption cause economic growth to 
slow. Small, open EMs in Asia also suffer from weaker trade, 
but the negative impact is less on the relatively closed EMs 
such as Brazil and India. Some EMs may in the long-term 
benefit from re-orientation of supply chains. Oil producers 
such as Russia receive some short-term benefit from higher 
crude prices as energy-importing countries stock up.

Taper  
tantrum 2

As the Fed starts tapering in Q3 2021,  
US Treasury yields spike and this triggers 
an increase in risk aversion. This then 
leads to a credit event as investors 
pull back from funding risky assets.

Deflationary: Central banks do their best to step in, reversing 
course but the higher risk premium persists. The tightening 
in financial conditions for the government and corporates 
hurts growth as confidence takes a hit and there is a pull 
back in capital expenditure. An increase in bankruptcies 
pushes unemployment higher.  A ‘sudden stop’ and reversal 
of capital flows to the emerging markets causes exchange 
rates to depreciate sharply, forcing central banks to raise 
interest rates. Capital flight forces current account deficits 
to close in EMs, which is matched by declines in domestic 
demand that weigh on overall GDP growth. Weaker growth 
would also cause inflation to be lower than in our baseline.

Source: Schroders Economics Group, 30 November 2020.

Table 1: Summary of the risk scenarios
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Market returns
 Total returns Currency December Q4 2020

Equity

US S&P 500 USD 3.8 12.1 18.4

UK FTSE 100 GBP 3.3 10.9 -11.5

EURO STOXX 50 EUR 1.8 11.4 -2.6

German DAX EUR 3.2 7.5 3.5

Spain IBEX EUR 0.5 21.2 -12.7

Italy FTSE MIB EUR 0.8 17.0 -3.3

Japan TOPIX JPY 3.0 11.2 7.4

Australia S&P/ ASX 200 AUD 1.2 13.7 1.4

HK HANG SENG HKD 3.4 16.2 -0.3

EM equity

MSCI EM LOCAL 6.1 16.1 19.5

MSCI China CNY 2.6 10.7 28.3

MSCI Russia RUB 7.0 17.0 3.4

MSCI India INR 8.7 20.0 18.6

MSCI Brazil BRL 9.6 26.3 4.8

Governments  
(10-year)

US Treasuries USD -0.6 -1.9 12.6

UK Gilts GBP 1.0 0.3 6.6

German Bunds EUR 0.0 0.4 4.0

Japan JGBs JPY 0.1 0.1 -0.1

Australia bonds AUD -0.6 -1.0 5.1

Canada bonds CAD 0.1 -0.8 9.7

Commodity

GSCI Commodity USD 6.0 14.5 -23.7

GSCI Precious metals USD 7.5 0.8 23.0

GSCI Industrial metals USD -0.2 13.9 14.8

GSCI Agriculture USD 10.4 19.2 14.9

GSCI Energy USD 6.3 16.9 -46.3

Oil (Brent) USD 8.8 26.6 -21.7

Gold USD 7.0 -0.1 24.8

Credit
Bank of America/ Merrill Lynch US high yield master USD 1.9 6.5 6.2

Bank of America/ Merrill Lynch US corporate master USD 0.5 3.0 9.8

EMD

JP Morgan Global EMBI USD 1.8 5.5 5.9

JP Morgan EMBI+ USD 2.0 5.6 7.1

JP Morgan ELMI+ LOCAL 0.2 0.5 2.9

Spot returns Currency December Q4 2020

Currencies

EUR/USD 2.3 4.3 9.0

EUR/JPY 1.3 2.1 3.6

USD/JPY -1.0 -2.2 -5.0

GBP/USD 2.4 5.7 3.2

USD/AUD -4.5 -7.1 -8.9

USD/CAD -1.7 -4.6 -1.8

Source: Refinitiv Datastream, Schroders Economics Group, 31 December 2020.
Note: Blue to red shading represents highest to lowest performance in each time period.
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