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Despite making positive gains, equities had a bumpier ride compared to 
previous quarters. There were increasing concerns over the prospect of 
policy tightening, in response to stronger growth and inflation, by some of 
the key central banks. This led investors to shift back into more defensive and 
growth-orientated markets. The S&P 500 led the way on performance while 
Japanese equities were left behind. Both government and credit bonds made 
some positive returns. Commodities remained the best performing asset 
class thanks to the surge in the oil price. 

The success of the vaccine roll-out, policy support and the adaptability of 
many firms in operating with significant Covid-19 restrictions has led us to 
upgrade our global growth forecast. In the near-term, inflation is expected 
to be higher due to the rise in commodity prices and the re-opening of the 
service sector. These factors should fade, but next year, we see inflation 
building as the output gap closes and capacity tightens. Against this 
backdrop, we expect the Federal Reserve (Fed) to begin tapering asset 
purchases in December this year and to start raising interest rates in Q4 
2022. 

The greatest risk to our central macroeconomic view is a ‘Boom and bust’ 
scenario where there is a stronger than expected increase in growth. 
Inflation also rises strongly, and monetary policy is tightened resulting in a 
significant fall in economic activity next year. 

Given the strong recovery in global growth, we maintain our overweight 
to commodities. This asset also offers some protection from cost-driven 
inflation. Meanwhile, we are still positive on equities, but underweight on 
government bonds and credit. We have turned negative on US investment 
grade bonds due to very expensive valuations. On equities, we expect robust 
earnings growth will offset the impact of higher bond yields. Within equities, 
we prefer the less duration sensitive areas of the market, such as Europe and 
the value sectors. 

7th July 2021

Tina Fong, CFA
Strategist

Keith Wade
Chief Economist and Strategist
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Economic overview
We are upgrading our forecast for global growth and now 
expect the world economy to expand by 5.9% this year 
(previously 5.3%) before slowing to 4.5% in 2022 (previously 
4.6%). Our forecasts for inflation are also increased, with 
global CPI now expected to be running at 2.9% this year 
(previously 2.6%) and 2.5% in 2022 (previously 2.4%). By 
moving in a reflationary direction, we are recognising 
the success of the vaccine roll-out, official policy support 
and the adaptability of many firms to operate even under 
significant Covid-19 restrictions.

The increase in inflation is largely due to the rise in 
commodity prices and the rapid pace of recovery. This has 
created bottlenecks in some sectors of the world economy. 
Growth in 2021 will be the fastest in the 21st century. While 
there is significant spare capacity, it cannot be put in place 
rapidly enough to prevent shortages of materials, parts and 
labour emerging in the short-term. 

The recovery in growth is being driven by a re-opening of 
the service sector, which favours the advanced economies 
over the emerging markets (EM). Hence, the upgrade is led 
by the US and Europe with only a minor increase in the EM 
forecast. This growth differential is reinforced by the greater 
availability of vaccines and fiscal support in the developed 
economies. Such an outcome is a contrast with the recovery 
from the last recession when massive stimulus in China led 
the EM out of the global financial crisis (GFC). 

Monetary and fiscal policy 
On the fiscal side, President Biden’s earlier proposed 
infrastructure plan of $2.3 trillion has been scaled back to 
around $1 trillion with $579 billion in new spending. This 
plan would invest over eight years with expenditure on 
traditional infrastructure as well as spending on fighting 
climate change.

Over in Europe, we expect that the EU recovery fund 
(worth 5.4% of GDP) should start to be disbursed in the 
second half of 2021. In Japan, the spending of 8.7% of GDP 
announced in in 2020 should boost growth at the end of 
2021 and into 2022. But the fiscal impulse is set to lessen 
in 2021 (the change in the cyclically adjusted primary 
balance is set to rise by 2.6% of GDP). 

In terms of monetary policy, we still believe that the 
current US inflation spike will prove to be temporary. But 
we do see inflation picking up next year and the need for 
a tighter monetary policy. So, we see the Fed beginning to 
taper in Q4 this year (rather than Q2 next year) and raise 
interest rates at the end of 2022 (previously 2023). 

Asset allocation views:  
Multi-Asset Group

We forecast the European Central Bank (ECB) to keep 
interest rates on hold this year and next. Its pandemic 
emergency purchase programme (PEPP) is currently 
due to be halted early next year. Meanwhile, UK CPI 
is expected to fall short of the central bank’s inflation 
target, so interest rates are unlikely to rise during the 
forecast horizon. But the Bank of England (BoE) is slowing 
quantitative easing (QE) and may opt to tighten liquidity 
conditions via the use of macro prudential policy.

Over in Japan, inflation expectations are unlikely to be 
lifted during the forecast period, which should keep the 
Bank of Japan (BoJ) from tightening monetary policy. We 
expect the BoJ to keep the option of ramping up asset 
purchases if needed.

In EM, we do not anticipate that the People’s Bank of China 
(PBoC) will change its official monetary policy settings, but 
short-term interest rates are likely to drift higher. We expect 
the Reserve Bank of India to hike interest rates once by the 
end of next year. In Brazil, we assume that interest rates 
increase to 5% by end of this year. In Russia, interest rates 
are expected to move towards 5.75% in the months ahead 
and remain unchanged over the forecast period.

Implications for markets

We believe that a combination of continued policy support 
from the authorities and stronger global growth should 
support equities. Importantly, we expect the robust profits 
outlook and the delivery of strong earnings growth will 
offset the impact of higher bond yields. 
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Consequently, we maintain our overweight equity stance, 
particularly when opportunities for return in other asset 
classes, such as credit, are more limited. We have also 
sought to reduce the risk from higher bond yields through 
our country and sector positions, such as financials.

Within equities, our favoured market is Europe ex. UK. A 
strong rebound in the pace of vaccinations, coupled with 
monetary support by the ECB should support the market. 
The cyclical nature of the equity index also means it is best 
placed to benefit from rebound in the global economy.

We believe Japanese equities are also well positioned to 
gain from the recovery in global trade given its exposure to 
industrials. We remain positive on Pacific ex. Japan equities.

For US equities, we are positive as corporate earnings 
continue to positively surprise and monetary stimulus from 
the Fed remains supportive. But valuations are expensive 
relative to history and their peers.

We are also positive on the UK market as it offers attractive 
valuations plus cyclicality. However, the strength of the 
pound still weighs on the FTSE 100 index given its high 
exposure to foreign revenues.

Over the quarter, we have upgraded EM equities to a 
positive score. This region continues to offer attractive 
valuations compared to other stock markets. Moreover, a 
softer US dollar (USD) could be a tailwind to the 
performance of EM equities.

On duration, we have stayed negative. We continue to 
believe there is further scope for yields to move higher 
given the rebound in global growth and prospect of 
tightening of liquidity by the central banks. Valuations also 
remain expensive despite the recent rise in bond yields.

Within the sovereign bond universe, we remain negative 
across the main developed markets, but neutral on EM debt 

(EMD) denominated in local currency. In comparison, we are 
still positive on EMD denominated in USD, but remain highly 
selective in the hard currency space.

On corporate credit, we have become more constructive on 
high yield (HY), but have turned negative on investment 
grade (IG) bonds. Valuations have increasingly become very 
expensive across developed markets while the outlook for 
technical factors appears less favourable going forward. 
Within the IG universe, we are neutral on Europe but 
negative on the US. In Europe, technicals and fundamentals 
are more supportive compared to the US market.

We remain positive on commodities. Vaccine distribution 
and fiscal stimulus are driving stronger demand while 
supply remains pressured by underinvestment across many 
sectors.

Among the commodity sectors, we have maintained a 
positive stance on the energy complex. Global demand for 
oil remains strong while global inventories continue to be 
drawn down. On agriculture, we have kept our positive 
stance on the sector. US supply remains challenged, amid 
strong global demand, and unfavourable weather is leading 
to supply disruptions. 

Meanwhile, our positioning on industrial metals has 
remained positive. Despite demand slowing in China, 
demand in the rest of the world should recover strongly as 
global activity normalises. At the same time, metal 
inventories remain low, which should support prices. 

In comparison, we remain neutral on precious metals. 
Against a backdrop of stronger global growth and the 
potential reduction of asset purchases by central banks, we 
see limited scope for real bond yields to compress further 
and support gold prices.



Asset allocation grid – summary
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Regional equity views 
Key points

US corporate earnings continue to 
positively surprise and monetary 
stimulus from the Fed remains 
supportive. However, valuations are 
expensive relative to history and their 
peers.

We continue to prefer cyclicals and 
value sectors over defensives and 
growth areas of the market. This 
is because they are mostly likely 
to benefit from the fiscal stimulus 
package and the re-opening of the US 
economy.

US

The speed at which the UK 
authorities are getting the population 
vaccinated will help lift restrictions 
faster and aid its economic recovery. 
Fiscal and monetary stimulus also 
remains supportive.

Meanwhile, the UK market offers 
cyclicality and attractive valuations. 
However, the strength of the pound 
still weighs on the FTSE 100 index 
given its high exposure to foreign 
revenues.

UK

A strong rebound in the pace 
of vaccinations, coupled with 
monetary support by the ECB, 
leads us to believe that Europe 
will benefit from an expected re-
opening.

The region is also well positioned 
to benefit from the rebound in the 
global economy given the cyclical 
nature of the stock market. In 
particular, the exposure to sectors, 
such as industrials and consumer 
discretionary, stands to gain the 
most from the normalisation of 
economic activity. 

We have kept our positive view on 
Japanese equities. We still believe 
that Japan is well positioned to 
benefit from the cyclical recovery in 
global trade. This is because of the 
equity index’s high concentration of 
industrial stocks.

The vaccine roll-out is also gathering 
pace, which should help with the re-
opening of the economy. Meanwhile, 
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 Pacific ex. Japan. For 
Australia, the rebound in commodity 
prices, particularly iron ore prices, 
remains a positive for the market. 
Although weakening credit growth in 
China could present a headwind to 
sentiment towards the region.

At the same time, monetary and 
fiscal policies remain supportive. But 
the recent surge in Covid-19 cases in 
Australia highlights that the slower 
vaccine roll-out in this region could 
potentially hinder the re-opening and 
activity in these economies.

Pacific ex. Japan1

Over the quarter, we have upgraded 
EM equities to a positive score. This 
region continues to offer attractive 
valuations compared to other stock 
markets. Moreover, a softer US 
dollar could be a tailwind to the 
performance of EM equities. 

Within the region, we continue to 
favour emerging Asia, particularly 
South Korea and Taiwan. This 
is because their manufacturing 
outlooks remain bright given strong 
global demand while semiconductor 
inventories are low. 

Emerging markets

1Australia, New Zealand, Hong Kong and Singapore.

Equities

maximum positive neutral negative maximum negativepositive

Europe ex. UK



Global Market Perspective 8

Fixed income views 
Key points

Bonds

Our positioning on duration has 
stayed negative. Although valuations 
have slightly improved with the 
recent rise in bond yields, they remain 
expensive. We continue to believe 
there is further scope for yields to 
move higher given the rebound 
in global growth and the potential 
tightening of liquidity by the key 
central banks, particularly the Fed.

Among the sovereign debt markets, 
we have retained our negative view 
on US Treasuries. There remains 
upward pressure on US bond yields 
given the strong growth outlook.  The 
Fed is also expected to start tapering 
quantitative easing later this year.   

Meanwhile, we have stayed negative 
on German Bunds. A combination of 
poor carry and accelerating economic 
momentum leads us to believe 
German bonds will underperform.

We have turned more negative on UK 
gilts due to the prospect of growth 
upside surprises aided by the rapid 
roll-out of vaccinations. With inflation 
trending upwards and stronger 
economic activity, the BoE is expected 
to reduce asset purchases.  

On Japanese government bonds 
(JGBs), we have kept an underweight 
position. This is because this market 
is offering negative yields, which 
provides poor value in a portfolio 
context.

Government Investment grade 
(IG) corporate

We have turned negative on US IG 
credit while downgrading European 
IG credit to a neutral stance. 

On the US IG sector, valuations are 
extremely expensive meaning that 
the US market is particularly 
vulnerable to shifts in market 
sentiment and technical factors. On 
technicals, negative price action 
tends to cause investment outflows 
in this market.

In Europe, fundamentals and 
technicals are more supportive 
compared to the US market. Despite 
stronger technicals underpinned by 
the ECB, credit spreads nonetheless 
remain tight and therefore valuations 
appear increasingly stretched.

High yield (HY)

We are slightly positive on both US 
and European HY markets, driven 
primarily by an improvement 
in corporate earnings reducing 
leverage. In the US, we expect this 
dynamic to continue although very 
tight credit spreads mean valuations 
leave little room for error.

For European HY, fundamentals 
appear stronger given lower 
leverage and better interest 
coverage. While there has been an 
acceleration in the vaccine roll-out in 
the region, the lack of a coordinated 
fiscal recovery programme increases 
the possibility of higher future 
default rates among corporates.

We have downgraded US inflation-
linked bonds to a neutral score. 
While risks to the inflation outlook 
remain given the aggressive amount 
of fiscal and monetary policy 
stimulus, we recognise that inflation 
expectations have moved a long 
way. Our model also suggests that 
the market, particularly inflation 
premium at the front end of the 
curve, is now priced in.

Index-linked

maximum positive neutral negative maximum negativepositive

Denominated in USD: We remain 
positive, but we believe the key 
factors to monitor are any fiscal 
deterioration and the level of real 
interest rates, both of which are 
currently favourable. We have 
reduced exposure to EM sovereign 
HY credit given recent spread 
tightening. But we still prefer higher 
quality EM corporate credit and high 
yield in the EM sovereign space due 
to more attractive valuations.

Denominated in local currency: 
The risk of US tapering remains a 
headwind to the performance of EM 
local bonds. But the fundamental 
picture for the Latin America region 
has improved given the stronger 
growth outlook helped by the roll-
out of vaccinations and the spill over 
effects from US fiscal stimulus.

EMD
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Alternatives views 
Key points

We remain positive on commodities. 
Vaccine distribution and fiscal 
stimulus are driving stronger 
demand while supply remains 
pressured by underinvestment 
across many sectors.

With regards to the energy sector, 
we remain positive, but our 
conviction has been trimmed as the 
WTI price is trading above $70 per 
barrel. Nonetheless, global demand 
for oil remains strong. Global 
inventories also continue to be 
drawn down as the market remains 
in deficit.

We have stayed positive on industrial 
metals. Despite demand slowing 
in China, demand in the rest of the 
world should recover strongly as 
activity normalises. Meanwhile, 
metal inventories remain low, 
particularly in the copper sector, 
which should support prices. 

On agriculture, we have kept our 
positive stance on the sector. 
US supply remains challenged, 
amid strong global demand, and 
unfavourable weather is leading to 
supply disruptions. But planting is 
ahead of schedule and we expect 
supplies to improve by the third 
quarter.

We continue to remain neutral on 
precious metals. Against a backdrop 
of stronger global growth and 
the potential reduction of asset 
purchases by central banks, we see 
limited scope for real bond yields to 
compress further. But a weaker US 
dollar could put a cap on significant 
falls in the gold price. 

Despite the re-opening of non-
essential shops and restaurants, 
the High Street still faces serious 
challenges. Not only are retailers 
shifting more of their business 
online, the rise in vacant spaces 
can deter shoppers. The fall in rent, 
however, should help profitability. 
Overall, we expect rental values 
of shops to fall by a further 20% 
over the next three years. 

In comparison, demand for logistics 
space has stayed strong this year. 
This has largely been matched by 
supply. The amount of distribution 
warehouse space under construction 
has doubled over the last 18 months. 
While there is no immediate risk of 
oversupply, we think that industrial 
rental growth over the next three 
years will average 2–3% per annum.

In the office market, we estimate 
that the rise in working from home 
will cut office demand by between 
10-20%. We think that occupiers 
will focus on high quality offices in 
city centres and close to leading 
universities. Rents on these offices 
should grow from 2022, or 2023.  

Meanwhile, property valuations 
are looking attractive as the gap 
between property yields and 10-
year bond yields are high versus 
the last 20 years. We forecast 
property total returns of 7-9% 
in 2021. Industrial is likely to be 
the best performing sector while 
retail the weakest. But next year 
could see office catch up, if office 
yields start to decline and investors 
become reluctant to continue 
bidding down yields on industrials.  

Commodities UK property

We expect that non-food retail capital 
values in Europe will continue to 
decline through 2021 to 2022. We 
anticipate this to occur as vacancy 
increases, rents fall and investors 
avoid the sector, leading to a further 
increase in yields. The capital values of 
shop and shopping centre values will 
probably only find a floor once there 
have been a series of distressed sales. 

Conversely, industrial capital values 
in Europe are likely to increase over 
the next two years. A large amount 
of capital is trying to enter the sector 
and yields are likely to fall by a further 
0.25-0.5% over the next 18 months. 
While the sector is benefiting from 
the rapid growth in online retail, 
developers have been quick to 
respond to the increase in demand. 
As a result, rental growth is likely to 
be modest at 2% per annum.

The office market is more difficult 
to call given the uncertainty over 
the impact of working from home 
on future demand. We think that 
occupiers will increasingly focus on 
new, or refurbished offices and that 
prime capital values will be stable 
in 202. We then think they will start 
to increase in 2022 and 2023 in-line 
with rents. But the capital value of 
older, secondary offices are likely to 
fall.  We also assume that demand for 
offices will be stronger in European 
cities where people spend less time 
commuting.     

Hotel capital values are likely to fall 
further in 2021, assuming summer 
holidays are disrupted by travel 
restrictions, but next year should see 
a strong recovery.

European property

Alternatives

maximum positive neutral negative maximum negativepositive
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Economic views

Stronger growth to force policy pivot by the Fed

The success of the vaccine roll out, official policy support 
and the adaptability of many firms in operating with 
significant Covid-19 restrictions has led us to increase our 
forecast for global growth from 5.3% to 5.9% this year with 
significant upgrades to the US, UK and Eurozone (chart 1).

Inflation is also higher in the near term because of the rise 
in commodity prices and the impact of the re-opening of 
the service sector. We concur with the Fed that this will be 
transitory but looking further out see inflation building as 
the output gap closes and capacity tightens in 2022. 

Such an outlook will force the Fed off the side-lines and 
we now expect the central bank to begin tapering asset 
purchases at their December meeting this year and to start 
raising rates in Q4 2022. The challenge for the Fed will be 
to communicate the pivot in policy without generating 
substantial market volatility.

Other economies are lagging behind the US, but not by 
much and policymakers can expect to come under similar 
scrutiny in 2022. 

Growth in Europe receives a significant upgrade as the 
pace of vaccinations has been stepped up, improving the 
prospects for an earlier re-opening, and the avoidance of 
further restrictions. Inflation has also been revised up, but 
remains low in comparison to the US, and therefore does 
not force the ECB to change its policy path.

EM will benefit from a stronger global economy. But the 
upgrades to our forecasts are not large and GDP growth 
may barely exceed the pace of expansion in developed 
markets next year. 

A period of above-target inflation in many EM countries 
should subside as the impact of higher food and energy 
costs fades, negating the need for aggressive interest 
rate hikes by most central banks. Nonetheless, with the 
Fed set to turn more hawkish all of this points to a more 
challenging period for investors.

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

US Europe Japan Rest of advanced China Rest of emerging World
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Regional Views

We have upgraded our forecast for US GDP growth by 
2 percentage points in 2021 to an increase of 6.7% this 
year. This is on the back of a successful vaccine roll-out, 
official policy support and the adaptability of many firms in 
operating with significant Covid-19 restrictions. In 2022, we 
expect US GDP growth of 4.3% (previously 4.9%).

Meanwhile, we expect the US headline CPI rate to fall 
back as base effects from commodity prices drop out. Re-
opening is also causing some inflation pressure, but our 
view is that the economy has spare capacity to absorb the 
increase in demand without causing a second round of 
price rises due to higher wages.

Instead, we expect inflation will be more of a problem in 
2022. The strength of US growth and the world economy 
means that the output gap is closing more rapidly than 
previously expected. So, we now assume that core CPI will 
rise more in the second half of next year than before, which 
takes headline inflation back towards 3%.

For the Eurozone, we have revised growth up from 3.6% 
in 2021 to 4.1%. Growth for 2022 has also been nudged a 
little higher to 4.9%. The smaller than expected contraction 
at the start of the year has been very helpful, but the 
tightening of Covid restrictions into the second quarter 
has led to a downgrade there. But this has merely shifted 
re-openings and the recovery in activity to the third quarter, 
which has now become the strongest quarter of the year. 

In the UK, first quarter data showed a smaller contraction 
than expected and there is growing evidence that 
households are becoming increasingly likely to spend more 
of the saving they built up during lockdown. Firms are also 
gaining confidence, signalling a greater willingness to invest 
in the near future. So, our forecast for UK GDP growth has 
been revised up from 5.3% to 6.8% for 2021, and from 5.1% 
to 6.1% for 2022. 

UK headline CPI inflation is currently rising due to higher 
energy prices, while the reduction in VAT rates for hospitality 
services last year should fall out of the annual comparison by 
the end of the year. Headline inflation is forecast to average 
1.9% over 2021, but peak at just over 3% by the end of this 
year. We then expect inflation to moderate and average 1.8% 
over 2022, though the headline rate is expected to fall below 
1.5% in the second half of 2022.

We have slashed our expectations for Japanese growth this 
year from 3.2% to 1.1%. Growth in the first half of the year 
has been weaker than expected and we see little chance of 
a strong domestic rebound. This is due to more widespread 
restrictions announced in recent months and a lacklustre 
outlook for consumption as poor immunity rates suggest 
Covid will be an ongoing problem.

But next year, the Japanese export sector is set to be a key 
beneficiary of strong global demand and investment plans 
should be boosted by a recovery in corporate profits and 
fiscal stimulus. Consumption should rise more strongly as 
wage growth recovers and herd immunity allows Japan to fully 
reopen its economy. So, growth should rise to 2.3% in 2022.

Japanese inflation is expected to rise to 0.4% this year, as 
commodity prices lift headline inflation. But a negative 
output gap, until mid-2022, along with lower mobile phone 
charges should weigh on core inflation somewhat. Stronger 
demand and higher food prices leave us more constructive 
on inflation next year, pencilling in 0.7%.

In China, strong global growth should bolster demand for 
Chinese exports and the recent increase in new orders 
relative to inventories hints at a burst of manufacturing 
activity in the near-term. Hence, we have nudged up our 
forecast and now expect GDP to expand by 9.2% this year.

Looking ahead, leading indicators such as the credit 
impulse and real M1 money growth have continued to 
decline in recent months. This is consistent with a turn 
down in the domestic economic cycle in the months ahead. 

While we do not anticipate that the People’s Bank will 
change its official monetary policy settings, short-term 
interest rates are likely to drift higher. We do not expect 
activity to collapse and a steady recovery in consumption 
should continue. But we still expect China’s economy to 
resume its trend slowdown and have lowered our forecast 
for GDP growth next year to 5.5%.
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Cumulative 2021/22 Inflation vs. baseline forecast
Chart 2: Risks around the baseline 

Cumulative 2021/22 Growth vs. baseline forecast
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Source: Schroders Economics Group. 26 May 2021.

There are several risks around our baseline view (for more 
information, see table on the next page). Compared to last 
quarter, we have added two new scenarios where inflation 
is higher than in the baseline: ‘Boom and bust’ and ‘Supply 
side inflation’. 

The former captures the risk of a stronger than expected 
recovery in growth where fiscal multipliers are higher and 
pent up demand greater. Monetary policy is tightened 
resulting in a bust which eventually brings inflation down 
again. Overall, we assign the single highest probability to 
this scenario.

The latter is where the natural rate of unemployment rises 
as people are slow to return and participate in the labour 
force, resulting in a greater acceleration in wages and 
persistent supply shortages. This scenario receives the 
second highest probability. 

‘Boom and bust’ scenario has 
the highest probability 

Economic Risk 
Scenarios
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Boom-bust Creative destruction

Vaccines fail Trade wars return

Supply side inflation Baseline

Chart 3: Scenario probabilities
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Source: Schroders Economics Group, 26 May 2021.

Inflation in the ‘Boom and bust’ scenario is demand-pull while 
in the ‘Supply side inflation’ scenario it is more persistent and 
of the cost-push variety. Corporate profitability suffers more 
in the latter as margins are squeezed.

On a more optimistic note, we introduce a ‘Creative 
destruction’ scenario where productivity accelerates in 
the post Covid economy, as a result of greater use of 
technology and digitalisation. Output is stronger but 
inflation lower as unit wage costs are better contained. 

We are assuming a high degree of normalisation this year 
allowing the service sector to return and drive the next leg 
of the recovery. However, the recovery path is vulnerable 
to the emergence of new variants of concern (such as the 
Delta variant) and greater caution on the part of consumers 
than in the baseline. This is captured in our ‘Vaccine fails’ 
scenario, which we have kept. 

The stagflationary ‘Trade wars return’ scenario is also 
retained as President Biden keeps the pressure on and 
brings others in to raise tariffs on China.

Although the team put the single highest probability on the 
reflationary ‘Boom and bust’ scenario, the balance of risks 
is tilted towards weaker growth with all other scenarios 
bringing weaker output, except the ‘Creative destruction’ 
scenario. On inflation, there is an even split among the 
scenarios.
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Summary Macro impact

 
Boom-bust

Global growth rebounds sharply as pent 
up demand is unleashed following the 
distribution of the vaccine. There is little 
scarring and fiscal and monetary policy 
prove more effective in boosting growth 
once economies open up. Demand 
outpaces supply and the output gap is 
closed by the end of the year. Inflation 
rises strongly and monetary and fiscal 
policy reverse course very quickly to 
stop an overheating economy.

Reflationary: An upswing in household consumption and 
corporate capex leads to much stronger growth than in 
the baseline. As inflation rises, monetary and fiscal policy is 
tightened. The Federal Reserve raises interest rates this year 
and twice more in 2022. However, the economy goes back 
into recession in 2022 forcing the central bank to cut interest 
rates again shortly after. Other central banks, including the 
BoE, ECB and PBoC follow a similar path, raising interest 
rates in early 2022 only to cut them later in the year.

Creative 
destruction

The Covid-19 shock results in a permanent 
increase in the adoption of technology 
allowing businesses to improve efficiency. 
Overall, the pandemic sparks new, more 
efficient ways of working and those 
unemployed retrain and adapt to areas 
where there is higher demand for labour.

Productivity Boost: The world experiences higher 
growth as productivity rises. However, an improvement 
in supply keeps inflation contained; at sub-2% next year. 
Consequently, despite stronger growth central banks 
remove liquidity fairly slowly as in the baseline forecast.

Vaccines 
fail

Despite the vaccines, the population 
is unable to reach herd immunity and 
coronavirus continues to rise as a variant of 
the virus returns. Governments across the 
world are forced to lock-down again this 
coming winter, before re-opening in 2022.

Deflationary: Growth is badly hit as lockdowns return and the 
recovery in 2022 is more fragile due to the hit to confidence 
to both firms and businesses. Inflation is also dragged lower 
owing to further weakness in demand and falling commodity 
prices. Policy makers loosen fiscal and monetary policy further, 
the latter through QE. As in 2020, 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 during the 
course of 2022. However, many other EM countries such 
as 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 Biden has settled in and 
rekindled the United States’ relationship 
with Europe and other allies, he leads 
a multilateral stance against China’s 
trade policies. 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 attempt to stockpile push inflation higher. Weaker 
trade weighs on growth. Capital expenditure is also hit by the 
increase 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, however more punitive 
levies and supply chain disruption cause economic growth to 
slow. Small, open EM countries in Asia also suffer from weaker 
trade, but the negative impact is less on the relatively closed EM 
countries such as Brazil and India. Some EM countries 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.

Supply side 
inflation

As demand rises, supply struggles to 
come back online. Bottlenecks in the 
industrial sector have knock on impacts 
through global supply chains and 
commodity markets also struggle with 
supply shortages. Meanwhile the labour 
participation rate in the US does not 
improve, whilst mismatch between worker 
skills and jobs in the post Covid economy 
means the non-accelerating inflation rate 
of unemployment, or NAIRU, rises and 
available slack is less than in the baseline.

Stagflationary: Commodity prices continue to rise due to 
shortages in supply. This adds to inflation and energy price 
base effects do not wash out. Meanwhile, this feeds through 
to underlying inflation, which is also pushed up from supply 
side constraints and higher costs through global supply chains. 
Even though growth slows through 2022, demand still outpaces 
supply in the labour market and wages rise. This results in 
persistent inflation above 3% in the US through 2022 leaving 
the Fed hiking interest rates to 2% by the end of next year.

Source: Schroders Economics Group. 26 May 2021.

Table 1: Summary of the risk scenarios



Global Market Perspective 15

Market returns
 Total returns Currency June Q2 YTD

Equity

US S&P 500 USD 2.3 8.5 15.3

UK FTSE 100 GBP 0.4 5.7 10.9

EURO STOXX 50 EUR 0.7 5.2 16.6

German DAX EUR 0.7 3.5 13.2

Spain IBEX EUR -3.0 3.8 10.7

Italy FTSE MIB EUR 0.0 3.2 14.8

Japan TOPIX JPY 1.2 -0.3 8.9

Australia S&P/ ASX 200 AUD 2.3 8.3 12.9

HK HANG SENG HKD -0.6 2.7 7.4

EM equity

MSCI EM LOCAL 0.9 3.9 8.1

MSCI China CNY 0.3 2.1 1.9

MSCI Russia RUB 3.9 11.1 18.7

MSCI India INR 1.7 8.8 14.5

MSCI Brazil BRL 0.7 9.3 7.0

Governments  
(10-year)

US Treasuries USD 1.6 3.8 -3.2

UK Gilts GBP 0.9 1.4 -4.5

German Bunds EUR 0.6 -0.4 -2.8

Japan JGBs JPY 0.2 0.5 -0.1

Australia bonds AUD 1.3 3.1 -4.1

Canada bonds CAD 1.1 2.0 -6.0

Commodity

GSCI Commodity USD 4.3 15.7 31.4

GSCI Precious metals USD -7.0 3.5 -6.4

GSCI Industrial metals USD -3.6 9.6 19.5

GSCI Agriculture USD 0.3 12.3 19.1

GSCI Energy USD 9.6 22.1 48.4

Oil (Brent) USD 7.9 18.5 45.0

Gold USD -7.4 3.6 -7.0

Credit
Bank of America/ Merrill Lynch US high yield master USD 1.4 2.8 3.7

Bank of America/ Merrill Lynch US corporate master USD 1.7 3.6 -1.1

EMD

JP Morgan Global EMBI USD 0.9 3.9 -1.0

JP Morgan EMBI+ USD 0.9 4.4 -3.1

JP Morgan ELMI+ LOCAL 0.2 0.7 1.1

Spot returns Currency June Q2 YTD

Currencies

EUR/USD  -3.0 0.9 -3.1

EUR/JPY  -1.6 1.3 4.2

USD/JPY  1.5 0.4 7.5

GBP/USD  -2.8 0.1 1.1

USD/AUD  3.1 1.5 2.8

USD/CAD  2.5 -1.5 -2.8

Source: Refinitiv Datastream, Schroders Economics Group. 30 June 2021.
Note: Blue to red shading represents highest to lowest performance in each time period.
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