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The square root recovery (page 2)  

 Some five years on from the world economy’s initial rebound in 2010 and it is 
clear that we are operating in a growth environment best described by a square 
root sign. The initial U-shaped upswing has given way to a world of flat 2.5% 
growth, well below the performance prior to the financial crisis.  

 Near-term we see signs of better activity in the developed world with US 
consumers spending again and Europe and Japan reviving. Trends which bode 
well for the second half of the year and may continue into next if emerging 
market export growth responds. However, the comparison with the pre-crisis 
world highlights the absence of a global locomotive and means that we are 
unlikely to break with the square-root recovery.  

UK: Labour shortages risk higher inflation (page 5) 

 Warning bells are ringing. Labour market indicators suggest the supply is 
becoming tight as corresponding wage data is now accelerating. In some more 
labour intensive-sectors, wage inflation is already alarmingly high.  

 Despite the mounting evidence that wage inflation may become a problem, the 
Bank of England remains relaxed. This may change later this year as more 
evidence emerges, but at the same time, with current inflation barely above zero, 
can the Bank really hike interest rates in 2015? 

The prophesies of Delphi: would Grexit topple EM? (page 10) 

 While we see little macroeconomic impact on the Eurozone from the possibility 
of Grexit, we have not yet looked at the consequences for EM. Direct linkages 
are limited, but there is always the risk of contagion. 

Views at a glance (page 14) 

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

 
Chart: The world economy – rebalanced, but weaker 

 
Source: Thomson Datastream, IMF, Schroders, 24 June 2015. 
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 The square-root recovery 

The recovery 
initially followed 
a U, but since 
then the world 
economy has 
flat-lined 

Remember the debate about which letter would best describe the recovery in growth 
from the global financial crisis? There was active deliberation on whether it would be 
a conventional V, a long drawn-out U, a double-dip W or an L (no recovery). 
Arguably the U shape has the strongest claim on the title, with growth collapsing in 
2008 and 2009 before rebounding sharply in 2010 (see chart 1). It certainly was not 
the rapid V-shaped rebound which many hoped for, but we avoided the dreaded 
W or L.  

Some may also remember that there was a further debate as to how to describe the 
pattern of growth beyond the recovery. Now, some five years on from the initial 
rebound in 2010 it is clear that we are operating in a world best described by a 
square-root sign. After the initial collapse and recovery, growth has flat-lined at a 
steady, but sub-par rate of 2.5%. Despite the benefit of lower oil prices, it also looks 
as though this will be the rate achieved in 2015. Our recent forecast update says the 
world economy will experience a fourth consecutive year of 2.5% growth, around half 
the rate achieved prior to the financial crisis (chart 1). 

Chart 1:  Global growth stuck at 2.5% 

 
Source: Thomson Datastream, Schroders, 27 May 2015. Please note the forecast warning at 
the back of the document. 

Weaker 
emerging 
markets account 
for the bulk of 
the slowdown 

Looking at the breakdown of regional activity from before and after the crisis we see 
that the slowdown from a rate of 4.5% year-on-year (y/y) in 2005 to 2.5% y/y ten 
years later is largely accounted for by the emerging markets. These have slowed 
from 7.8% to 3.6% and account for 1.6 percentage points (pp), or just over three-
quarters of the slowdown in global activity. China accounts for just under half of this 
as growth slowed from 11% in 2005 to less than 7% now forecast for this year. It is 
not surprising that analysts speak of a very deflationary environment in Asia. 
Meanwhile, the advanced economies account for the remaining 0.4 pp, evenly split 
between the US and Europe. 

However, although the emerging markets have borne the brunt of the slowdown, the 
origin of weaker growth lies in the fall in demand from the US and Europe. This can 
be seen in the movement in current account balances with the US narrowing from 
5% to 2% GDP, and the Eurozone moving from balance to a surplus of 2% of GDP. 
The counterpart has been the disappearance in the emerging markets surplus from 
5% to near balance. Within this, China has seen its surplus fall from a peak of 10% 
of GDP to around 2% in 2014 (see chart front page).   

Reflecting 
weaker demand 
from the West 

Had these moves been driven by an increase in exports from the US and Europe to 
the emerging world there would be cause for celebration; however, much of the 
adjustment has been through weaker import growth, particularly in the Eurozone. 
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This is reflected in the weakness in global exports, which contracted on a year-on-
year basis at the beginning of 2015 (chart 2). 

Chart 2: Global trade growth hits new post-crisis low 

 
Source: Thomson Datastream, Schroders, 24 June 2015. 

Near-term 
prospects 
improve for 
developed 
economies, but 
less so in the 
emerging world 

In terms of our near-term forecast we are seeing a pick-up in activity. In the US, retail 
and auto sales have strengthened after a soft first quarter and employment growth 
remains robust. Europe continues to expand, with little evidence that the Greek crisis 
has significantly damaged business or consumer confidence so far. Bank lending 
and credit growth are reviving after the contraction experienced in 2013 and 2014. 
Meanwhile, the latest figures show that economic performance in Japan was better 
than expected in the first quarter with GDP growth being revised up to a 3.9% 
annualised rate on the back of stronger investment. Leading indicators suggest 
growth remained robust in the second quarter and we are looking for Japanese 
consumer spending to improve as real incomes strengthen in coming months. 
Emerging markets remain the laggards – with China continuing to decelerate in the 
second quarter – and as a group they continue to lag the recovery seen in 
Purchasing Managers Indices (PMIs) in the developed world (chart 3 below). 

These trends bode well for the second half of the year and into next and our forecast 
assumes that global growth can pick up to 2.9% in 2016. This is based on continued 
recovery in Europe and Japan and steady growth in the US, which feeds through to 
better exports from the emerging economies. The ongoing benefits from lower 
energy costs, loose monetary policy and a less restrictive fiscal stance support 
demand in the West and underpin the forecast. 

Chart 3: Emerging market PMIs continue to lag developed 

 
Source: Thomson Datastream, Schroders, 24 June 2015. 
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 Looking for a global locomotive 

Can the acceleration in growth be sustained at this rate to take us back to something 
resembling a pre-crisis pace? We have our doubts. The US was the locomotive for 
the world economy during that period as asset prices and credit growth boomed. 
Today, asset prices are booming again but credit growth is relatively subdued as 
facilities like home equity withdrawal have disappeared. This is probably for the 
better, but means it is harder to translate wealth gains into consumption. Meanwhile, 
in our view, trend growth is weaker than 10 years ago when labour market 
demographics were more favourable and the recovery is showing signs of strain 
after six years of recovery. The evidence is a tightening labour market with wages 
and inflationary pressures beginning to accelerate.  

Such supply side concerns underpin our view that the Federal Reserve (Fed) will raise 
rates in September and into next year. Although better demand is an important part of 
this call, it is the supply side as seen in the fall in unemployment and slowdown in 
productivity which strengthens our view that the Fed will have to tighten policy. 
Consequently, we see the US as nearer the end of its cycle than the beginning and 
whilst the strength in the US dollar will help by diverting demand to the rest of the 
world, the economy is not in a position to reprise its role as the driver of global growth. 

Others do not 
have the scale 
to replace the 
US locomotive 

It is difficult to see who might take on the global locomotive role: the Eurozone is only 
just escaping deflation and like Japan is relying on currency depreciation to help 
reflate activity; a beggar-thy-neighbour policy. China, has maintained a strong 
currency, but faces considerable restructuring pressures whereby too much of the 
economy is still orientated toward exporting goods for which there is little demand. 
Excess capacity limits the scope for stronger investment and China has not been 
able to switch to more consumer led growth.  

Moreover, China is simply too small to become the global locomotive. Using figures 
from the IMF and Datastream we estimate that China represents less than 10% of 
global consumption, whereas the US is more than 25%. Hopes that India may 
become the new driver of global demand look a tad optimistic as, even though it 
remains the bright spot in the emerging world, domestic consumption is little more 
than 2.5% of the global total (chart 4). 

 Chart 4: China and India some way from matching the US consumer 

 
Source: Thomson Datastream, IMF, Schroders, 23 June 2015. 

The world economy is likely to enjoy better growth in the second half of this year as 
the benefits of lower energy prices flow through and growth revives further in the US, 
Europe and Japan. As this benefits trade, emerging markets should also improve as 
we head into 2016. Nonetheless, the comparison with the pre-crisis world highlights 
the absence of a global locomotive and means that we are unlikely to break with the 
square-root recovery. 
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 UK: Labour shortages risk higher inflation 

 It might sound odd to warn of a higher risk of inflation, when the current rate of 
inflation is barely above zero, but – of course – inflation is a lagging indicator which is 
often buffeted by external shocks. Much like most of the advanced world, the UK has 
seen a sharp fall in consumer price inflation over the past year, largely due to falls in 
global energy prices. However, this is only transitory and as we head into 2016, the 
drag from energy will pass, and inflation will rise to more ‘normal’ levels. At the same 
time, evidence is mounting that the UK is running out of spare capacity. Companies 
are reporting increased difficulties in hiring, with official data showing wage growth 
accelerating rapidly in particular sectors. Meanwhile, the Bank of England (BoE) 
remains relaxed over monetary policy, but for how much longer? 

 
 

The UK 
unemployment 
rate is probably 
close to the 
NAIRU 

 

 

 

 

 

 

 
 
 
The unfilled 
vacancies to 
unemployment 
rate has fallen to 
its pre-financial 
crisis average 

Warning bells are ringing 

The unemployment rate in the three months to April fell to 5.5%, compared to 5.7% 
in the preceding three months. The unemployment rate is now at its lowest level 
since the summer of 2008, and has probably reached the non-accelerating inflation 
rate of unemployment (NAIRU). Economic theory suggests that when the 
unemployment rate falls to the NAIRU from a higher rate, the labour market stops 
making a deflationary contribution to the economy. However, if the unemployment 
rate continues to fall and moves significantly below the NAIRU, then the labour 
market will see wages grow faster than productivity growth plus inflation. This 
ultimately means that demand can start to grow faster than supply, which in turn 
should prompt firms to raise their prices in order to ration the supply of goods and 
services. If shortages of labour persist, then workers will be able to demand higher 
wages again to compensate for the rise in inflation. The cycle then continues, and if 
left unchecked, could develop into a faster wage-inflation spiral.  

Measurement of the NAIRU is notoriously difficult, especially in real-time. Ex-post 
estimates tend to be more accurate, thanks to the availability of later signals such as 
wage growth and inflation. However, if a central bank waits for these signals, its 
reaction will almost certainly be too late to stop a surge in inflation. 

The evidence in the UK is stacking up. Looking at alternative indicators to the 
unemployment rate, most now point to a shortage of labour and early signs of 
significant wage inflation. For example, according to the Office for National Statistics 
(ONS), in the three months to May, there were only 2.5 unemployed people per 
unfilled vacancy (chart 5 on next page). This is exactly in line with the pre-financial 
crisis average. Indeed, if all of the 734,000 vacancies were filled by the current stock 
of the unemployed population, the unemployment rate would fall to 3.3%, which 
would be a record low (since 1971). The reality is that geographic and skill 
mismatches will inevitably mean that those firms looking to hire will be forced to dip 
into the already employed pool of labour, which usually leads to an increase 
in wages.   

Another method for gauging labour shortages is to look at what companies are 
saying. Private business surveys such as those conducted by KPMG/REC (Markit) 
or the British Chambers of Commerce (BCC) have questions on recruitment 
difficulties. The latter provides a breakdown between manufacturing and services 
firms. In addition, the Bank of England’s Agents also ask their respondents whether 
they are experiencing recruitment difficulties, and publish a score based on the 
feedback. Once standardised, all four surveys suggest that a significant number of 
companies are reporting recruitment difficulties. In fact, this is the first time in the 
period since 2005 that all four surveys have been one standard deviation or more 
above their means (chart 6 on next page). 
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Charts 5 and 6:  Official data and surveys point to labour shortages 
Private business 
surveys suggest 
more firms are 
reporting 
recruitment 
difficulties 

 
Source: Thomson Datastream, ONS, BoE, BCC, KPMG/REC, Schroders. 24 June 2015. 

The above evidence suggests companies may have to compete more with each 
other to recruit and retain staff. The result should be an acceleration in wage growth, 
something we are finally beginning to see. 

Wage growth arrives 

Headline wage 
growth data has 
been depressed 
by statistical 
factors 

One of the features of the UK’s recovery has been low nominal and negative real 
wage growth. This was probably reflecting the huge amount of slack that had 
emerged as the economy went into recession and unemployment rose. However, 
this situation has greatly improved. Wages are now not only accelerating in nominal 
terms, but also in real terms. For the economy as a whole, average nominal wages 
grew by 2.7% in the three months to April compared to the same period a year 
earlier – the fastest pace of annual wage growth for three years – and even more 
impressive when compared to current inflation of just 0.1% y/y. In addition, the official 
data may be understating the true extent of wage inflation.  

There are a number of factors that are depressing official statistics on pay growth. 
The first is the impact of austerity on public sector wages. The government has 
capped pay growth for civil servants in recent years, and is likely to continue to do 
so. This is evident from the sectoral breakdown in the wage data. Annual public 
sector wage growth was just 0.3% in the three months to April, compared to 3.3% in 
the private sector. The public sector makes up 19% of the labour market and so is 
significant. 

Replacing 
highly paid jobs 
with less well 
paid jobs 
causes average 
wages to fall 

Another factor that is likely to have dampened wage growth is the changing 
composition of the labour force. As the ONS measures average wages rather than 
like-for-like wage growth; if for example an individual earning £100,000 per annum 
loses his/her job, but another individual gains a job paying £10,000 per annum, 
assuming all else is equal, the methodology the ONS uses effectively shows the 
impact of one person seeing wages fall from £100,000 to £10,000. This matters 
because since December 2008, the financial services and insurance industries have 
lost 94,000 jobs, or about an 8% reduction. With average pay in these industries 
about 2.3 times higher than the national average, as these jobs are replaced by 
other sectors, average pay for the whole economy falls, depressing the wage growth 
figures.  

One way to reduce the impact of cross-industry composition effects is to only look at 
pay growth in particular sectors. This is where we have found some fascinating 
results. For example, the retail and repairs sector (12.3% of workforce) is currently 
seeing pay growth of 7.5% in regular pay (excluding bonuses). This is historically 
alarmingly high in a sector that enjoys little in the way of productivity gains (chart 7). 
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Chart 7: Retail sector wage boom highlights pressures 

Wages in the retail 
and repairs sector 
are up 7.5% 
compared to 
last year 
 

 
Source: Thomson Datastream, ONS, Schroders. 24 June 2015. 

In examining industry level wage data further, we found that half the sectors have in 
the last year increased pay by at least the average growth rate of the five years 
before the financial crisis. Interestingly, the highest wage inflation can clearly be seen 
in those industries where labour intensity is high (high use of labour relative to 
capital/machines), such as administrative support, retail, financial services, 
agriculture, information & communications and construction. Where labour intensity 
is low, pay growth is far lower, such as mining and quarrying, transport, 
manufacturing of food products. This suggests that where companies can substitute 
machines for labour, they may be doing so, but where labour is important, firms are 
having to pay more to attract more workers. 

Chart 8: Industry level wage data highlights recovery 
Looking at 
wages by sector 
reveals greater 
upward wage 
pressures 

 
Source: Thomson Datastream, ONS, Schroders. 24 June 2015. 
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Bank of England remains relaxed….for now 

Why is the BoE so 
relaxed? 

Given mounting evidence that labour shortages are increasingly prevalent and that 
wage growth is accelerating, a question that often arises is why does the Bank of 
England appear so relaxed? Why are interest rates still set at emergency low levels? 

The BoE often highlights (and demonstrates) the high degree of uncertainty when it 
comes to forecasting the behaviour of the labour market. Its recent argument for 
remaining cautious centres on the growth in productivity. Before the financial crisis, 
the UK had averaged 2.3% growth in output per hour worked. Since 2008, 
productivity growth has fallen to zero (chart 9). BoE staff expect productivity growth 
to recover in time, which is likely to mean growth outpacing employment growth in 
coming years. If this occurs, then we could see continued robust growth without 
additional pressure on wages. However, if productivity fails to recover, then the odds 
rise that the economy runs into serious capacity problems causing inflation. 

Chart 9: Potential for a recovery in productivity keeps BoE dovish 
Poor productivity 
in recent years 
could improve, 
reducing the 
need to hike 
interest rates 

 
Source: Thomson Datastream, ONS, Schroders. 24 June 2015. 

In our view, members of the Monetary Policy Committee (MPC) will become less 
comfortable with the ultra-loose monetary policy setting as we progress through this 
year. Two members of the committee already judge the balance of risks to be 
balanced, and so may be the first to vote for an interest rate rise in the not-too-distant 
future. Despite the risks highlighted in this note, last month we pushed out the first 
rate rise in our forecast from November 2015 to February 2016.  

We think that there are two key reasons why the BoE will wait until 2016. The first is 
the lower than expected inflation seen in recent months, partly caused by a stronger 
pound. Sterling has risen by about 6% against the US dollar and by 2% against the 
euro since the start of April. The risk of raising interest rates before the US Fed is 
that sterling appreciates much further, causing import price inflation to fall.  

The second reason for the delay is that according to both the Schroders and the BoE 
forecasts, inflation is likely to remain below 1% until early next year. This is significant 
as the BoE’s inflation target is set as a 1% upper and lower band around a 2% 
central target.  We do not think the MPC will want to explain to the public why it 
needs to raise interest rates, but at the same time, the Governor is writing letters to 
the Chancellor to explain why inflation is too low. It would be a communication 
nightmare.   

As Chart 10 shows, our forecast has CPI inflation remaining below 1% in 2015, but 
then quickly rising above 2% by the end of 2016, compared to the BoE’s forecast, 
which sees CPI staying below 2% until much later. We could of course be wrong. 
Chart 10 also shows the range of possibilities generated by our risk scenario 
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forecasts (see May Viewpoint for more details). It shows that there is a risk that a 
combination of global trends and the domestic economy produce higher inflation, but 
that overall, the risks to our forecast are skewed to the downside. 

 

Meanwhile, 
inflation 
remains below 
the BoE’s lower 
bound inflation 
target 

Chart 10: Low inflation in 2015 should keep BoE on hold 

 
Source: Thomson Datastream, ONS, BoE Inflation Report forecast (Mode assuming market 
interest rates – May 2015), Schroders. 24 June 2015. 

The overnight interest rate swaps market suggests investors only expect the BoE to 
raise hike by 75 basis points by the end of 2016, compared to our forecast of 100 
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 The prophesies of Delphi: would Grexit topple EM? 

The ultimate 
consequences 
of Grexit are 
uncertain 

 

 

 

 

 

 

 

 

Trade links with 
EM are limited 
but second 
round impacts 
may be larger 

 

An oft-cited story from ancient Greece tells of the prophetic powers of the oracle at 
Delphi, which prompted King Croesus to consult it when deciding whether to attack 
Persia. The oracle’s advice was supposedly: “If you cross the river, a great empire 
will be destroyed”. Croesus duly attacked, full of optimism, and saw his own empire 
destroyed as a result. In the modern forecasting world, this would typically be viewed 
in a dim light by the unfortunate client, but in ancient Greece, inconsistencies 
between prophecies and events were dismissed as a failure of interpretation, not an 
error of the oracle. Surely no one would be as cynical as to claim the same of 
economists today. 

In any event, the discussion around the possibility of a Greek exit (Grexit) from the 
Eurozone tends to focus on the damage to Greece (which seems inevitable) and the 
Eurozone (which we would contest). What if, though, like Croesus, the focus is on 
the wrong kingdom? Could Grexit trigger a broader based emerging market (EM) 
problem? 

Tracing the connections 

Beginning with real economy linkages first, perhaps the most obvious place to start is 
trade. Perhaps unsurprisingly, Greece itself does not rank as a major export partner 
for any large economy. Though about 10% of its imports in 2014 came from Russia, 
this amounted to just 1% of that country’s total exports. Elsewhere in EM, exports to 
Greece rarely exceed 0.5% of GDP, and are usually lower.  

We might also consider trade with the Eurozone, which could be disrupted in the 
event of Grexit. It should be noted that we believe the economic impact of a Greek 
exit on the Eurozone would be limited, however, so any disruption would be 
temporary at most. We will see later that German banks are still very involved in 
Greece, so there may be some knock-on effects via trade financing in the short run. 

Chart 11: Trade links between Europe and EM 
 

 
Source: Thomson Datastream, Schroders. 24 June 2015. 

In the event that Grexit did damage trade, either through an impact on trade finance 
or on demand, the region’s neighbours look most exposed. Central and Eastern 
European (CEE) countries, as well as Turkey, send a large proportion of their goods 
to the Eurozone. For the rest of EM, the share is smaller, but still significant enough 
that for small, open economies – most of the Latin American and Asian 
manufacturers – a fallback in exports would weigh on growth.  

Still, we would like to emphasise that we do not expect a significant macroeconomic 
impact from Grexit on the Eurozone, so this channel is not one we are particularly 
concerned with.  
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Financial 
linkages provide 
a marginally 
greater source 
of concern 

The next linkage to consider is a financial one, in the form of bank claims. Firstly, EM 
countries with significant bank claims on Greece would suffer material losses, while 
any economy in which Greek banks still maintain a presence would presumably see 
tighter credit conditions in the wake of a Greek exit. BIS data, though, shows minimal 
EM claims on Greece: out of a total $67 billion in foreign bank claims on the country, 
only $47 million are from EM banks (and these are almost entirely Turkish). 
However, going the other way, Greek banks retain significant claims on some EM 
countries, concentrated in the CEE region. Typically, these are small economies 
however, and claims on the larger CEE nations like Poland and Hungary are 
minimal. One possible area of concern is Turkey, for whom Greek banks account for 
around 12% of all foreign bank claims ($31 billion).  

As hinted at when we discussed trade, beyond the direct financial impact via claims 
on and by Greece, we should consider the second round effects as other major 
lenders get their fingers burnt. Banks in developed markets may pull back from the 
region or otherwise related lending, perhaps from contagion or growth concerns. The 
major foreign lenders to Greece (bear in mind this will refer to the private sector, with 
government debt now almost solely in the official sector’s hands) are Germany, the 
UK, the US and Switzerland, with small amounts held by most Eurozone economies. 

Chart 12: Risk of contagion through the financial channel 

 
Source: Thomson Datastream, Schroders. 24 June 2015. “Top 4 lenders to Greece” refers to 
the banking sectors of Germany, the UK, US and Switzerland. 

Looking at the lending done elsewhere by these top four countries, they also have 
large claims (when compared to GDP) on the CEE economies, along with a 
scattering of the smaller Latin American and Asian countries (chart 12). Looking at 
those countries with a high degree of exposure to European banks as a whole, the 
list is quite similar, with the CEE countries well out in front, but significant reliance 
again in parts of Latin America, and also in Turkey and South Africa. Grexit could 
feasibly add to financing pressures on some of these countries, particularly where 
foreign financing needs are high (a theme we have touched on repeatedly). Were 
Grexit to coincide with Fed tightening, the effects would be particularly damaging. 

However, bank claims on Greece are, according to our banks analyst, typically 
collateralised, and represent only a small share of bank assets, such that Grexit is 
not a threat to Eurozone banks. Only contagion risk poses a concern.    

A poisoned well 

Having dealt with the relatively straightforward channels, what remains is the slightly 
fuzzier route of sentiment and contagion. With Greece categorised as an emerging 
market, Grexit may generate negative sentiment around EM, prompting capital flight 
across asset classes. We can look to recent history to see how this might play out. 
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Chart 13: Market behaviour during the last round of Grexit fears 

 
Source: Bloomberg, Schroders. 19 June 2015. 

Market 
contagion 
should be more 
limited this time 
around 

The fear of Grexit (and Eurozone breakup more generally) last peaked as the world 
entered 2012.  Greek government bond spreads blew out to enormous levels (chart 
13) and equity also underperformed. For EM generally, the period was associated 
with underperformance versus developed markets, with some evidence of contagion 
as EM Europe underperformed the rest of EM, and Hungary’s bond spreads tracked 
the behaviour of Greece’s. Poland’s bonds seem to have proved more resilient, 
behaving largely in line with EM generally – seemingly shrugging off the huge end-
2011 spike in Greece. 

In the years since, conditions initially improved in Greece before once again 
deteriorating in mid 2014. This time, however, we seem to have seen a decoupling 
of the CEE countries from Greece, at least in the eyes of markets. Bond spreads in 
Hungary and Poland tightened whilst Greek spreads widened; with some thanks 
likely due to the European Central Bank’s quantitative easing, but also policy and 
balance sheet improvements since 2011. Both fiscal and current accounts have 
improved in major CEE economies in the last five years.  Most recently, the 
announcement of a Greek referendum did see bond yields rise in CEE, but less so 
than in the Eurozone periphery. While it is true that equity markets still look 
correlated in EM Europe and Latin America, our view would be that this is for 
reasons beyond Greece; poor export earnings, weak growth, and so on. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chart 14:  Market behaviour since 2013 

 
Source: Bloomberg, Schroders. 29 June 2015. 
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Balance sheets 
will matter, 
watch Turkey 

 

However, one country which does display some correlation with the recent widening 
in Greek bond spreads is Turkey. This may be unconnected to Greece – Turkey has 
been subject to considerable domestic political tensions recently – but given the 
financial exposures discussed earlier, we are inclined to view it in a less favourable 
light. More generally, the reaction of debt spreads to Grexit is likely to be related to 
balance sheet strength. Strong fiscal and current accounts will provide resilience. 

Contagion the main risk 

Some smaller CEE economies may see an impact on growth through trade linkages 
and tighter financing as Greek banks withdraw, but the larger regional members will 
see little effect beyond initial market volatility. The direct linkages are simply not great 
enough to matter. As for contagion, it may be that as with the “Taper Tantrum” of 
2013, a wide range of EM economies are hit by a sell-off at first, but stronger 
economies (as measured by fundamentals) recover these losses quickly. If we were 
to raise any concerns at all, they would centre on Turkey, which is connected to 
Greece through trade, finance, and geography, as well as reliant on international 
finance generally. The recent behaviour of its bonds also hints that there may be 
some limited contagion at work already. If Turkey were to fall, the risk of contagion to 
the rest of EM rises considerably, particularly for those economies also heavily 
reliant on foreign capital flows: the rest of the Fragile Five (bar India) and some other 
Latin American countries. It is a tail risk, but we cannot completely rule out the fall of 
an empire should Greece cross the river out of the Eurozone. 
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Schroder Economics Group: Views at a glance 

Macro summary – June 2015 

Key points 
Baseline 

 After a poor start to the year global growth is now forecast at 2.5% for 2015, similar to 2014. Activity is still 
expected to pick-up as we move through the year, but the world economy is taking longer than expected 
to respond to the fall in energy costs. 

 Despite a weak first quarter, the US economy is on a self sustaining path with unemployment set to fall 
below the NAIRU in 2015, prompting greater inflationary pressure and Fed tightening. First rate rise 
expected in September 2015 with rates rising to 1% by year end. Policy rates to peak at 2.5% in 2016. 

 UK recovery to moderate in 2016 with cooling housing market and resumption of austerity. Interest rate 
normalisation to begin with first rate rise in February 2016 after the trough in CPI inflation. BoE to move 
cautiously with rates at 1.5% by end 2016 and peaking at around 2.5% in 2017. 

 Eurozone recovery picks up as fiscal austerity and credit conditions ease whilst lower euro and energy 
prices support activity. Inflation to remain close to zero throughout 2015, but to turn positive again in 2016. 
ECB to keep rates on hold and continue sovereign QE through to September 2016. 

 Japanese growth supported by weaker Yen, lower oil prices and absence of fiscal tightening in 2015.  
Momentum to be maintained in 2016 as labour market continues to tighten, but Abenomics faces 
considerable challenge over the medium term to balance recovery with fiscal consolidation. 

 US still leading the cycle, but Japan and Europe begin to close the gap in 2015. Dollar to remain firm as 
the Fed tightens, but to appreciate less than in recent months as ECB and BoJ policy is mostly priced in. 

 Emerging economies benefit from advanced economy upswing, but tighter US monetary policy, a firm 
dollar and weak commodity prices weigh on growth. China growth downshifting as the property market 
cools and business capex is held back by overcapacity. Further easing from the PBoC to follow.  

Risks 

 Risks are skewed towards deflation on fears of Eurozone deflationary spiral, China hard landing and 
secular stagnation. The risk that Fed rate hikes lead to a tightening tantrum (similar to 2013) would also 
push the world economy in a deflationary direction as higher bond yields tighten financial conditions. 
Inflationary risks stem from a delay to Fed tightening, or a global push toward reflation by policymakers. 
Although disruptive in the near term, further falls in oil prices would boost output and reduce inflation. 

Chart: World GDP forecast  

 
Source: Thomson Datastream, Schroders 27 May 2015 forecast. Please note the forecast warning at the back of 
the document. 
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Schroders Baseline Forecast 

 

Real GDP

y/y% Wt (%) 2014 2015 Prev. Consensus 2016 Prev. Consensus

World 100 2.6 2.5  (2.8) 2.5 2.9  (3.0) 3.1

Advanced* 63.2 1.7 1.9  (2.2) 1.8 2.1  (2.2) 2.3

US 24.5 2.4 2.4  (3.2) 2.2 2.5  (2.7) 2.8

Eurozone 19.2 0.9 1.4  (1.3) 1.5 1.6 (1.6) 1.8

Germany 5.4 1.6 1.6 (1.6) 1.9 2.1  (2.0) 2.0

UK 3.9 2.8 2.2  (2.6) 2.4 1.9  (2.0) 2.5

Japan 7.2 -0.1 0.9  (1.6) 1.0 2.0  (2.2) 1.7

Total Emerging** 36.8 4.3 3.6  (3.7) 3.6 4.3  (4.4) 4.5

BRICs 22.6 5.4 4.2 (4.2) 4.4 4.9 (4.9) 5.2

China 13.5 7.4 6.8 (6.8) 6.9 6.5 (6.5) 6.7

Inflation CPI 

y/y% Wt (%) 2014 2015 Prev. Consensus 2016 Prev. Consensus

World 100 2.8 2.8  (2.5) 2.5 3.1  (3.0) 3.1

Advanced* 63.2 1.4 0.6  (0.5) 0.3 1.7  (1.8) 1.7

US 24.5 1.6 0.9  (0.7) 0.2 2.3  (2.2) 2.1

Eurozone 19.2 0.4 0.2  (0.1) 0.2 1.2 (1.2) 1.3

Germany 5.4 0.8 0.5  (0.4) 0.5 1.7 (1.7) 1.7

UK 3.9 1.5 0.4  (0.6) 0.3 1.8  (2.1) 1.6

Japan 7.2 2.7 0.8  (0.6) 0.7 1.1  (1.3) 1.0

Total Emerging** 36.8 5.1 6.4  (5.9) 6.3 5.4  (5.0) 5.4

BRICs 22.6 4.0 4.7  (4.5) 4.3 3.6 (3.6) 3.6

China 13.5 2.0 1.4  (1.7) 1.4 2.0 (2.0) 1.9

Interest rates 

% (Month of Dec) Current 2014 2015 Prev. Market 2016 Prev. Market

US 0.25 0.25 1.00 (1.00) 0.56 2.50 (2.50) 1.41

UK 0.50 0.50 0.50  (0.75) 0.77 1.50 (1.50) 1.46

Eurozone 0.05 0.05 0.05 (0.05) 0.02 0.05 (0.05) 0.10

Japan 0.10 0.10 0.10 (0.10) 0.10 0.10 (0.10) 0.10

China 5.10 5.60 4.60  (5.00) - 4.00  (4.50) -

Other monetary policy

(Over year or by Dec) Current 2014 2015 Prev. 2016 Prev.

US QE ($Bn) 4481 4498 4494  (4562) 4512  (4617)

EZ QE (€Bn) 68 31 649  (600) 1189  (1140)

UK QE (£Bn) 375 375 375 (375) 375 (375)

JP QE (¥Tn) 323 300 389 (389) 406 (406)

China RRR (%) 19.50 20.00 18.00  19.00 17.00  18.00

Key variables

FX (Month of Dec) Current 2014 2015 Prev. Y/Y(%) 2016 Prev. Y/Y(%)

USD/GBP 1.57 1.56 1.52  (1.50) -2.5 1.50  (1.48) -1.3

USD/EUR 1.12 1.21 1.08  (1.12) -10.7 1.00  (1.09) -7.4

JPY/USD 123.7 119.9 118.0  (120) -1.6 115.0  (125) -2.5

GBP/EUR 0.71 0.78 0.71  (0.75) -8.4 0.67  (0.74) -6.2

RMB/USD 6.21 6.20 6.30 (6.30) 1.5 6.40 (6.40) 1.6

Commodities (over year)

Brent Crude 61.3 55.8 64.3  (62) 15.1 71.1  (70) 10.6

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

Current forecast updated in May 2015. Previous forecast refers to February 2015

Croatia, Latvia, Lithuania.

Source: Schroders, Thomson Datastream, Consensus Economics, June 2015

Market data as at 25/06/2015

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

Sw eden, Sw itzerland, United Kingdom, United States.

** Emerging markets : Argentina, Brazil, Chile, Colombia, Mexico, Peru, Venezuela, China, India, Indonesia, Malaysia, Philippines, 

South Korea, Taiw an, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, 
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Updated forecast charts – Consensus Economics 

2015 2016 

  

2015 2016 

  
Source: Consensus Economics (June 2015), Schroders. 

Pacific ex. Japan: Australia, Hong Kong, New Zealand, Singapore. 

Emerging Asia: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand. 

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

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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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 

Chart B: Inflation consensus forecasts 


