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World economic recovery faces inflation headwind (page 2)  
 The world economy has started 2017 with strong momentum with business 

surveys signalling robust growth. We have nudged our forecast higher as a result, 
but remain sceptical as to whether current strength will be sustained further out. 
The drivers behind the recovery are set to fade as the inventory cycle turns and 
rising inflation erodes purchasing power and spending.  

 Looking into 2018 the growth forecast is unchanged as upgrades to the BRIC 
economies, Japan and the UK are offset by a downgrade to the US. The latter 
reflects a scaling back of fiscal stimulus in the US in the light of Republican plans 
for tax reform and signs that the President will use his political capital to pursue 
other issues.   

 Our scenario analysis shows that the risks around the baseline are slightly more 
balanced, but are still skewed toward stagflation with rising protectionism the 
highest probability alternative.  

European forecast update: cautiously more optimistic (page 8)  
 Despite recent GDP growth figures surprising to the downside, we have revised 

up Eurozone growth in reaction to strong signals from leading private business 
surveys. The forecast for inflation has also been revised higher, but mostly due to 
higher oil prices rather than underlying inflation. The ECB is expected to slowly 
taper its quantitative easing programme over 2018, but it may be too soon for a 
rise in interest rates. 

 The UK forecast has also been revised higher as the economy continues to 
outperform post-Brexit forecasts. Households are the main source of strength as 
businesses have cut back investment and hiring as expected. The chancellor will 
unveil the Budget in March, while Article 50 is expected to be triggered, starting 
the formal negotiation process for the UK to leave the EU.  

EM: Not Trumped yet (page 16)  
 We are broadly more positive on the EM outlook with the US likely to prove more 

supportive for global growth. Recovery continues in Brazil and Russia, and India 
seems to have suffered less than the market feared from demonetisation. Chinese 
policy, meanwhile, looks unlikely to deliver upsets.  

Views at a glance (page 22) 
 A short summary of our main macro views and where we see the risks to the 

world economy 
 

Chart: Global growth forecast 

 
Source: Schroders Economics Group. February 22, 2017. Please note the forecast warning at 
the back of the document.  
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Overview  

Strong momentum from the end of last year is carrying over into 2017 in the US, 
Europe and Japan. Growth is also firming in the BRIC economies with China 
upgraded to 6.6% year-on-year and our global growth forecast has been nudged 
higher for 2017 to 2.9% (previously 2.8%). For 2018 the growth forecast is 
unchanged at 3% as modest improvements in the BRICs, Japan and the UK are 
offset by a downgrade to the US, where we have scaled back our expectations 
for fiscal expansion.  

Inflation is rising and we have revised up our global forecast for 2017 to 2.7% 
(previously 2.4%) following 2% in 2016. The driver is the rebound in commodity 
prices which are now up some 40% year-on-year, feeding through into producer 
and consumer prices (see chart 1). Higher oil prices are the key driver, and are 
expected to stabilise in 2018 with the result that inflation moderates to 2.3% in 
2018. Hence the increase in inflation is not sustained. The exception to this is in 
the US where we see core inflation rising throughout the forecast period.  

Chart 1: Higher commodity prices driving G7 inflation 

 
Source:  Thomson Datastream, Schroders Economics Group. February 22, 2017. 

Policy-wise, we expect the Fed funds rate to rise to 1.25% this year (two hikes) 
and to 2% by end 2018 (three hikes). The pace of tightening has been 
moderated slightly next year as a result of our slightly weaker growth outlook. 
Elsewhere though interest rates are expected to remain on hold reflecting the 
earlier stage of the cycle in Europe and Asia.  

Consequently, we expect the European Central Bank (ECB) will continue 
quantitative easing (QE) over the forecast period but will begin to taper in 2018. 
The Bank of Japan is expected to keep rates on hold, but maintain qualitative 
and quantitative easing (QQE) as, in a rising US rate environment, purchases will 
be needed to keep the 10-year Japanese Government Bond yield close to zero. 
In China interest rates are expected to fall further, but by less than previously 
expected in 2017 following recent moves by the central bank. Against this 
backdrop we would still expect the US dollar to appreciate as investors take 
advantage of the available carry, but by less than in our previous forecast. 

Factors shaping the forecast 

The revival in global activity in the second half of last year was largely driven by a 
combination of stronger consumer spending and an inventory cycle. For 
example, in the US the pick-up in activity from a 1% annual rate in the first half to 
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2.6% in the second was led by stronger consumption and a significant 
contribution from a swing in the inventory cycle (chart 2). Full data is not 
available for the Eurozone but it was a similar story in the UK with growth being 
driven by consumption and inventory. 

Chart 2: Contributions to growth in the US 

 
Source: Thomson Datastream, Schroders Economics Group. February 22, 2017. 

Going forward we expect these factors will fade. The inventory building cycle which 
has been helpful to manufacturing and trade will probably persist in Q1, but 
thereafter inventories are likely to be in better balance with output, resulting in 
slower growth.  

On the consumer side, rising inflation is eroding real incomes and spending is 
slowing in the US (see chart 3). Although the value of retail spending rose in the 
US in January, in real terms this translated into a fall. For the consumer to remain 
robust we would need to see a drop in the savings rate (i.e. an acceleration in 
credit growth) which is possible, but would seem to be at odds with higher interest 
rates. Alternatively we could see wages accelerate as workers try to regain 
purchasing power. We do expect a gradual increase in wage inflation in the US 
over the forecast period, but not by enough to prevent a slowdown in real income 
growth in 2017.  

Chart 3: Real income is being squeezed by inflation 

 
Source Thomson Datastream, Schroders Economics Group. February 23, 2017. 
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Corporate investment picked up slightly at the end of last year and is likely to 
contribute to growth in Q1 particularly in the energy sector. Business confidence 
is high but we would note that corporate borrowing appears to be slowing, an 
indication that companies are becoming more cautious (chart 4). 

Meanwhile, corporate borrowing in Europe is picking up and along with the 
recent PMI figures this suggests that we may see a change in leadership 
amongst the developed economies away from the US and towards the Eurozone. 
Despite the increase in political uncertainty the Eurozone is holding up well. 

Chart 4: US bank lending stalls as Europe revives 

 
Source: Thomson Reuters Datastream, Schroders Economics Group.  February 23, 2017. 

Slower US consumer spending alongside a peak in the boost from the inventory 
cycle, suggests that US growth may falter again later in the year before picking 
up in 2018 as fiscal stimulus comes through. We have, however, trimmed our 
expectations for the boost from fiscal policy. 

Scaling back the Trump fiscal stimulus 

This may sound odd given that the president has said he will shortly announce a 
“phenomenal tax plan”. However, he appears to be using up much of his political 
capital on immigration and the Supreme Court. Meanwhile, the Congress is 
pushing a different fiscal agenda, given the proposals from the Republican leader 
of the house Paul Ryan. His border tax adjustment plan (BTA) remains very 
much alive and is being put forward as a reform to the tax system which would 
help fund much of the cut in headline corporation tax. It also meets the 
protectionist agenda by removing tax deductibility on imports whilst subsidising 
exports.  

The downside on BTA is that it adds directly to inflation as it is equivalent to a 
25% tariff on imports. Depending on the reaction of the dollar and the degree of 
pass through to the consumer, we could see a step increase in consumer price 
index (CPI) inflation of between 1½ – 2%. This would probably prompt higher 
rates from the Federal Reserve (Fed) who would fear that wages would follow, 
creating a second round of price increases. The tax also creates winners and 
losers: big exporters and producers who can source domestically are clear 
winners whilst importers such as retailers are the losers. Pressure from the latter 
may well scupper the tax.  

Currently most commentators would put the odds on BTA at around 30%, so it is 
not the central case. Nonetheless, it is clear that Republicans are not prepared to 
give up on controlling the budget deficit and debt levels and that some sort of tax 
hike is likely, be it BTA or a more conventional value added tax (VAT). 
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Scenarios 

We have updated our scenarios. Three scenarios relate to potential policies from 
President Trump. Two are triggered by an increase in tariffs by the US on China 
of the order of 10%. In the first scenario (“Rising protectionism”) China responds 
by devaluating the renminbi (RMB) by 10%, which in turn causes Japan to 
weaken the yen (JPY) by an equivalent amount through increased QQE. Shortly 
afterwards the ECB follows by stepping up its own QE programme and 
weakening the euro. Hence this scenario combines trade protection with 
currency wars. The result is stagflation for the world economy as higher tariffs 
push up prices and weaker trade slows growth. Financial market volatility is likely 
to rise, thus undermining activity further through negative wealth effects and an 
increase in the cost of capital.  

The second scenario assumes a different reaction to the imposition of tariffs with 
China dumping US Treasuries. To some extent this has already been happening 
as China has been running down its foreign exchange reserves and considerable 
Treasury holdings so as to stabilise the RMB in the face of capital outflows. 
These have fallen from over 12% of the market in 2011 to less than 8% at the 
end of last year (chart 5). 

Chart 5: China is selling Treasuries 

 
Source: U.S. Treasury, Thomson Reuters Datastream, Schroders Economics Group. February 
23, 2017. 

This scenario assumes that China accelerates sales with the result that US 
Treasury yields rise significantly, thus tightening financial conditions and tipping 
the US into recession. Such a scenario is deflationary as, after an initial increase 
in inflation from tariffs, the downturn in the US results in lower growth and 
inflation in the rest of the world. Monetary policy would be eased with the Fed 
expected to cut the Fed funds rate.  

The third scenario is “US fiscal reflation” where President Trump succeeds in 
pushing a significant or “phenomenal” stimulus package through Congress (3% 
GDP compared with 1% in the baseline). This boosts economic activity in the US 
with spillover effects to the rest of the world. Commodity prices rise and labour 
markets tighten with the result that inflation rises. The Fed hikes rates to 3% by 
end 2018 as US GDP growth hits 4%.   

This scenario was in place last quarter, as was our “Le Pen breaks Europe” 
scenario where the leader of the Front National is elected president of France. 
For good measure, we assume that this is followed by the election of Beppe 
Grillo’s Five Star Movement in Italy. Thus the euro faces the loss of two of its key 
constituents with severe repercussions in bond markets where spreads on 
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French, Italian and other peripheral bonds blow out. Europe falls into recession 
with deflationary implications for the rest of the world. Such pressures are likely 
to be increased by a massive appreciation of the dollar as capital departs the 
euro area.  

We have two new scenarios. “Old normal” refers to a world where global growth 
picks up pace to around 3% as a result of the improvement in near term 
momentum becoming self sustaining as animal spirits rise and/or fiscal policy 
kicks in. However, rather than a rise in inflation, productivity improvements mean 
that price stability is maintained. The trade-off between growth and inflation 
returns to pre-financial crisis levels. Central banks respond by raising interest 
rates in recognition of a higher equilibrium real rate. In terms of our classification 
we would term this as a productivity boost scenario.  

The second new scenario is one where the OPEC deal breaks down as tensions 
between Saudi Arabia, Iran and Russia cause production quotas to fail, resulting 
in the oil price to dropping to $30/barrel. After an initial period of weakness as oil 
producers cut back, global growth revives via stronger consumer spending. The 
net effect is similar to a productivity boost with growth stronger and inflation 
lower. The “Russian rumble” scenario is effectively the opposite of this with 
aggression in Ukraine resulting in increased sanctions and higher oil prices as 
Russia cuts oil supply to the west.   

The impact of the different scenarios in terms of their effect on growth and 
inflation relative to the baseline is summarised in chart 6. 

Chart 6: Scenario grid: outcomes vs. baseline 

 
Source: Schroders Economics Group, February 22, 2017. Please note the forecast warning at 
the back of the document. 

Having been through a long period where the risks were skewed toward deflation 
and stagflation we now have a much broader spread of outcomes reflecting the 
introduction of two productivity boosting scenarios and removal of the secular 
stagnation scenario. The latter has not disappeared as a risk but has diminished 
in probability. Overall, the risks are now more evenly balanced although are still 
slightly skewed toward more stagflationary outcomes with rising protectionism 
being the highest risk individual scenario (see table 1). 
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Table 1: Balance of probabilities by scenario outcome vs. baseline 

Scenario Probability 
February 2017, % 

Probability 
November 2016, % 

Change, 
% 

Stagflationary 13 16 -3 

Deflationary 10 24 -14 

Reflationary 7 9 -2 

Productivity boost 10 0 +10 

Baseline 60 50 +10 

Source: Schroder Economics Group, February 23, 2017.  Please note the forecast warning at 
the back of the document. 
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We find ourselves revising up our European growth forecasts this quarter, as a 
combination of upside surprises to official data and stronger signals from 
business surveys have led us to conclude that economies are enjoying a cyclical 
upswing. However, at the same time, we remain cautious as higher inflation and 
political risk could damage confidence and activity. 

Eurozone growth steady but disappoints 

Eurozone real GDP growth was unchanged at 0.4% in the fourth quarter, 
although this was below consensus expectations. Ordinarily, the result would 
have been viewed favourably and is consistent with slightly above trend growth; 
however, private business surveys had suggested that GDP growth would 
accelerate to between 0.6% to 1.1%

1
. 

Within member states, the main culprits behind the disappointment in Eurozone 
growth were Germany and Italy, both of which disappointed in the fourth quarter, 
although Germany also saw its GDP growth downgraded in the third quarter as 
well (chart 7). Otherwise, Spain led the way recording 0.7% quarter-on-quarter 
growth, followed by Portugal (0.6%), Austria (0.6%) and the Netherlands (0.5%). 
France saw an improvement at the end of 2016 with growth doubling to 0.4%, 
but Greece saw growth fall sharply from 0.9% in the third quarter to -0.4% in the 
fourth. 

Chart 7: Eurozone remains robust 

 
Source: Eurostat, ONS, Schroders Economics Group. February 23, 2017. 

For 2016 overall, Spain also led the group with 3.3% growth compared to 3.2% in 
2015. Germany and Italy also saw accelerations, growing by 1.8% and 1% 
respectably. France was the only major member state that saw a deceleration in 
its growth, slipping slightly from 1.2% to 1.1%. However, when compared to 
consensus forecasts at from the start of 2016, only Spain surprised to the upside 
(+0.6 percentage points). Germany met expectations, while both Italy and France 
disappointed by 0.3 percentage points.  

 

 
 

                                                 
1
As highlighted in chart 6 in last month’s Economic and Strategy Viewpoint. 
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The expenditure breakdown of GDP for the fourth quarter and the full year is not 
yet available, but it looks like 2016 was a reasonably solid year for the Eurozone 
as a whole, even if growth decelerated from 2.3% in 2015 to 1.7%. This level of 
growth remains consistent with ongoing employment growth and falling 
unemployment. 

Eurozone forecast update 

Looking ahead, despite the recent disappointment in the official data, leading 
private business surveys have continued to rise. There is also a good chance 
that surveys like the Markit purchasing managers indices (PMIs) have been too 
optimistic, as they were in 2006, 2011 and 2014 (chart 8). On the other hand, we 
always have to be careful in making conclusions about official data at this time of 
year due to seasonal adjustments, therefore, we may see a sharp rebound in the 
first quarter which more than makes up for the fourth quarter miss. Ultimately, 
when leading indicators hit a six-year high like the PMIs have, they cannot be 
ignored. 

Chart 8: PMI hits a six-year high signalling stronger growth 

 
Source: Thomson Datastream, ONS, Schroders Economics Group. February 22, 2017. 

Taking the surveys into consideration, we have decided to revise up the 
Eurozone growth forecast from 1.2% in 2017 to 1.5% (chart 9). It is worth noting 
that this remains below consensus (1.6%), as we remain concerned over the 
impact of higher inflation on business and household spending, and rising 
political risk. For 2018, we have left the growth forecast unchanged at 1.8%, but 
it still represents an acceleration as the headwinds to growth fade (consensus 
at 1.5%). 

 

 

 

 

 

 

 

 

-6%

-4%

-2%

0%

2%

4%

6%

-6%

-4%

-2%

0%

2%

4%

6%

06 07 08 09 10 11 12 13 14 15 16 17

Eurozone GDP growth, Y/Y Markit PMI, EZ Composite (standardised)



March 2017  

 

10 

 

We have revised 
up forecasts for 
growth and 
inflation in 2017, 
but 2018 remains 
unchanged  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Germany, France 
and Italy have all 
had their growth 
forecasts revised 
higher  

 

 

 

 

 

 

 

 

 

 

 

 

Chart 9: Eurozone GDP forecast       Chart 10: Eurozone inflation forecast 

 

Source: Schroders Economics Group. February 22, 2017. Previous forecast from November 
2016. Please note the forecast warning at the back of the document. 

The eurozone inflation forecast has also been revised up, although most of this 
is related to the faster-than-expected rise in oil prices. In US dollar terms, the 
spot price of a barrel of Brent crude oil has risen by just under 22% since our last 
forecast update, while the forwards imply 12 percentage points more oil inflation 
over 2017 than previously. This should feed through over the course of this year, 
and as a result, we have revised up the eurozone annual average inflation 
forecast from 1.3% to 1.6% for 2017, but have not changed the forecast for 
2018 (0.9%).  

Higher inflation raises the downside risk to our growth forecast as we do not 
think wages will keep up with the rise in the cost of living. With less real 
disposable income, households are likely to cut back spending, which has been 
a useful contributor to GDP growth in recent years. While we continue to expect 
household consumption to slow, business investment looks more positive, 
especially against an improving backdrop for exporters.  

Amongst the big member states, GDP growth for Germany, France and Italy 
have all been revised higher, while Spain has been left unchanged. This is the 
case for both this year and next, although 2017 has had the larger revisions 
(table 2). 

Table 2: Eurozone growth forecast 

 2017 Prev. 2018 Prev. 

Germany 1.6 1.4 2.0 1.9 

France 1.2 0.8 1.5 1.3 

Italy 0.8 0.3 1.1 1.0 

Spain 2.4 2.4 2.8 2.8 

Eurozone 1.5 1.2 1.8 1.8 

Source: Schroders Economics Group. February 22, 2017. Previous forecast from November 
2016. Please note the forecast warning at the back of the document. 

ECB to withdraw support gently  

The upwards revision to our inflation forecast now has the monthly profile rising 
through the European Central Bank’s (ECB) 2% upper limit in the very near term, 
before falling back to around 1% by the end of this year. ECB president Mario 
Draghi has recently stated that the expected fall back in inflation justifies the 
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loose monetary policy stance from the central bank. Since our last forecast 
update, the ECB announced that it would extend its quantitative easing (QE) 
programme to at least the end of 2017 (previously due to end in March), 
however, with a reduction in the monthly purchases from €80 billion to €60 billion 
per month. The size of purchases is smaller than we had expected, but the 
extension is longer.  

Looking ahead, we now forecast the monthly purchases to be tapered again 
from January 2018 to €40 billion per month (likely to be announced in 
September), then again to €20 billion per month from in the third quarter, and 
finally down to €10 billion per month for the final quarter of 2018. This should 
pave the way for interest rates to rise in early 2019, which according to 
Bundesbank president Jens Weidmann

2
 “…these expectations do not sound 

absurd”. Note, we no longer assume the ECB will cut the deposit rate any 
further, but do not rule out further stimulus should one of our adverse scenarios 
materialise.  

Political risk update 

As for the political risk this year, opinion polls still suggest that Geert Wilders’s 
Party for Freedom will win the most seats in the Dutch election on 15 March, but 
our view remains that he will struggle to form a coalition that will support his 
policy of holding a referendum on the Netherlands’ membership of the euro.  
Indeed, since our last politics update in the October Economic and Strategy 
Viewpoint, his poll ratings have reduced the size of his projected victory to just a 
handful of seats. We expect a long and protracted negotiation to follow, but the 
risk of the “Nexit” is reasonably low. 

Meanwhile, the big worry for most investors – the French presidential election – 
has continued to provide surprises with respect to candidates. François Fillon 
unexpectedly beat both Alain Juppé and former president Nicolas Sarkozy to 
take the Republican party’s candidacy, only for allegations to emerge of illicit 
payments to family members. This has hurt his party’s poll ratings, which are 
now neck and neck with those of Emmanuel Macron – the former Minister of 
Economy and leader of the new movement “En Marche”. Macron has just 
received the offer of an alliance from François Bayrou, the influential former 
education minister and leader of the centrist group the “Mouvement Démocrate”. 
When included in polling, Bayrou usually receives 5 – 6% of potential votes, 
which would be enough to put day light between him and Fillon in the contest for 
second place in the first round election (23 April). However, whether this helps in 
the second round election is questionable (7 May). In any case, head-to-head 
polls show Marine Le Pen would probably lose to either Fillon or Macron. Against 
Fillon, she would receive 43% of the votes, while against Macron, she would 
receive 40%.  

Our baseline forecast assumes that either Macron or Fillon defeat Le Pen, thus 
avoiding potential market instability. We will decide on the precise implications 
for the French forecast later in the year between Macron and Fillon. If Le Pen 
does manage to defy the odds, like Trump and the Brexiteers, then our “Le Pen 
breaks Europe” scenario could help form our new base case. See the previous 
section for more details.  

In Germany, Angela Merkel’s lead has been cut dramatically following the 
announcement that Martin Schulz would become the Social Democrats’ 
candidate for the chancellorship. Schulz was the president of the European 
Parliament, but his decision to return to domestic politics has reduced the lead of 
the incumbent Christian Democratic Union and Social Union parties from over 
ten points to under five points since our October update. While this spells trouble 

                                                 
2
Interview with Bloomberg TV 23 February 2017. 

http://www.schroders.com/en/SysGlobalAssets/digital/insights/pdfs/esv/2016/economic-strategy-viewpoint-schroders-october2016.pdf
http://www.schroders.com/en/SysGlobalAssets/digital/insights/pdfs/esv/2016/economic-strategy-viewpoint-schroders-october2016.pdf
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for Merkel, the main concern from the perspective of markets is the rise of the 
extreme right-wing Alternative für Deutschland (AfD). Interestingly, the opinion 
polls suggest that the AfD is losing support, and is even less likely now to have a 
substantial impact. Therefore, while the contest between Merkel and Schulz will 
be fascinating, along with the rainbow coalition that will probably be formed after 
the election, the chances of political risk emanating from Germany are very low.  

Finally, Italy is due to hold an election in the first quarter of 2018, although it 
could be brought forward due to the lack of a mandate for the current leadership. 
The risk here is that the anti-establishment and anti-austerity Five Star 
Movement (M5S) beats the incumbent Democratic Party, which has seen its lead 
in opinion polls fall to between just two and five points. Our baseline assumes 
that the Democrats will win the most seats and therefore be invited to form a 
coalition with other parties, which it does successfully, but clearly if the M5S win, 
then it will be very difficult to govern Italy for many years, potentially leading to a 
sovereign debt crisis, and potentially the eventual exit from the euro.  

UK forecast: another upgrade, but downside risks are elevated 

As with our previous forecast update, we find ourselves revising up our growth 
forecast for the UK, following another strong quarter of activity. Real GDP growth 
accelerated in the final quarter of last year to 0.7% quarter-on-quarter, although 
revisions to past data meant that 2016 as a whole saw slower growth (1.8%) 
compared to 2015 (2.2%) and 2014 (3.1%).  

The UK’s vote to leave the European Union was expected to cause a significant 
slowdown in growth through a hit to the confidence of households and 
businesses. This former assumption was the key mistake that most economists 
(including ourselves) made. Households have if anything increased spending in 
the wake of the vote, despite real disposable income falling over the same 
period. In fact, 2016 was the strongest year for growth in real household 
consumption since 2007 (3.2% – see chart 11).  

Meanwhile, businesses have largely behaved as expected. Greater uncertainty 
over the UK’s relationship with the EU, currency volatility and uncertainty over 
future demand have led firms to cut back on investment and hiring. 2016 is the 
first year where business investment in real terms contracted since the height of 
the global financial crisis (2009). 

Chart 11: Post Brexit, investment is down, but household consumption up 

 
Source: Thomson Datastream, ONS, Schroders Economics Group. February 22, 2017. 
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Government spending made a small positive contribution, while net trade made 
a larger negative contribution. Overall, if household spending was excluded, the 
rest of the economy would have contracted in 2016 – highlighting the imbalances 
in the economy, and the downside risks given the sharp rise in inflation.  

As is the case in the rest of Europe, higher energy price inflation is lifting 
headline inflation rates for the UK economy. However, the UK also has to cope 
with the impact of the depreciation in sterling since the Brexit referendum.  

Producers’ input price inflation is running at 20.5% year-on-year (y/y), some of 
which is being passed on through higher output and retail prices. The consumer 
price index (CPI) has risen from zero y/y last March, to 1.8% y/y in the latest 
reading from January. Based on our latest forecast, inflation is set to rise to 
approximately 3.5% by August this year, before heading back below 3% in 2018 
(chart 13). Compared to our previous forecast, inflation in 2017 has not been 
revised, but has been revised up for 2018. 

Returning to UK growth, our forecast has been revised up for 2017 from 1.4% to 
1.8%, although almost half of this revision has been caused by base effects. The 
forecast for 2018 has also been revised higher: from 1.5% to 1.7%. As chart 12 
below illustrates, we continue to forecast a slowdown in real activity, mainly due 
to the rise in inflation, which we expect to squeeze the disposable income of 
households. We have revised up growth on the back of the revised assumption 
on savings. It seems that households are prepared to save less (borrow more) in 
order to finance current expenditure. We think this could continue over the next 
couple of years, with the use of credit to smooth consumption. While the Bank of 
England has cited concerns over the alarming rise in unsecured loans, it does 
not appear to be willing to act to slow borrowing. 

Chart 12: UK GDP forecast                  Chart 13: UK inflation forecast 

 
Source: Schroders Economics Group. February 22, 2017. Previous forecast from November 
2016. Please note the forecast warning at the back of the document. 

BoE likely to remain on hold 

While stronger growth is welcomed news for policy makers, the Bank of England 
remains cautious over the immediate outlook. It has revised up its growth 
forecast to 2% for 2017, well above our forecast and consensus estimates 
(1.5%). Should growth disappoint its assumptions, we could see a dovish shift in 
communication. If growth data severely undershoots, then we could see another 
cut in interest rates, or even a restart of quantitative easing (gilt purchases, 
which ended in January). Meanwhile, its new estimate of the NAIRU (non-
accelerating inflation rate of unemployment) of 4.5% means that unemployment 
would need to fall further before the Bank of England would consider raising 
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interest rates. As things stand, it is forecasting a slight rise in the unemployment 
rate owing to slowing growth. Indeed, when excluding the self-employed, 
government sponsored trainees and volunteer workers, employment growth has 
slowed to its lowest annual growth rate in four years. This suggests that policy is 
likely to remain very loose for some time yet.  

Budget 2017 preview: more wriggle room 

Chancellor Philip Hammond is due provide an update on fiscal policy on 8 
March, including the latest set of projections from the independent Office for 
Budgetary Responsibility (OBR). The OBR had forecast growth of 2.1% for 2016, 
yet despite the slight undershoot in growth, it looks like the chancellor will have a 
little more wriggle room than previously forecast (Autumn Statement 2016).  

Looking at government borrowing in the fiscal year to January, the budget deficit 
stood at £49.3 billion compared to £62.9 billion during the same period in 
2015/16.  Assuming the same run rate of savings, the chancellor could find he 
has around £12 billion to play with in his next update from the current fiscal year 
alone (chart 14). The OBR’s growth forecast for 2017 now looks too pessimistic, 
and so an upward revision could also yield another couple of billion compared to 
the previous forecast 

Chart 14: UK borrowing to undershoot previous forecast 

 
Source: ONS, OBR, Schroders Economics Group. February 21, 2017. 

Given the significant downside risks to the economy, and the OBR’s assessment 
that the government is not meeting any of its three fiscal targets, Hammond may 
opt to bank most of the unexpected gains that are found. However, he will also 
be under considerable pressure to find more funding for the National Health 
Service (NHS) and social care, following a sizeable media campaign in recent 
months. Moreover, there is growing anger of the size of the re-rating of business 
rates, especially in London and the South-East, where the tax will double in 
some poorer parts of London, and more than quadruple for some high-end 
fashion retailers.  

As we stated following the Autumn Statement last year, we would like to see the 
government take advantage of the close to zero interest rates to invest in badly 
needed public infrastructure, particularly in projects that help boost long-term 
productivity. There was a small nod in that direction last year, and public 
investment spending has increased, but more needs to be done. 
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Triggering Article 50 to fire the starting pistol on Brexit 

Finally, we expect the UK to trigger Article 50 in March to start the proceedings 
to leave the European Union in around two years’ time. The triggering of Article 
50 itself will largely be a non-event for investors given that it has been widely 
flagged for some time.  

The next stage will be the start of the discussion around the status of EU 
agencies in London; and border issues, especially between the Republic of 
Ireland and Northern Ireland and the status of Gibraltar. Discussions also need 
to resolve the cross-border rights of British and EU citizens and companies with 
regards to future access. However, in the near-term, an issue that could become 
a political hot potato is the size of the UK’s exit payment.  

Michel Barnier, the European Commission’s chief Brexit negotiator, has indicated 
that the UK may be asked to pay up to €60 billion (£51 billion or 2.7% of 2016 
GDP) to cover the cost of existing commitments, such as a share of pension 
liabilities of staff, funding for projects already committed to, but not yet funded 
and so on. Analysis conducted by the Financial Times newspaper suggests that 
this is an upper estimate of gross liabilities, and includes contingent liabilities, 
and excludes the value of the UK’s share of EU assets. It estimates that the final 
payment could be worth €20 billion (£17 billion or 0.9% of GDP), which is just a 
little lower than the “Leave” campaign’s fictional claim that Brexit would save the 
UK £350 million per week (£18.2 billion per year), which would the be spent on 
the NHS. It is also worth mentioning that not only can payments be spread over 
a number of years, but contingent liabilities could remain unpaid for a set time 
unless certain payment criteria are triggered.  

A significant political fight over the UK’s exit bill could jeopardise the chances of 
a favourable/friendly trade agreement at a later point. Despite the desire to 
negotiate a trade deal in tandem with the divorce proceedings (listed earlier), 
there is no requirement for trade to be concluded under Article 50, and so 
Barnier is likely to insist on negotiating a trade deal after a settlement has been 
reached on Article 50. 

The precise proceedings and outcome of the negotiations will remain highly 
uncertain for some time. This is likely to keep investors on high alert for any 
signs of better or worse outcomes than expected. However, the negotiations 
themselves are unlikely to have an economic impact before Brexit actually 
happens. Long-term, we assume that a transition deal will be agreed between 
both parties, but that ultimately, the UK will leave the single market, Europe’s 
customs union, and halt the free movement of labour. The impact is likely to be 
more inflationary than anticipated while the transition occurs and negative for 
potential GDP growth over the long-term. 
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Small growth upgrades for the BRICs this time round, except India where we are 
seeing some negative impact from the demonetisation policy enacted last 
November. In China, we continue to expect as much stimulus (largely fiscal) as 
is needed to keep growth on target and provide President Xi with the political 
capital he needs heading into a potential power struggle, with an upgrade driven 
by a stronger US forecast for 2017.  

Table 3: BRIC growth and inflation  

 GDP Inflation 

% per annum 2016f* 2017f 2018f 2016 2017f 2018f 

China 6.7 (6.6) 6.6 (6.5) 6.2 (6.2) 2.0 (2.0) 2.5 (2.3) 2.3 (2.2) 

Brazil -3.5 (-3.8) 0.7 (0.6) 2.1 (1.5) 8.7 (8.8) 4.7 (5.7) 5.4 (5.3) 

India 7.1 (7.3) 7.5 (7.7) 7.9 (7.9) 5.0 (5.0) 4.8 (4.7) 5.2 (5.0) 

Russia -0.2 (-0.3) 1.6 (1.4) 1.7 (1.6) 7.2 (7.2) 5.0 (6.1) 5.2 (5.2) 

BRICs 5.1 (5.0) 5.6 (5.5) 5.6 (5.5) 3.6 (3.6) 3.3 (3.3) 3.3 (3.2) 

Source: Thomson Datastream, Schroders Economics Group. February 22, 2017 (*Numbers 
for China and Russia are final). Previous forecast from November 2016. Please note the 
forecast warning at the back of the document. 

This stronger profile for the US helps support growth in Brazil and Russia, as do 
higher commodity prices (for now) and for Brazil a more aggressive easing 
profile from the central bank. We expect further rate cuts in Russia and Brazil 
thanks to the favourable inflation outlook, nothing more in India given a likely 
rebound in inflation from low levels, and perhaps only a small cut in China 
against a backdrop of monetary tightening in other instruments as the central 
bank tries to rein in the greater excesses of speculation. 

Table 4: BRIC monetary policy 

% (year end) 2016 2017(f) 2018(f) 

China RRR 17.00 16.50 16.00 

China lending rate 4.00 4.00 3.50 

Brazil  13.75 9.50 9.00 

India 6.25 6.25 6.25 

Russia 10.00 8.50 8.00 

Source: Thomson Datastream, Schroders Economics Group. February 22, 2017.  Please note 
the forecast warning at the back of the document. 

China: no significant policy tightening yet 

We make a small upgrade to Chinese growth expectations for 2017, on the back 
of stronger forecast growth in the US. Combined with higher oil prices, this extra 
demand is also seen adding to inflationary pressures. With producer price 
inflation currently running at over 6%, one might expect to see a higher forecast 
for CPI inflation than a mere 2.5%, but in China at least the two measures seem 
to exhibit little relationship (chart 15). Part of this is due to price controls which 
still exist in China, while the dominance of food (about 30%) in the consumer 
price index also helps mute the impact of other goods – the drivers of PPI 
deflation, typically industrial commodities, have little weighting in the CPI basket. 
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Chart 15: Chinese CPI shows little contagion from PPI 

 
Source: Thomson Datastream, Schroders Economics Group. 23 February 2017. 

On the policy front, the People’s Bank of China (PBoC) appears to be turning 
more hawkish. In early February the PBoC tightened policy unexpectedly (unlike 
many other central banks there is no fixed schedule of meetings at which policy 
rates are announced, so almost all rate action in China is unexpected). However, 
this was very marginal; 7, 14 and 28 day repo rates were pushed up 10 bps. 

Such a small change seems unlikely to matter, and indeed our view at the time 
was that this was not serious tightening intended to cool an overheating 
economy given that CPI remains below target, but rather a warning shot across 
the bows of lenders engaged in speculative finance. All the same, there 
appeared to be a surge in the cost of finance for banks, with interbank rates 
climbing across most tenors. So were we wrong to be relatively blasé? 

Chart 16 below shows volumes in the interbank lending market alongside the 
biggest increase in yields seen this year, compared to the end of 2016. 
Immediately apparent is that:  

a) Most interbank lending in China occurs at the overnight rate 

b) The biggest yield increases will impact only a tiny, tiny fraction of lending 

Chart 16: Interbank lending volumes and rates 

 
Source: Emerging Advisors, Thomson Datastream, Schroders Economics Group. February 23, 
2017. 
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We would note also that in many cases interbank rates have retreated from 
stressed levels reflected by these numbers, and that the data series are all 
highly volatile. A short spike in yields is unlikely to impact growth, or to reflect a 
big change in PBoC policy. We expect credit overall to remain fairly easy and 
expansionary, with the PBoC and other regulators to continue their game of 
whack-a-mole with the shadow finance sector. 

Beyond monetary policy, our assessment in November that policy priority would 
be given to stability and continued growth still holds. Most recently, the 
government announced a moderation of its target for spare capacity cuts in the 
coal industry, to 50 million tons from 250 million last year, despite still large 
overcapacity problems. Again, the pain is clearly being forestalled. The National 
People’s Congress, starting on 5 March, will be an event to watch for policy 
announcements, though we would be surprised to see anything too disruptive on 
the reform front, or a change of the growth target from the current 6.5 – 7%.  

Brazil: policy turning more growth supportive 

The bigger change to our Brazil forecast comes in 2018, where we revise growth 
up given a more favourable policy outlook, both from the central bank and from 
the government. 

Central bank policy took a more dovish turn in January, with a decision to cut 
interest rates by 75 bps instead of the 50 bps forecast, and a further 75 bps cut 
to 12.25% in February. The central bank’s earlier caution seemed to have been 
overwhelmed by a raft of weaker data. Though improving, retail sales and 
industrial production both point to an economy which is still in contraction. 
Fortunately for the central bank, this soft activity means inflation pressures are 
also ebbing. Headline inflation is now below the upper band of the target for the 
first time since December 2014. The bank’s own forecast for inflation has now 
been revised down to 4.4% this year, implying scope for greater cuts than priced 
by the market. This means we could see the rate cut below 10% this year (we 
have pencilled in an end of year figure of 9.5%), which will gradually feed 
through into activity mainly in 2018 and beyond. The aggressive easing will be 
welcomed by corporates and households who continue to strain under high debt 
service burdens (charts 17 & 18), but it is unlikely to prompt much re-leveraging 
just yet. While commercial banks have already eased rates in line with the 
central bank’s decision, unemployment continues to grow and will do so even for 
some time after GDP recovers.  

Charts 17 & 18: Debt burdens and quality should benefit from lower 
rates in Brazil 

 
Source: Thomson Datastream, Schroders Economics Group. February 23, 2017. 

 

15

16

17

18

19

20

21

22

23

24

5

7

9

11

13

15

17

19

21

09 10 11 12 13 14 15 16 17

SELIC Household debt service ratio, rhs

%, y/y

0

1

2

3

4

5

6

11 12 13 14 15 16

Total Corporate Household

NPL ratio (%)



March 2017  

 

19 

Hopes remain high 
for reform, though 
political risk is 
building 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Growth 
rebounding from 
hit to money 
supply 
 

 

 

 

 

 

 

 

 

 

 

 

At the central government level, reform efforts are still being made, but in parallel 
the corruption investigation continues apace. March looks set to be a key date, 
with plea bargains from Odebrecht officials to potentially be made public, and an 
electoral court (TSE) recommendation on nullifying the electoral ticket of 
Rousseff and Temer due. The court has the power to void election results where 
it finds evidence of illegal activity, such as the use of black money to finance a 
campaign – the allegation in this case. Political analysts believe a TSE 
recommendation to void the ticket will be voted down by President Temer’s 
allies, unless the plea bargains directly link the president to corruption. A 
smoking gun would spell the end of his time in office and likely to any reform 
hopes for 2017. However, though a non-negligible probability, this scenario is not 
our base case. Our forecast reflects an assumption that President Temer is not 
directly implicated and so is able to press ahead with a reform agenda which 
includes the pension system, labour market reform, and an array of 
microeconomic reforms (changes to bankruptcy code, greater efficiency in credit 
transactions, improvements in government procurement, and so on).  

This reform agenda is more ambitious than our previous assumptions, based on 
conversations with politicians in Brasilia, which centred largely on fiscal and 
pension reform. Consequently our view on longer term growth prospects has 
turned more positive. Political analysts also believe there is broad support 
amongst the political class for many of the reforms, with mainstream parties 
eager to assuage voter anger by making demonstrable progress in fixing a 
broken system and putting the conditions for economic recovery in place.   

India: demonetisation a speed bump but not a roadblock for growth 

Alone among the BRICs, India has received a growth downgrade this quarter, as 
the impact of demonetisation becomes more obvious. We had already 
downgraded marginally in our last forecast, but said at the time that it was too 
soon, and too unprecedented a shock, to model the impact with any degree of 
uncertainty. Other analysts typically made far larger downgrades which are now 
being revised up. Consequently we make a relatively modest downgrade to 
Indian growth for 2017, from 7.7% to 7.5% for 2017, as activity data does not 
support the picture of an India collapsing. Industrial production was surprisingly 
robust in November and only slightly negative in December, whilst purchasing 
managers’ indices (PMIs) have shown a fairly quick bounce back.  

Chart 19: Activity and inflation 

 
Source: Thomson Datastream, Schroders Economics Group. February 23, 2017. 
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Consequently, the Indian central bank’s decision to hold rates at 6.25% in 
February confounded market expectations of a cut, but was in line with our view 
following what seems like only a limited impact of demonetisation on growth.  

We had noted following a trip to India at the time of the demonetisation that 
domestic market participants were extremely bearish on the impact of the policy 
despite a lack of effective modelling methods for what was essentially an entirely 
unique event. The central bank too was more sanguine on the impact, at least in 
public. Featuring more prominently in past statements has been the bank’s view 
that inflation could rebound somewhat in early 2017 on a range of effects. It 
seems that a combination of better than expected growth data post 
demonetisation, and those worries over inflation, have led to a pause in the 
easing cycle. 

The accompanying statement said in effect that policy would be on hold until the 
bank’s economists can work out exactly what demonetisation has done to growth 
and inflation, so we would not rule out further rate cuts this year. At a minimum, 
cuts will likely have to wait until the second half of the year, when the bank’s 
most immediate inflation concerns will have hopefully been assuaged.  However, 
we think it is more probable that growth will recover after what will prove to be a 
short lived disruption. Much more cash returned to the banking system than was 
expected, so long term negative wealth effects will be limited, and banks may 
utilise the higher liquidity to boost lending. As this growth should also add 
inflationary pressure, the compulsion for the central bank to cut further should be 
correspondingly diminished. Our base case is for no more cuts this year or next, 
given that we see inflation rising slightly in 2018. 

Russia: real reforms? 

We have upgraded Russian growth expectations this quarter, by 20 bps in 2017 
to 1.6%, and up to 1.7% from 1.6% for 2018. 2017 inflation has seen a 
significant downward revision to 5% from 6.1%. Both changes are linked largely 
to oil. The OPEC deal on oil since our last forecast update has substantially 
supported the oil price and, based on current forward curves, is set to do so for 
some time. Nominal GDP in Russia and oil are closely related, so this 
necessitates a growth upgrade. On inflation, the rouble is heavily influenced by 
oil, recently trading in near lockstep, and so a stronger rouble pushes down 
inflation. In addition, the central bank has proved more hawkish than anticipated, 
and easing now looks unlikely to resume until the second half of the year. This 
also pushes our inflation expectations slightly lower. 

Chart 20: Nominal GDP and oil 
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Source: Thomson Datastream, Schroders Economics Group. February 23, 2017. 

Government policy is typically regarded as somewhat moribund in Russia, with 
meaningful reform postponed over and over, such that beyond the fiscal outlook 
we often have little to discuss. Higher oil prices are a positive for the fiscal side, 
particularly because the decision has been made not to spend the additional 
revenues (the budget assumed $40/bbl pricing). However, there could be 
reasons to hope for a little more on the policy front this year. 

At the request of President Putin, former finance minister Aleksey Kudrin has 
compiled an economic policy programme for the six year term of the next 
presidency (almost guaranteed to be Putin’s). The full programme is set to be 
unveiled in June, but Kudrin revealed some early conclusions in January. Putin’s 
approval and adoption at that point could be taken as a significant positive, 
particularly if he indicates a preference also for Kudrin as prime minister. The 
reform wish list put together by Kudrin is extensive and sensible, covering the 
need for structural overhaul, privatisation, and modernisation. However, it is also 
very familiar to Russia watchers. Russia has had reform programmes before, 
with limited results; Kudrin’s own think thank  found that only 39% of the 2000 
economic reform plan was implemented, and just 29.5% of the 2011 package. 
There is the argument that with oil at $50 today rather than over $100 as in 
2010, Russia, and Putin, face greater incentives to embark on structural reforms, 
and more generally it is true that few countries fix the roof while the sun is 
shining. However, the economy was arguably in dire straits in 2000, with oil 
lower than today, and even that only led to 40% completion of reforms.  

Structural reforms are also slow to deliver growth benefits, so arguably this is not 
important for a two year outlook. However, significant signs of policy change can 
boost business and investor confidence, providing a fillip to growth in the short 
term even before the effects of policies are felt. For now we remain sceptical on 
the likelihood that reforms will be enacted any more successfully than in the past, 
but acknowledge the upside risk to growth from sentiment, should Putin endorse 
the programme in June. 

 

 

 

 

 

  

0

2

4

6

8

10

12

14

16

18

-60

-50

-40

-30

-20

-10

0

10

20

Q1
2012

Q3
2012

Q1
2013

Q3
2013

Q1
2014

Q3
2014

Q1
2015

Q3
2015

Q1
2016

Q3
2016

Brent oil price Russian GDP, nominal (rhs)

%, y/y %, y/y



March 2017  

 

22 

Schroder Economics Group: Views at a glance 

Macro summary – March 2017 

Key points 
Baseline 
 Global growth is expected to come in at 2.9% in 2017 (after 2.6% in 2016) led by the advanced economies 

whilst inflation rises to 2.7% (from 2% in 2016) largely due to higher oil prices. This checks activity in 
2017H2, but global growth of 3% is still expected in 2018 boosted by fiscal loosening in the US, and as 
inflation falls back helping to support consumer demand globally.  

 The US Fed is expected to raise rates twice in 2017 taking fed funds to 1.25% by end year. With growth 
strengthening and core inflation rising, the pace of tightening is expected to increase in 2018 with three 
rate hikes taking the policy rate to 2.0% by end year. 

 UK to slow in 2017. Inflation is set to rise sharply due to the fall in the pound, which will reduce disposable 
income of households and encourage cuts in spending. Investment is already weak, and has started to 
impact employment. The BoE is expected to remain on hold, constrained by the higher inflation. Growth 
remains below trend in 2018 causing unemployment to rise.  

 Eurozone growth is set to ease in 2017 as a temporary rise in inflation constrains household spending. 
Political uncertainty will also weigh on business investment, though we assume the establishment holds 
on to power. The outlook for 2018 is more promising as inflation falls back, and external performance is 
boosted by better growth elsewhere. The ECB should keep interest rates on hold, but will quicken tapering 
of QE in 2018. 

 Japanese growth forecast at 1.6% in 2017 and inflation at 1.1% supported by looser fiscal policy and a 
weaker yen. No further rate cuts from the BoJ, but more QQE is expected as the central bank targets zero 
yield for the 10 year government bond.  

 Emerging economies benefit from modest advanced economy demand growth and firmer commodity 
prices, but tighter US monetary policy weighs on activity. Concerns over China’s growth to persist, further 
fiscal support and easing from the PBoC is expected. 

Risks 
 Risks skewed towards stagflation on fears of protectionism, deflationary risks stem from political risk in 

Europe and a US recession (via China dumps Treasuries). Reflationary risks stem from more aggressive 
Trump policy on fiscal policy. 

Chart: World GDP forecast  

 
Source: Thomson Datastream, Schroders Economics Group, February 2017 forecast. Please note the forecast warning at the 
back of the document. 
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Schroders Forecast Scenarios 

 
*Scenario probabilities are based on mutually exclusive scenarios. Please note the forecast warning at the back of the document. 

Scenario Summary Macro impact Probability* Growth Inflation

Baseline Global growth nudged higher for 2017 to 2.9% (previously 2.8%) led by the advanced economies, next 

year unchanged at 3%. Strong momentum from the end of last year is carrying over into 2017 in the US, 

Europe and Japan. Growth is also firming in the BRIC economies with China upgraded to 6.6%, but the 

overall forecast for the emerging markets has been trimmed as a result of a weaker outlook for Mexico 

and Turkey. For next year the unchanged growth forecast reflects modest improvements in the BRICs, 

Japan and the UK offset by a downgrade to the US (less fiscal expansion). Inflation is expected to pick up 

in 2017 to 2.7% (previously 2.4%) from 2% in 2016, before moderating to 2.3% in 2018. Oil price effects 

drive the increase this year, but we still see core inflation rising through the forecast period in the US. 

We expect the Fed funds rate to rise to 1.25% this year (2 hikes) and to 2% by end 2018 (3 hikes). The 

pace of tightening is moderated slightly next year as a result of our slightly weaker growth outlook. 

Elsewhere though interest rates are expected to remain on hold reflecting the earlier stage of the cycle in 

Europe and Asia. The exception is China where interest rates are expected to fall further but by less than 

previously expected in 2017 following recent moves by the PBoC. We expect the ECB will continue QE 

over the forecast period but will begin to taper in 2018. The Bank of Japan is expected to keep rates on 

hold, but maintain QE as, in a rising US rate environment, purchases will be needed to maintain the 10-

year JGB yield at zero. Against this backdrop we would still expect the USD to appreciate but by less than 

in our previous forecast as investors take advantage of the increasing carry. 

60% - -

1. Rising 

protectionism

This scenario now combines trade and currency wars together with the former prompting a series of 

devaluations as countries try to offset the effects of tariffs on their exports. We assume that higher tariffs 

impact in 2017 with China being the first to devalue (10%) towards the end of the year. Japan, which 

counts China as its largest trading partner, responds by devaluing the JPY an equivalent amount through 

increased QQE. The ECB then responds by stepping up its own QE programme and pushing the EUR 

down by 10% in 2018. Hence the currency wars restart, a development which unnerves financial markets 

who see it as a symptom of a chronically weak world economy. Weaker equity markets then have a further 

knock on effect to activity through negative wealth effects, slower consumption and weaker investment as 

growth expectations decline.

The impact on the world economy is stagflationary with tariffs pushing up inflation and cutting consumer 

spending power. The subsequent currency moves confer no lasting benefit with those who devalue only 

gaining a temporary advantage. However, the USD does strengthen as a result of each devaluation, thus 

putting deflationary pressure back on the US such that the Fed only hikes once in 2018. There is also a 

general deflationary effect on activity from heightened financial market volatility. 9% -0.6% +0.5%

2. US fiscal reflation President Trump is true to his word and succeeds in pushing a massive stimulus package through 

Congress (3% GDP versus 1% in the baseline). Global growth accelerates to 3.7% in 2018 with the US 

growing at just over 4%. Demand spills over and boosts growth in the rest of the world whilst an increase 

in animal spirits further boosts activity through stronger capex. However, higher commodity prices (oil 

heading toward $70/ b) and tighter labour markets push global inflation up to nearly 3% in 2018. US Fed 

funds reaches 3.25% by the end of 2018, 100 basis points higher than in the baseline. 

Reflationary: stronger growth and higher inflation compared to the baseline. Central banks respond to 

the increase in inflationary pressure with the fastest response coming from the US, which is more 

advanced in the cycle compared with the Eurozone where there is considerable slack. As well as raising 

rates to 3.25% by end-2018, the FED starts to actively unwind QE by reducing its balance sheet. 

Although there is little slack in Japan, higher wage and price inflation is welcomed as the economy 

approaches its 2% inflation target. This is likely to lead the BoJ to signal a tapering of QQE, with modest 

increases in interest rates. Fed action and inflation concerns result in tighter monetary policy in EM 

compared to the baseline.  The ECB also starts to unwind QE and raises rates. 

7% +0.8% +0.7%

3. Old normal The pick up in global activity is sustained through 2017 and gathers pace in 2018 with global growth 

exceeding 3% in both years. However, rather than a sustained rise in inflation, productivity improvements 

mean that price stability is maintained. The trade off between growth and inflation improves and is closer 

to that achieved before the GFC than since. 

Higher growth but lower inflation makes this a productivity boost scenario. Central banks respond by 

increasing interest rates in recognition of the fact that equilibrium real rates have risen in line with the 

gain in productivity growth. The scenario is characterised by higher growth and higher real rates, the 

"old" normal. 

3% +0.6% -0.1%

4. China dumps 

treasuries

In response to the imposition of tariffs by the US, China decides to sell a significant portion of Treasury 

bonds held in their FX reserves. Bond yields rise significantly, tightening  monetary conditions and tipping 

the US economy into recession in 2017 q2 and q3. Corporate confidence and the equity market are badly 

hit, resulting in widespread retrenchment. Weaker demand from the US hits global activity.

Deflationary: after an initial increase in inflation from higher tariffs this scenario results in weaker global 

growth and inflation compared to baseline as the fall in US demand hits activity around the world. The fall 

in inflation is given added impetus by a drop in commodity prices, which then adds to pressure on energy 

and mining companies and producers. The Fed cuts rates in response to the recession and by the end 

of the period policy rates are generally lower around the world with all the major central banks cutting 

rates further.

4% -1.2% -0.2%

5. OPEC deal breaks 

down

After some success in boosting world oil prices by cutting supply, some smaller OPEC members start to 

cheat and expand production once again. Outraged by this, and by the growing hostilities from the US, 

Israel and Saudi Arabia, Iran decides to break from the OPEC agreement, followed by Russia. Soon after, 

Saudi also decides to expand production, causing the price of Brent Crude oil to plummet to $30 p/b, 

where it remains. 

The fall in oil prices boosts the disposable income of households and most businesses across the world, 

although energy producing countries suffer greatly. In the US, as investment in energy has fallen sharply 

in recent years, the impact on the energy sector is smaller than the 2015/16 episode. However, 

households receive a similar benefit with the usual lags. Overall, stronger GDP growth, but lower 

inflation. 

7% +0.3% -0.9%

6. Russian rumble Russia invades the rest of Ukraine. The west retaliates by significantly increasing sanctions and Russia 

cuts gas and oil supplies to Europe.

Stagflationary. Europe is hit by the disruption to energy supply resulting in a fall in output as alternative 

sources are put in place. Higher oil prices hit global inflation and the breakdown of relations between 

Russia and the west creates significant volatility in financial markets. The Fed only hikes once more in 

this scenario as risk aversion rises and the USD strengthens. 

4% -0.6% +0.7%

7. Le Pen breaks 

Europe

The UK’s decision to leave the EU galvanises anti-EU support across Europe. Large and widespread 

protests follow as anti-establishment parties gain momentum. France, the cornerstone of the project 

elects Marine Le Pen as President who then holds and wins a “Frexit” referendum in Q4 2017. France 

begins to negotiate its withdrawal, but does not actually leave in 2018.  Italy elects Beppe Grillo's 5 Star 

Movement to power in Q1 2018, causing BTP yields to blow out, and the government to consider following 

France out of the euro. The future of the euro and EU are cast into doubt.

Lower growth vs. baseline.  The EUR comes under great pressure as investors fear the break-up of the 

EU. Bond spreads blow out and business confidence collapses. Monetary policy is loosened further in 

Europe, and with currency depreciation, inflation is higher vs. the baseline. However, this is ultimately a 

deflationary shock for the world economy as a result of weaker demand from Europe. 6% -0.9% -0.1%

8. Other 0% - -

Cumulative 2017/18 global vs. baseline
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Schroders Baseline Forecast 

 

  

Real GDP

y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus

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

Advanced* 62.6 1.6 1.9  (1.7) 1.9 2.0 (2.0) 1.9

US 27.0 1.6 2.3  (1.9) 2.3 2.4  (2.5) 2.4

Eurozone 17.4 1.7 1.5  (1.2) 1.6 1.8 (1.8) 1.5

Germany 5.1 1.8 1.6  (1.4) 1.4 2.0  (1.9) 1.6

UK 4.3 1.8 1.8  (1.4) 1.5 1.7  (1.5) 1.4

Japan 6.2 1.0 1.6  (1.4) 1.2 1.0  (0.9) 1.0

Total Emerging** 37.4 4.2 4.6  (4.7) 4.5 4.6  (4.7) 4.7

BRICs 24.2 5.1 5.6  (5.5) 5.4 5.6  (5.5) 5.5

China 16.4 6.7 6.6  (6.5) 6.5 6.2 (6.2) 6.1

Inflation CPI 

y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus

World 100 2.0 2.7  (2.4) 2.5 2.4  (2.3) 2.4

Advanced* 62.6 0.7 2.0  (1.7) 1.9 1.5 (1.5) 1.9

US 27.0 1.3 2.6  (2.0) 2.5 2.3 (2.3) 2.3

Eurozone 17.4 0.2 1.6  (1.3) 1.6 0.9 (0.9) 1.4

Germany 5.1 0.4 2.0  (1.3) 1.8 1.3  (0.8) 1.7

UK 4.3 0.7 2.9 (2.9) 2.6 2.2  (1.9) 2.7

Japan 6.2 -0.1 1.1  (0.8) 0.7 1.1  (0.9) 1.0

Total Emerging** 37.4 4.1 3.8  (3.7) 3.6 3.8  (3.6) 3.3

BRICs 24.2 3.6 3.3 (3.3) 2.9 3.3  (3.2) 2.9

China 16.4 2.0 2.5  (2.3) 2.0 2.3  (2.2) 2.0

Interest rates 

% (Month of Dec) Current 2016 2017 Prev. Market 2018 Prev. Market

US 0.75 0.75 1.25 (1.25) 1.56 2.00  (2.25) 2.04

UK 0.25 0.25 0.25 (0.25) 0.48 0.25 (0.25) 0.71

Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.00 (0.00)

Eurozone (Depo) -0.40 -0.40 -0.40 (-0.50) -0.40  (-0.50)

Japan -0.10 -0.10 -0.10 (-0.10) 0.08 -0.10 (-0.10) 0.11

China 4.35 4.35 4.00  (3.50) - 3.50 (3.50) -

Other monetary policy

(Over year or by Dec) Current 2016 2017 Prev. 2018 Prev.

US QE ($Bn) 4451 4451 4451  (4430) 4354  (4412)

EZ QE (€Bn) 1481 1481 2261  (2416) 2591  (2516)

UK QE (£Bn) 423 423 444 (444) 445 (445)

JP QE (¥Tn) 476 476 556  (547) 676  (667)

China RRR (%) 17.00 17.00 16.50  16.00 16.00 16.00

Key variables

FX (Month of Dec) Current 2016 2017 Prev. Y/Y(%) 2018 Prev. Y/Y(%)

USD/GBP 1.25 1.24 1.22  (1.20) -1.3 1.20  (1.12) -1.6

USD/EUR 1.06 1.05 1.04  (1.00) -1.4 1.01  (0.95) -2.9

JPY/USD 114.4 116.6 114  (112) -2.3 116  (115) 1.8

GBP/EUR 0.85 0.85 0.85  (0.83) -0.1 0.84  (0.85) -1.3

RMB/USD 6.87 6.95 7.10  (7.15) 2.2 7.40  (7.50) 4.2

Commodities (over year)

Brent Crude 56.3 45.9 56.5  (50.1) 23.1 56.2  (53.0) -0.4

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

Previous forecast refers to November 2016

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

Taiw an, Thailand, South Africa, Russia, Czech Rep., Hungary, Poland, Romania, Turkey, Ukraine, Bulgaria, Croatia, Latvia, Lithuania.

-0.23 -0.09

Source: Schroders, Thomson Datastream, Consensus Economics, February 2017

Market data as at 14/02/2017

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

United Kingdom, United States.
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Updated forecast charts – Consensus Economics 

For the EM, EM Asia and Pacific ex Japan, growth and inflation forecasts are GDP weighted and 
calculated using Consensus Economics forecasts of individual countries. 

Chart A: GDP consensus forecasts 

2017 2018 

  

2017 2018 

  

The opinions stated include some forecasted views. We believe that we are basing our expectations and beliefs on reasonable assumptions within the 

bounds of what we currently know. However, there is no guarantee that any forecasts or opinions will be realized. Regions shown for illustrative purposes only 

and should not be viewed as a recommendation to buy/sell.  Investors cannot directly invest in any index.   
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Chart B: Inflation consensus forecasts 

Source: Consensus Economics (February 2017), Schroders. 

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

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

Emerging markets: China, India, Indonesia, Malaysia, Philippines, South Korea, Taiwan, Thailand, Argentina, Brazil, 
Colombia, Chile, Mexico, Peru, Venezuela, South Africa, Czech Republic, Hungary, Poland, Romania, Russia, Turkey, 
Ukraine, Bulgaria, Croatia, Estonia, Latvia, Lithuania. 
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Important Information:  
The views and opinions contained herein are those of Keith Wade, Chief Economist, Strategist Azad Zangana, 
European Economist and Craig Botham, Emerging Market Economist and do not necessarily represent Schroder 
Investment Management North America Inc.’s house views. These views are subject to change. This newsletter is 

intended to be for information purposes only and it is not intended as promotional material in any respect. The material is 
not intended as an offer or solicitation for the purchase or sale of any financial instrument mentioned in this commentary. 
The material is not intended to provide, and should not be relied on for accounting, legal or tax advice, or investment 
recommendations. Information herein has been obtained from sources we believe to be reliable but Schroder Investment 
Management North America Inc. (SIMNA) does not warrant its completeness or accuracy. No responsibility can be 
accepted for errors of facts obtained from third parties. Reliance should not be placed on the views and information in the 
document when taking individual investment and / or strategic decisions. 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 
obtained from third parties. The opinions stated in this document include some forecasted views. We believe that we are 
basing our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. However, 
there is no guarantee that any forecasts or opinions will be realized.  
 
Schroder Investment Management North America Inc. (“SIMNA Inc.”) is an investment advisor registered with the U.S. 
SEC. It provides asset management products and services to clients in the U.S. and Canada including Schroder Capital 
Funds (Delaware), Schroder Series Trust and Schroder Global Series Trust, investment companies registered with the 
SEC (the “Schroder Funds”.) Shares of the Schroder Funds are distributed by Schroder Fund Advisors LLC, a member of 
the FINRA. SIMNA Inc. and Schroder Fund Advisors LLC are indirect, wholly-owned subsidiaries of Schroders plc, a UK 
public company with shares listed on the London Stock Exchange. Schroder Investment Management North America Inc. 
is an indirect wholly owned subsidiary of Schroders plc and is a SEC registered investment adviser and registered in 
Canada in the capacity of Portfolio Manager with the Securities Commission in Alberta, British Columbia, Manitoba, Nova 
Scotia, Ontario, Quebec, and Saskatchewan providing asset management products and services to clients in Canada. This 
document does not purport to provide investment advice and the information contained in this newsletter is for 
informational purposes and not to engage in a trading activities. It does not purport to describe the business or affairs of 
any issuer and is not being provided for delivery to or review by any prospective purchaser so as to assist the prospective 
purchaser to make an investment decision in respect of securities being sold in a distribution.  
Further information about Schroders can be found at www.schroders.com/us  
Further information on FINRA can be found at www.finra.org  
Further information on SIPC can be found at www.sipc.org  
Schroder Fund Advisors LLC, Member FINRA, SIPC  
For more information, visit www.schroders.com/us  

 

 

http://www.schroders.com/us

