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Forecast update: downward drift in growth, inflation and rates (page 2) 
 We have trimmed our global growth forecast to 2.4% for 2016 led by 

downgrades to the US, Japan and emerging markets. The inflation forecast for 
2016 has also been reduced for the advanced economies to reflect the lower oil 
price profile. Emerging market inflation is, however, higher as a result of 
currency depreciation and administered price hikes. For 2017, our forecasts are 
little changed, with growth strengthening modestly as a result of more stable 
emerging market activity. Monetary policy is easier than in our previous forecast 
and we now expect the next rate hike from the Fed in June.  

 We continue to believe that the US will avoid a recession as the tightening of 
financial conditions is not severe enough to derail growth when the fall in term 
premia is taken into account. Nonetheless, we recognise that our growth and 
inflation forecasts have been steadily drifting in a deflationary direction over the 
past year. Alongside lower policy rates this is a worrisome development 
consistent with secular stagnation and drawing comparisons with Japan. Central 
banks can and will do more, but they are currently firing blanks, so increasing the 
need for government action. 

Europe: source of comfort in an uncertain world (page 7) 
 Despite rising recession fears in the US and ongoing concerns over the 

emerging markets, Europe continues to generate solid and steady growth. Our 
forecast for GDP growth is largely unchanged, but the inflation forecast has been 
lowered due to lower energy prices. The European Central Bank is likely to 
respond with deeper negative interest rates for deposits.  

 The UK also continues to grow at a steady pace and is approaching the point 
where its output gap is closed. The Bank of England has become more hawkish 
on the medium-term outlook for inflation, but more dovish over the near-term 
prospects given the fall in energy prices. The recent Brexit-induced depreciation 
in sterling provides an upside risk to the inflation outlook, but there is at least one 
monetary policy committee member considering a rate cut in the near future. 

Emerging markets: nadir reached? (page 12) 
 Some downward revisions but no change to our outlook for China or India, with a 

slowdown still expected in the former. Oil continues to weigh on Russia, and 
Brazil’s car crash continues. 

Views at a glance (page 17) 
 A short summary of our main macro views and where we see the risks to the 

world economy 
 

Chart: World GDP forecast  

 
Source: Schroders Economics Group. 22 February 2016. Please note the forecast warning at the 
back of the document.  
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Forecasts have 
drifted toward 
weaker growth, 
lower inflation and 
easier monetary 
policy… 

 

 

 

 

 

 

 

 

 

“The time has come for politicians to join the fight alongside central 
bankers”.  The Economist magazine, 20

th
 February 2016 

We still expect the world economy to grow and believe that some concerns in 
financial markets are overblown. For example, we have not built a US recession 
into our outlook, nor are we predicting a hard landing in China. These are still key 
scenarios, but have not become the central view. Having said that, we are 
concerned about the medium-term outlook and whether the world economy can 
ever break out of the growth torpor which has seen it stuck around 2.5% for the 
past five years. First, a summary of the updated forecast.  

We have trimmed our forecast for global growth to 2.4% for 2016 (previously 
2.6%) as a result of modest downgrades to the advanced and emerging markets 
(EM). For the former, the most significant changes are made in the US and 
Japan following a weaker-than-expected performance at the end of last year. Our 
China growth forecast remains at 6.3% for 2016 and the downgrade to emerging 
market growth largely reflects a reduction in the forecast for Brazil and Russia. 
The inflation forecast for 2016 has also been reduced for the advanced 
economies to reflect the lower oil price profile. Emerging market inflation is, 
however, higher largely a result of currency depreciation and administered price 
hikes. For 2017, our forecasts are little changed, with growth strengthening 
modestly largely as a result of more stable activity in the emerging markets.  

Monetary policy is easier than in our previous forecast. Although we are not 
forecasting a recession in the US, we now expect the next rate rise in June as 
weaker global growth and the recent tightening of financial conditions cause the 
Federal Reserve (Fed) to delay in March. The rate profile has been flattened: we 
now expect Fed funds to rise to 1% by end-2016 and 1.5% by end-2017. We also 
look for the European Central Bank (ECB) to cut rates in March with the deposit 
rate falling to -0.5% by the end of the year where it stays through 2017. The Bank 
of Japan (BoJ) is also expected to cut rates further to -0.25% by the end of 2016 
and -0.5% by end-2017. These changes are partly driven by the weaker profile 
for the renminbi (RMB), which is expected to end this year at 6.8 and next year at 
7.0 versus the US dollar. The People’s Bank of China (PBoC) is still expected to 
cut interest rates and the reserve requirement ratio (RRR) over the forecast 
period. 

A worrisome drift in the outlook 

So growth continues, but it should be noted that that our baseline forecasts for 
the advanced economies have generally moved in a deflationary direction, i.e. 
lower growth and inflation. The BRICs and other emerging economies have 
moved in a more stagflationary direction, but overall both emerging and 
advanced economies have moved toward lower growth. In fact, there has been a 
steady drift toward lower growth in each forecast over the past year. 

Followers of our scenario analysis will be well aware that the risks to our 
forecasts have been skewed to the downside for some time, led by a cluster of 
deflationary scenarios, such as “China hard landing”, “US recession” and “EM 
defaults”. So, whilst none of these have been fully realised, we have incorporated 
some of their consequences such as a weaker US growth profile into the 
baseline. This is also reflected in our interest rate forecasts, which have trended 
lower as rate increases have been pushed out, or in the case of Japan, the 
Eurozone and China, easier monetary policies have been implemented. For 
example, we expect the Fed and Bank of England to tighten later while the BoJ 
and ECB are now expected to take rates further into negative territory.  

As a consequence, we have ended up with weaker growth, lower inflation and 
lower interest rates. Some of this reflects the collapse in oil prices which means 
we have had to keep pushing down our inflation forecasts but with little benefit on 
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…prompting 
comparisons 
with the 
Japanese 
experience 

 

growth. However, we should also be mindful that such an outcome is also 
consistent with a “secular stagnation” view of the world where monetary policy 
consistently loosens without any effect on real activity. The comparison with 
Japan is looking more relevant. Low or negative interest rates and quantitative 
easing (QE) have been successful in driving up asset prices, but have not 
delivered stronger growth.  

Despite weaker real GDP growth, we have still seen increased employment and, 
thankfully, falls in unemployment. However, the flipside is stagnant productivity 
growth, which means that profitability and real wages are weaker than would be 
expected, thus weighing on investment and consumption and holding back 
activity.  

Our forecast suggests that there will be some respite from this in the near term 
as growth is likely to improve in the first half of the year, led by the US. We give 
our reasons for not expecting a recession in the world’s largest economy below. 
Nonetheless, the longer run outlook remains difficult; underlying growth is weak 
making the world economy more vulnerable to shocks at a time when monetary 
policy has become impotent.  

The decision by the BoJ at the end of January to take interest rates into negative 
territory seems to have crystallised these fears with the fall in bank stocks 
indicating that such a move could well be counterproductive. Central banks can 
and will do more, but they are now firing blanks. Clearly, governments need to 
respond. Our view would be to use fiscal policy, but despite the evidence, we are 
not optimistic that the politicians are ready, despite the public exhortations, to join 
the fray. 

Assessing the impact of tighter financial conditions in the US 

Many of the immediate concerns over growth reflect the tightening of financial 
conditions that has occurred since the Fed began to raise interest rates in 
December. The dollar has strengthened and equity markets have fallen, moves 
which will weigh on US activity. There has also been a widening of credit spreads 
which will raise the cost of capital for high yield (HY) bonds (see table 1).  

However, this must be seen against the drop in Treasury yields which has fed 
through into lower fixed mortgage rates and tempered the impact of the widening 
of spreads in investment grade (IG) and HY bonds. IG yields are actually little 
changed since the Fed raised rates and issuance remains buoyant. 
Consequently, the move in financial conditions has been mixed: risk premia have 
widened (via equities and credit), whilst term or duration premia have been 
reduced (via US Treasury yields and long-dated mortgage rates). 

 

 

 

 

 

Weaker equity 
and credit, but 
also lower long 
rates 

 

Table 1: Key financial markets since the Fed rate hike 

Financial Conditions 
Level 

(15/12/2015) 
Level 

(19/02/2016) 

Change 
since 

15/12/2015 

3 month USD LIBOR 0.53% 0.62% 0.09% 

10 Year Treasury Yield 2.27% 1.75% -0.52% 

Broad Trade Weighted USD Index 122.4744 124.1054 1.33% 

S&P 500 Index 2043.41 1917.78 -6.15% 

US 30 Year Fixed Interest Mortgage Rate* 4.14% 3.83% -0.31% 

US Investment Grade Spread (OAS) 1.74% 2.15% 0.41% 

US Investment Grade (Yield) 3.65% 3.63% -0.02% 

US High Yield Spread (OAS) 7.09% 8.23% 1.14% 

US High Yield (Yield) 8.79% 9.58% 0.79% 

*Weekly data, levels taken as of 11 December 2015 and 12 February 2016. 
Source: Thomson Reuters Datastream, Schroders Economics Group. 22 February 2016. 
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One way of gauging the overall effect of these changes is to use a macro model 
that can assess the impact on GDP. Simulations on the Oxford Economics global 
model show that the negative effect of wider risk premia (-0.5%) is largely offset 
by a boost from lower Treasury yields (+0.2%). The net impact on GDP over a 
two-year period is -0.3% with business investment and consumption bearing the 
brunt of the decline, partly offset by stronger residential investment (see chart 1). 

 

Model analysis 
suggests overall 
hit to US growth 
is modest 

 

 

Chart 1: Impact of tighter financial conditions on growth 

 
Simulation assumes 100bps higher credit spreads and 10% fall in share prices as the credit 
premium, while a 40bps drop in 10yr Treasury yield is the term premium. 
Source: Oxford Economic model, Schroder Economics group, 22 February 2016. 

 

 

 

 

 

 

 
Final demand 
should continue 
to grow, led by 
the consumer 

Similar effects can be seen in the Fed’s senior loan officer survey, which shows 
banks tightening conditions slightly to companies, but loosening conditions for 
households. This suggests that the recent sell-off in bank stocks is not a 
harbinger of financial crisis, despite the move to negative interest rates in Japan 
and the flattening of yield curves around the world, a view supported by our bank 
analysts.  

Whilst models do not capture all effects in a complex economy, particularly the 
knock-on effects to confidence, the evidence does not point to the sort of shock 
that would push the US economy into recession.  

Overall, we still believe that a combination of lower oil prices, rising household 
incomes and fiscal expansion will keep final demand growing in the US. 
Meanwhile, we do not see evidence of the sort of imbalances that might derail 
the expansion. The slowdown in profits growth over the past year is still a 
concern and indicates slower capital spending and job growth going forward, but 
as we have argued before, corporate balance sheets are in good shape and not 
overextended. The same applies to the household sector and this is reflected in 
the low level of housing investment and durable goods consumption. These 
cyclically sensitive areas normally deteriorate ahead of a recession, but are 
currently firm and have scope to rise further (see chart 2). 
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Chart 2: Cyclical areas of expenditure remain subdued 

 
Source: Thomson Datastream, Schroders Economics Group, 23 February 2016. 

 

 

Risks still 
skewed to 
downside 

Scenario analysis 

We are not changing our scenarios this quarter, as we believe they still capture 
the risks facing the world economy. Full descriptions can be found on page 18. 
On the deflationary side we have “China hard landing”, “US recession”, “EM 
defaults emerge” and “FX wars return”. Note that the latter is the least 
deflationary of these and is actually expected to be reflationary for the emerging 
economies that benefit from currency depreciation. On the reflationary side we 
have “US wages accelerate” and “Global reflation”. The latter reflects a co-
ordinated fiscal stimulus to growth by the major economies. Finally, we have the 
stagflationary “OPEC cuts oil production” based on an agreement between Saudi 
Arabia and Russia which pushes the oil price to $70 by the end of 2016, some 
$30 higher than in the base (chart 3). 

 

 

 

 

 

 

 

 

Chart 3: Scenarios around the baseline 

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

 
In terms of probabilities, the FX wars return scenario has risen to 10% 
(previously 6%) with China and Japan following the script quite closely since the 
beginning of the year. However, the recent comments from PBoC governor Zhou 
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suggest that they genuinely aim to keep the trade-weighted exchange rate stable 
(if possible) and we have not seen the big 20% devaluation of the yuan that 
characterises this scenario. Another riser is the US recession scenario, which we 
put at 6%. The economy looks like it has picked up in Q1 after the weakness in 
Q4 last year. We have also pushed up the OPEC cuts scenario (4% from 2%) as 
the lower level of crude has increased the incentive to act.   

Scenarios falling in probability, in our view are, China hard landing (down to 5% 
from 8%) given signs of life in the economy, US wages accelerate (5% from 7%) 
following a subdued Employment Cost index and EM defaults emerge (7% from 
10%). There has been no change to the global reflation scenario (5%). 

On this basis, the balance of probabilities remains skewed in a deflationary 
direction although there has been no change compared to last November. The 
reflationary scenario has dropped by 2%, whilst stagflation is up by 2% (see 
table 2).  

 Table 2: Balance of probabilities by scenario outcome vs. baseline 

Scenario Probability 
February 2016,  

% 

Probability 
November 2015, 

% 

Change,  
% 

Deflationary 28 28 0 

Reflationary 10 12 -2 

Productivity boost 0 0 0 

Stagflationary 4 2 +2 

Baseline 55 55 0 

Other 3 3 0 

Source: Schroders Economics Group, 24 February 2016.  Please note the forecast warning at the 
back of the document. 

Central banks will 
struggle to offset 
downside risks  

 

It is encouraging that the risk of a deflationary outcome relative to the baseline 
has not increased, but it remains high and, as discussed above, remains a 
concern given the low level of interest rates and perception that monetary policy 
cannot deliver a durable boost to growth. Should we have a deflationary shock, 
there will be doubts about the ability of the central banks to dig us out of the hole. 
This is why we have described the world economy as a “wobbly bike”: slow 
moving and vulnerable to shocks. If the deflationary shocks materialise, the call 
for government action would become deafening. 
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 Europe: source of comfort in an uncertain world 

 

 

Oil prices have slumped to new lows, forcing our inflation forecasts lower again. The 
European Central Bank (ECB) looks primed to add more stimulus, while the Bank of 
England (BoE) can not decide whether it needs to be more hawkish or more dovish. 
Meanwhile, despite growing concerns over the health of the US economy and 
ongoing fears over China and the wider emerging markets, Europe continues to 
generate solid and steady growth with acceptably low political risk. Who would have 
thought Europe would be a source of comfort for global investors? 

Eurozone growth remarkably steady 

Eurozone GDP growth held steady at 0.3% in the fourth quarter, matching 
consensus expectations. Although not confirmed yet, it appears that recent 
weakness in industrial production has been offset by stronger growth in services 
activity. Most member states saw similar quarterly growth rates to those reported in 
the third quarter, and to the Eurozone aggregate (chart 4). 

 

Another solid 
quarter of growth 
in the Eurozone 

Chart 4: European real GDP growth 

 
Source: Eurostat, Schroders Economics Group. 26 February 2016. 

Investment in 
Germany surges 
to offset external 
weakness 

 

Within the Eurozone aggregate, Germany disappointed slightly by not improving 
on the previous quarter. The GDP expenditure breakdown shows a pick up in 
domestic demand thanks to a surge in investment, along with a sharp rise in 
government spending. The increase in investment is consistent with shrinking 
spare capacity set against a backdrop of excessively loose monetary policy (for 
Germany). Meanwhile, the rise in government spending is likely to be a result of 
higher spending on asylum seekers which should continue for some time. 
Indeed, the second half of 2015 saw the highest two-quarter contribution to GDP 
from government spending since the first half of 2009. Otherwise, German 
household consumption moderated as the boost from disinflation started to fade.  

German domestic demand contributed 0.8 percentage points to GDP, but the 
negative contribution from net trade lowered the overall growth figure to just 
0.3%. The main cause was a contraction in total exports, which was only partially 
offset by slower imports. The volume of exports contracted by 0.6% – the largest 
contraction since Q4 2011. The weakness in German exports had mainly been 
caused by falling demand from emerging markets and in particular China, but 
more recent figures suggest a slowdown in demand from developed markets too. 
This is corroborated by the slowdown in industrial production more widely across 
Europe. 
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France and Italy 
struggle as Spain 
continues to set 
the pace for the 
rest of the 
Eurozone 

 

 

 

 

 

 

 

 

 

The Eurozone 
growth forecast 
is largely 
unchanged… 

In France, was also unchanged at 0.3% in the fourth quarter. The main negative 
contribution came from the contraction in household consumption – the first 
since the start of 2014. Government spending was unchanged, but there was 
some room for optimism from higher investment, which accelerated to its fastest 
pace for four years. This may have been helped by reforms designed to boost 
corporate investment. The external performance was better than Germany’s in 
that French exports grew and at a faster pace than the previous quarter; 
however, rising imports offset the gains from exports, leaving a net negative 
contribution overall. One factor which was a little concerning was the positive 
contribution from the change in inventories. This is the second consecutive 
quarter where stocks have made a large contribution, which suggests that an 
inventories overhang may be developing. Inventories across the Eurozone are 
generally in line with their average levels, but for France, they are rising quickly.  

Italy was one of the few member states to experience a slowdown in growth. The 
economy eked out just 0.1% in the latest quarter, with the government still 
struggling to encourage faster growth. Prime Minister Matteo Renzi appears 
ready to defy the European Commission on budgetary rules, arguing that a 
relaxation of fiscal policy would help boost growth, and would therefore also pay 
for the cost of such stimulus.  

Elsewhere, Spain continues to set the pace for the rest of the monetary union as 
it recorded another quarter of 0.8% growth. Details of its GDP release shows a 
slight slowdown in household consumption and in government spending, but 
these were offset by an acceleration in investment. Spanish exports growth 
contracted over the quarter, but a bigger fall in imports helped neutralise the 
impact of slowing external demand. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Eurozone forecast: small downgrades…again 

Our latest forecast update has a slight downgrade to Eurozone growth, but most 
of the changes are caused by base effects rather than any fundamental change 
in views. The forecast for 2016 GDP growth has been revised down from 1.5% to 
1.4%, but the forecast for 2017 remains unchanged at 1.6%. 

Table 3: Eurozone GDP forecast 

 2016 Previous 2017 Previous 

Germany 1.6 1.7 2.1 2.1 

France 0.8 0.9 1.2 1.2 

Italy 0.8 0.9 0.7 0.7 

Spain 3.0 2.9 2.5 2.5 

Eurozone 1.4 1.5 1.6 1.6 

Source: Schroders Economics Group. 22 February 2016. Previous forecast from November 
2015. Please note the forecast warning at the back of the document.  

In looking at our individual country forecasts, the quarterly growth profile for 
France was the only one that was downgraded, prompted by the build-up in 
inventories discussed earlier. The remaining country forecasts have only been 
affected by historical revisions and base effects.  

While the growth forecast is little changed, the Eurozone inflation forecast has 
had to be downgraded to factor in lower global oil prices once again. We are now 
assuming the price of Brent crude averages $35.7p/b for the year, or about 25% 
lower than our previous forecast (November).  This lowers the forecast for 
Eurozone inflation to 0.7% for 2016 (previously 1.3%). For 2017, although the 
assumption for oil prices is marginally lower, the year-on-year impact is broadly 
the same. Therefore, the inflation forecast for 2017 remains unchanged at 1.6%. 
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…however, the 
forecast for 
inflation has been 
lowered due to 
falling oil prices 

 

 

 

 

 

 

 

 

 

 

The ECB is set to 
add further 
stimulus in March 
by lowering its 
deposit rate 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chart 5: Eurozone GDP forecast       Chart 6: Eurozone inflation forecast 

 
Source: Schroders Economics Group. 22 February 2016. Previous forecast from November 
2015. Please note the forecast warning at the back of the document.  

ECB deposit rate set to become more negative 

Eurozone monetary policy appears set to be loosened further in the near future. 
ECB president Mario Draghi stated at the January meeting’s press conference 
that the committee felt the need to re-examine the use of all policy tools in light 
of the worsening outlook for Eurozone inflation, and the heightened uncertainty 
over external demand. Aided by an updated forecast from ECB staff for the 
March Governing Council meeting, the ECB will probably lower the deposit 
interest rate from its current level of -0.3% to -0.4%. The ECB believes that as 
there are few signs that banks have passed on the costs from the negative 
deposit rate on to households, there is scope to cut the deposit rate further. 
Note, we also forecast a further 10bps cut later in the year.  

The cost of the negative deposit rate to the banks has not gone un-noticed by 
investors. European banking stocks have underperformed the wider market this 
year, and saw huge volatility in recent weeks after concerns over the solvency of 
a number of banks arose. European banks are of course in far better shape 
today than before the global financial crisis and the European sovereign debt 
crisis, but concerns over profitability along with some confusion over how some 
convertible bonds worked has resulted in much higher volatility. Recently, 
several ECB governing council members suggested that some type of tiered 
system could be applied to deposits in order for the negative interest rate charge 
to be proportionate to the amount of excess capital those banks hold at the ECB. 
At present, banks pay the charge on all deposits, even those that they legally 
have to hold.  

What about QE? We think there is a low probability that the scale or end date for 
purchases will be changed, partly due to the low availability of existing governing 
bonds in circulation. However, we note that there is a growing consensus that 
the ECB will increase the size of its purchases at its next meeting in March. The 
ECB’s rules on how much it can hold relative to the size of the market could be 
expanded, but it seems taking the deposit rate further into negative territory is 
the fashionable policy of the day.   
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Growth in the UK 
matched our and 
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Our UK growth 
forecast is 
unchanged, but 
the inflation 
forecast has been 
lowered 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

UK forecast: inflation muddies the water for rates 

UK growth in the fourth quarter was largely as expected. Real GDP grew by 
0.5% in the fourth quarter, matching growth from the previous quarter. 
Household consumption continues to be the main contributor to growth, although 
it grew a little slower in the latest print. Government spending was largely 
unchanged but investment contracted for the second consecutive quarter. Lastly, 
net trade made its usual negative contribution.  

Looking ahead, our forecast assumes a slowdown heading into 2016 and 2017 
caused by the resumption of austerity efforts, a pick up in inflation caused by 
diminishing spare capacity, and concerns over Brexit leading companies to 
postpone investment decisions. Importantly, we assume that the UK will not vote 
to leave the EU. If we are wrong, however, our forecast would probably need to 
see even lower business investment, and probably lower household 
consumption as precautionary savings are raised.  

The quarterly profile for our UK growth forecast has been revised up slightly as 
households will see their disposable income go further in real terms due to lower 
inflation from lower energy prices. However, due to historical revisions and base 
effects, the forecast for 2016 GDP growth remains unchanged at 1.9%, and 
1.6% for 2017 (chart 7). 

Chart 7: UK GDP forecast                   Chart 8: UK inflation forecast 

 
Source: Thomson Datastream, Schroders Economics Group. 22 February 2016. Previous forecast 
from November 2015. Please note the forecast warning at the back of the document. 

Conversely, the inflation forecast is far more interesting. On the one hand, there 
are additional downside risks from lower food and energy prices. On the other 
hand, upside risks have appeared from the recent Brexit-induced sharp 
depreciation in sterling. The pound has fallen by around 5.5% year-on-year on a 
trade weighted basis, with further downside risks as more investors start to 
hedge their positions. At the time of updating our forecast, about half of the 5.5% 
depreciation had taken place. Therefore, our inflation forecast probably has 
additional upside risks due to the unfortunate timing of the depreciation. Overall, 
our UK CPI forecast has been lowered from 1.3% to 0.8% for 2016, and from 
2.2% to 2% for 2017 (chart A5). For more on Brexit risks and the depreciation in 
sterling, please see last month’s Economic & Strategy Viewpoint, and the 
Schroders Quickview: Brexit concerns hit sterling. 

As for UK interest rates, we have seen mixed signals from the BoE over the past 
month. First there was the February Inflation Report, where despite a near-term 
downgrade to the BoE’s forecasts for growth and inflation, the Bank said that the 
degree of spare capacity in the economy had fallen, and the output gap will 
probably close this year. The BoE’s medium-term outlook for inflation was also 
marginally more hawkish, with risks skewed to the upside in terms of hitting the 

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

i ii iii iv i ii iii iv i ii iii iv i ii iii iv

2014 2015 2016 2017

y/y

Current forecast Previous forecast

Real GDP
forecast

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

i ii iii iv i ii iii iv i ii iii iv i ii iii iv

2014 2015 2016 2017

y/y

Current forecast Previous forecast

CPI 
inflation
forecast

https://schroders--c.na32.content.force.com/servlet/servlet.ImageServer?id=015380000024i9GAAQ&oid=00D300000000M2BEAU
http://www.schroderstalkingpoint.com/tp/economicviews/all-views?id=a0j3800000D6NB4AAN


March 2016 For professional investors only 

  

11 

 

The BoE thinks 
medium term 
inflation risks are 
rising 

 

 

 

 

 

Yet one MPC 
member may be 
about to vote for 
a rate cut 

 

 

 

2% inflation target using market based pricing for the path of interest rates.  

However, in a recent Treasury Select Committee hearing, members of the 
Monetary Policy Committee (MPC) gave a more dovish assessment, with one 
member, Gertjan Vlieghe, suggesting he may soon consider voting for a rate cut 
if there is more bad news from the global economy.  

Such a view is consistent with market pricing and the low rate of CPI inflation, 
but is clearly not in line with the BoE’s forecasts, or the record high employment 
rate the UK is currently enjoying. Money markets have recently moved to signal 
a greater chance of interest rates falling rather than rising this year (chart 9). 

Chart 9: UK Policy interest rate forecast vs. market 

 
Source: Thomson Datastream, Schroders Economics Group. 22 February 2016. Previous 
forecast from November 2015. Please note the forecast warning at the back of the document. 

As for our forecast, we have removed the hike we had forecast for August, but 
have left the hikes for November and February (2017). The reason for the 
change is that our inflation forecast no longer has the headline rate rising above 
1% in the spring, but instead in the summer. The 1% level is important as it is the 
BoE’s lower threshold of its central 2% target. Attempting to raise interest rates 
before meeting this lower threshold would present a difficult communication 
challenge; one where the Bank has to explain to the public why raising interest 
rates is the correct policy while also explaining to the Chancellor why it is missing 
its target.  

Further out, we still forecast interest rates to stop rising from February 2017 as 
by then, economic growth should have slowed to below the trend rate of growth 
(2%). At which point, the Bank would most likely remain on hold until growth 
recovers. Risks to our interest rate forecast are skewed to the downside. There 
is about a 20% probability that growth slows faster than we are expecting, and 
so the Bank does not hike rates at all this year or next. In our view, there is an 
additional 10% chance that in addition to growth slowing, the BoE cuts its 
interest rate to near zero. 
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 Emerging markets: nadir reached? 
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There are relatively few changes to our BRIC outlook this quarter, though where 
we have made changes they are typically negative. Events are playing out in 
China largely in line with our expectations, and state intervention is helping shield 
the economy from oil price slumps. A similar story holds for India, though we do 
see some deflationary impact there from cheaper oil. The more substantial 
changes come in Russia and particularly Brazil, with economic data and the 
policy environment deteriorating at a rapid clip in the latter.    

Table 4: Summary of BRIC forecasts 

% per 
annum 

GDP Inflation 

2014 2015 2016f 2017f 2014 2015 2016f 2017f 

China 7.3 6.9 6.3 6.2 2.0 1.5 1.9 2.1 

Brazil 0.2 -3.7 -2.8 1.0 6.3 9.0 7.8 5.3 

India 6.9 7.0 7.5 7.9 7.2 5.0 5.4 5.3 

Russia 0.6 -3.7 -0.7 1.5 7.8 15.3 8.0 6.8 

Source: Bloomberg, Thomson Datastream, Schroders Economics Group. 23 February 2016.  
Please note the forecast warning at the back of the document. 

China 

Chinese GDP growth for the final quarter of 2015 came in below market 
expectations, but in line with our forecast, at 6.8% year-on-year, bringing 2015 
growth to 6.9%. This is in line with the official target of “around 7% growth”, but 
highlights the challenges faced by the authorities in propping up growth.  

Higher frequency data in December, exports aside, was weaker than in 
November (January data is limited thanks to the new year). Weaker investment 
numbers seem linked to slower funding growth and reflect the challenges faced 
by the central bank in trying to maintain accommodative monetary policy whilst 
defending the currency. We said at the time that we expected the weakness to 
prompt further stimulus, and we have had some signs of this in the form of cuts 
to property taxes and mortgage down payment requirements. March’s National 
People’s Congress session will reveal the fiscal plans for the year, and a 
significant increase in the deficit is expected.  

However, we do not raise our growth expectations on these fiscal stimulus 
expectations, as we believe a large part of the additional spending will be 
channelled towards covering the costs of spare capacity reduction. This has 
become an ever more prominent theme in policymakers’ speeches in recent 
months, and will entail stipends for laid off workers, retraining costs, restructuring 
costs and possible transfers to banks forced to accept debt restructuring or even 
default on loans made to overcapacity industries. Overall, we continue to expect 
a slowdown this year as: the financial sector drags on the economy thanks to an 
inflated base effect; closing of spare capacity hits activity; credit continues to 
suffer from diminishing returns and slower US growth keeps trade subdued.   

On inflation, though oil prices have fallen further since our last forecast update, 
there will be limited pass-through to the economy. In general, the Chinese oil 
consumer has seen smaller price changes than the international markets, and 
this year the government has said fuel prices won’t be adjusted in line with oil 
once the international price falls below $40 (chart 10). This protects the country’s 
oil companies but also limits the deflationary impact of cheap global oil. 
Alongside this, we also expect more yuan depreciation than previously, with the 
exchange rate versus the dollar expected to reach 6.8 by year end, which will 
exert modest inflationary pressure, albeit limited by the trade weighted targeting. 
Consequently, we make no overall change to our Chinese inflation numbers.  
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Below target inflation continues to give policy room to cut. The 50 basis point cut 
to the reserve requirement ratio on February 29th will likely be followed by a 
further 200 basis points of cuts this year, alongside interest rate cuts. We also 
expect the development of new monetary policy tools, as rate liberalisation has 
rendered the benchmark deposit and lending rates less influential.  

Chart 10: Oil’s impact on Chinese inflation is limited and now capped 

 
Source: Thomson Datastream, Schroders Economics Group. 24 February 2016. 

 
 

Things have 
continued to get 
worse for Brazil 

 

 

 

 
 

Brazil 

We find ourselves, once again, having to downgrade the growth outlook for 
Brazil, where the data has broadly continued to deteriorate. The central bank’s 
GDP proxy recorded GDP growth of -6.5% in December, year on year. The rate 
of decline has slowed somewhat (chart 11) but it is still difficult to be positive on 
the outlook. 

Collapsing real wages and tighter credit conditions have dealt a serious blow to 
consumption, which for 2014 gamely did its best to keep overall growth positive 
against a poor investment backdrop. Now, with consumption capitulating, 
investment still looks abysmal, contending with policy uncertainty, tighter credit 
conditions, and the ongoing fallout from the Petrobras scandal. This leaves 
government spending – facing a fiscal consolidation squeeze – and net exports, 
which admittedly have started to improve, but largely because of import 
compression. Soft commodity prices mean the export sector is still struggling to 
make a contribution. 

Chart 11: Brazil still in decline, but is the worst behind it? 

 
Source: Thomson Datastream, Schroders Economics Group. 24 February 2016. 
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elevated 
throughout 2016 
 

 

 

 
 

 

High growth but 
data and 
composition of 
poor quality 

All in all then, much the same as last quarter, and the one before that. Are there 
any glimmers of hope? Perhaps. The war of attrition we spoke of in our last 
forecast update continues. Labour costs are being pushed down, the currency 
remains weak, and the current account balance is very slowly moving out of 
deficit. Consumer confidence and the services PMI also look to have bottomed. It 
is too soon to call a turning point, but we do think that at some point this year the 
worst will be over for Brazil’s economy.  

We should mention in passing Brazil’s stimulus package, announced January 
28th. The package chiefly focused on credit issues, promising payroll loans and 
working capital to struggling corporates, as well as refinancing of existing loans 
for capital spending. At 1.4% of GDP, the package is not easily dismissed but to 
us the details suggest it will ameliorate current stresses, rather than accelerate 
growth. It presumably also worsens the balance sheets of the public sector banks 
used to channel the credit, given that the loans will be most in demand from 
lower quality firms.   

Besides growth, Brazil’s other obvious problem is inflation. The latest print has 
shown yet another increase, to 10.7% year on year. Administered prices were 
ramped up throughout 2015 as the government attempted to come to grips with 
the deficit, while food prices have also been a key source of pressure. Lagged 
pass-through from currency depreciation will keep inflation elevated for some 
time, and most likely above the central bank’s 6.5% target throughout 2016. 
Despite this, the central bank has recently become more dovish, backpedalling 
from signalling a hiking cycle and emphasising an increase weight on growth in 
its decision making process. We expect no change in rates this year, but see the 
potential for easing in 2017.   

India  

Fourth quarter GDP growth slowed slightly but still beat estimates, at 7.3% year 
on year. While the number confirmed India’s place as the fastest growing major 
economy, we have some reservations; the quality of both growth and data are in 
question. 

 Chart 12: India remains a consumption driven story 

 
Source: Thomson Datastream, Schroders Economics Group. 24 February 2016. 

 

 

 

Digging down into the data shows the final quarter’s performance was driven by 
consumption and government spending (chart C3), while investment weakened. 
Imports contracting even more rapidly than exports meant net exports 
contributed positively to growth. Given the overwhelming need for investment in 
India, this is a disappointing result despite the stronger than expected GDP 
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number. That growth is increasingly reliant on household and government 
spending also suggests to us that this is not a particularly sustainable formula, 
especially in light of the announced fiscal consolidation path, and the fading 
boost from cheaper energy. An expansion in credit provision can help for a time 
but this does not create secure longer term foundations in the absence of 
investment in productive capacity. Given its stage of development, India should 
be looking to boost the GDP share of investment much further, in our view.  

We also (still) have concerns over the accuracy of the data, which are at odds 
with other indicators.  Industrial production, for example, likely grew around 5% 
year on year in Q4 2015 while national accounts data indicate a 12.6% year on 
year increase in manufacturing gross value added in the same period. Based on 
a composite of higher frequency data we believe growth in GDP to be closer to 5-
6% than the 7.3% reported. 

While a consumption led story may have some legs left, given the willingness of 
private sector banks to lend, India’s longer term growth aspirations remain 
dependent on economic reform which prompts productive investment. We are 
still waiting, and our eyes now fall on the budget for further policy intentions. 

Inflation remains low in India, compared to historical averages, as the country 
continues to benefit from low commodity prices. The reduction in fuel subsidies 
earlier in Prime Minister Narendra Modi’s term means there is now greater pass-
through of falls in the global price to the domestic economy, prompting a 
downward revision of our inflation forecast for this year. Against that, however, 
we must set the likelihood of greater inflationary pressure from food prices and 
the impact of the implementation of the latest Pay Commission’s 
recommendations. The Commission has advised a pay increase for government 
employees of around 20%, or equivalent to around 0.5% of GDP. This limits the 
scope for rate cuts from the central bank, and our base case is for rates to 
remain on hold throughout 2016, being cut only in 2017. 

Russia 

In our last forecast update, we wrote that “the fall in the oil price has taken most 
of its toll, and barring further large falls we should not see an additional drag on 
growth in 2016 and 2017”. Of course, we have seen a further fall in oil since 
those fateful words, and consequently must revise down our growth expectations 
further. However, at this point most oil related investment in Russia has already 
been assigned to the scrapheap, so the main linkage is through government 
spending given the importance of oil to government revenues (43.6% in 2015). 

In 2015, the government budget for 2016 assumed a $50 per barrel oil price, so 
the additional decline has prompted spending cuts of around 10%. The rest of 
the shortfall will be met by a combination of reserve funds (which should last two 
to three years at the planned rate of depletion) and debt issuance, with a $3 
billion bond mooted for later this year. Unfortunately for Russia’s longer term 
growth prospects, spending cuts will hit what investment remains particularly 
hard, as defence and welfare spending are largely ring-fenced. 

We expect a return to weak positive growth in 2017, assuming the forward curve 
is finally pricing oil correctly, as the economy is showing some signs of having 
“bottomed out” (chart 13), though obviously the impact of budget cuts is yet to be 
felt. Further negative shocks would naturally lead us to downgrade our growth 
outlook once again. Looking out beyond 2017, though, we do not see growth 
accelerating much further; the combination of poor demographics and near total 
reliance on hydrocarbons severely limits Russia’s trend growth, in our view. 1.5% 
per annum may well be the best that can be hoped for, absent reform. 
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…but we think 
the worst of the 
oil shock is over 

Chart 13: Russia’s economy looks like it may have bottomed 

 
Source: Thomson Datastream, Schroders’ Economics Group. 25 February 2016. 

Oil is bad news on the inflation front, too, given its impact on the currency. The 
correlation of the ruble with the oil price has touched new highs in recent months, 
and so we should expect an extended period of inflation pass-through. The 
recent stability in the oil price, and expected strengthening, should at least mean 
the problem stops getting worse. The crushing of domestic demand, along with 
high base effects, should limit further acceleration here, as we are already 
witnessing. We think there will be space for rate cuts this year. 
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Schroder Economics Group: Views at a glance 

Macro summary – March 2015 

Key points 
Baseline 

 We have trimmed our global growth forecast to 2.4% for 2016 led by downgrades to the US, Japan and 
emerging markets. The inflation forecast for 2016 has also been reduced for the advanced economies to 
reflect the lower oil price profile. Emerging market inflation is, however, higher as a result of currency 
depreciation and administered price hikes. For 2017, our forecasts are little changed, with growth 
strengthening modestly as a result of more stable emerging market activity.  

 The US Fed is expected to raise rates in June and December by 25 bps, so taking fed funds to 1% by end 
year. Further increases in 2017 to 1.5% by end year but this is a flatter profile than before to reflect lower 
inflation and concerns about activity.   

 UK recovery to continue, but to moderate as a result of Brexit uncertainty and the resumption of austerity. 
First rate rise in November 2016 but BoE to move cautiously, hiking again in February 2017, to take rates 
to 1%, when weaker activity will force a pause. 

 Eurozone recovery continues in 2016, but does not accelerate as tailwinds fade and the external 
environment drags on growth. Inflation to turn positive again in 2016 and rise modestly into 2017. ECB to 
cut rates further with the deposit rate falling to -0.5% by the end of the year where it stays through 2017. 

 Japanese growth now forecast at 0.8% this year (previously 1.1%) and inflation reduced to 0.4%. The BoJ 
responds with further rate cuts, taking policy rates to -0.25% by end 2016. 

 Emerging economies benefit from modest advanced economy growth, but tighter US monetary policy 
weighs on activity, while commodity weakness will continue to hinder big producers. Concerns over 
China’s growth to persist, further fiscal support and easing from the PBoC is expected. 

Risks 

 Risks skewed towards deflation on fears of China hard landing, currency wars and a US recession. The 
risk that Fed rate hikes lead to widespread EM defaults would also push the world economy in a 
deflationary direction. Inflationary risks stem from a significant wage acceleration in the US, or a global 
push toward reflation by policymakers. Finally, an agreement between Saudi Arabia and Russia could limit 
oil supply, leading to a jump in inflation and a hit to growth. 

Chart: World GDP forecast  

 
Source: Thomson Datastream, Schroders Economics Group, February 2016 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 
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Schroders Baseline Forecast 

  

Real GDP

y/y% Wt (%) 2015 2016 Prev. Consensus 2017 Prev. Consensus

World 100 2.4 2.4  (2.6) 2.5 2.8 (2.8) 2.9

Advanced* 62.4 1.8 1.7  (1.9) 1.9 1.9 (1.9) 2.0

US 24.7 2.4 2.1  (2.4) 2.2 2.1 (2.1) 2.5

Eurozone 19.0 1.5 1.4  (1.5) 1.6 1.6 (1.6) 1.7

Germany 5.5 1.4 1.6  (1.7) 1.8 2.1 (2.1) 1.6

UK 4.2 2.2 1.9 (1.9) 2.2 1.6 (1.6) 2.2

Japan 6.5 0.5 0.8  (1.1) 1.1 1.4  (1.5) 0.6

Total Emerging** 37.6 3.4 3.6  (3.9) 3.6 4.4  (4.2) 4.4

BRICs 23.6 4.2 4.4  (4.6) 4.4 5.2 (5.2) 5.1

China 14.7 6.9 6.3 (6.3) 6.5 6.2 (6.2) 6.3

Inflation CPI 

y/y% Wt (%) 2015 2016 Prev. Consensus 2017 Prev. Consensus

World 100 3.0 3.9  (3.7) 3.8 3.7  (3.9) 3.6

Advanced* 62.4 0.2 1.0  (1.4) 0.9 2.0  (1.9) 1.9

US 24.7 0.1 1.2  (1.6) 1.3 2.3  (2.1) 2.2

Eurozone 19.0 0.0 0.7  (1.3) 0.5 1.6 (1.6) 1.5

Germany 5.5 0.1 0.9  (1.5) 0.8 1.8  (1.6) 1.7

UK 4.2 0.1 0.8  (1.3) 0.8 2.0  (2.2) 1.8

Japan 6.5 0.8 0.4  (1.0) 0.3 1.8 (1.8) 1.8

Total Emerging** 37.6 7.6 8.7  (7.4) 8.5 6.7  (7.3) 6.5

BRICs 23.6 4.5 3.8  (3.6) 3.5 3.5  (3.4) 3.2

China 14.7 1.5 1.9 (1.9) 1.5 2.1 (2.1) 1.7

Interest rates 

% (Month of Dec) Current 2015 2016 Prev. Market 2017 Prev. Market

US 0.50 0.50 1.00  (1.25) 0.74 1.50  (2.00) 0.97

UK 0.50 0.50 0.75  (1.00) 0.56 1.00  (1.25) 0.74

Eurozone (Refi) 0.05 0.05 0.05 (0.05) 0.05  (0.25)

Eurozone (Depo) -0.30 -0.30 -0.50 - -0.50

Japan -0.10 0.10 -0.25  (0.10) 0.01 -0.50  (0.10) 0.12

China 4.35 4.35 3.50 (3.50) - 3.00 (3.00) -

Other monetary policy

(Over year or by Dec) Current 2015 2016 Prev. 2017 Prev.

US QE ($Bn) 4487 4487 4505  (4507) 4523  (4525)

EZ QE (€Bn) 159 652 1372  (1369) 1732  (1369)

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

JP QE (¥Tn) 383 383 400  (404) 400  (404)

China RRR (%) 17.50 17.50 15.00 15.00 13.00 13.00

Key variables

FX (Month of Dec) Current 2015 2016 Prev. Y/Y(%) 2017 Prev. Y/Y(%)

USD/GBP 1.45 1.47 1.43  (1.50) -3.0 1.40  (1.50) -2.1

USD/EUR 1.12 1.09 1.08  (1.02) -0.6 1.04  (1.02) -3.7

JPY/USD 112.8 120.3 115  (120) -4.4 120  (115) 4.3

GBP/EUR 0.78 0.74 0.76  (0.68) 2.5 0.74  (0.68) -1.6

RMB/USD 6.57 6.49 6.80  (6.60) 4.7 7.00  (6.80) 2.9

Commodities (over year)

Brent Crude 32.9 52.7 35.7  (48) -32.3 41.9  (43) 17.6

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

Previous forecast refers to November 2015

-0.31 0.74

Croatia, Latvia, Lithuania.

Source: Schroders, Thomson Datastream, Consensus Economics, February 2016

Market data as at 12/02/2016

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

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 

2016 2017 

  

2016 2017 

  
Source: Consensus Economics (February 2016), 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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Chart B: Inflation consensus forecasts 


