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Forecast update: recovery trimmed, but on track (page 2) 
• Global recovery continues, but our growth forecast has been shaved as a 

result of downgrades to both the advanced and emerging economies. The 
latter face the more significant challenge in adjusting to the post financial 
crisis world, whilst the former should bounce back with the US in the second 
quarter. Divergent monetary policy remains a key theme with the Fed and 
Bank of England expected to raise rates in 2015 while the ECB, BoJ and 
PBoC are likely to remain on an easing tack. 

• The risks to our forecasts are still tilted toward weaker growth and inflation 
led by a China hard landing, the threat of Eurozone deflation and secular 
stagnation. However, stagflationary risks have risen as a result of introducing 
a new scenario, capacity constraints bite, whilst political event risk is present 
should the Russia-Ukraine crisis deteriorate or a trade war erupt in Asia.  

Europe: mixed macro & mixed election results (page 6) 
• The European growth figures for the first quarter were very mixed. Some 

countries such as Germany and Spain are gaining momentum in their 
recoveries, while others such as Italy and France are failing to impress and 
are struggling to implement structural and fiscal reforms.  

• The European parliamentary election results were also mixed, with euro-
sceptic parties making clear gains, but not in all countries. The most 
worrying results came from France and the UK, where large gains were made 
by populists, and where they are most likely to influence future results. The 
wider impact will be to slow EU expansion, which raises the risk of greater 
Russian influence in the region in the long-term. 

Views at a glance  
• A short summary of our main macro views and where we see the risks to the 

world economy. 

Chart: Global growth upswing intact 
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Source: Thomson Datastream, Schroders 28 May 2014 forecast. Previous forecast from February 
2014. Please note the forecast warning at the back of the document. 
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turn 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

US rebound 
expected in q2 
 

Forecast update: recovery trimmed, but on track 
We continue to expect global growth to strengthen, but have shaved our forecasts 
for 2014 and 2015 by 0.2% to 2.8% and 2.9% respectively. Downgrades to both the 
advanced and emerging economies forecasts have been made, although we still 
see the problems in the latter as more fundamental than in the former. In the short 
run this is reflected in the continuing divergence between the Purchasing Managers' 
indices (PMIs) for the developed and emerging economies, as represented by the 
BRICs.  

Chart 1: Emerging economies lag developed market pick-up (PMI's) 
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Source: Markit, Schroders. 29 May 2014. 

Looking further out, the emerging economies need to adapt to a world of weaker 
external demand through improvements in competitiveness, cutting debt and 
eventually re-orientating growth toward domestic demand (see our recent Talking 
Point, "Emerging markets: roadmap to recovery" for more on the adjustment 
process and the characteristics of those economies most likely to succeed). 
Progress is being made in economies like India where the current account deficit 
has narrowed, and economies such as Korea and Taiwan are well placed to capture 
an upturn in US demand, where there are signs that imports are picking up. 
However, we need to become more confident on growth in the other large 
economies like China and Brazil before the emerging markets can return to a 
stronger growth path. Our China forecast for 2014 remains at 7.1%, but has been 
revised down to 6.8% in 2015 (see EM forecast: crumbling BRICs, below).   

On the advanced economy side the downgrade to growth is in large part a reaction 
to the weakness of the first quarter in the US where GDP is now reported as having 
fallen at an annual rate of 1%, the first contraction since 2011.  

We would attribute much of this to the harsh weather during the period which hit 
construction and spending on durables as well as exports. Unsurprisingly given the 
impact of the weather on supply chains, inventory building fell sharply and stripping 
this factor out, final sales grew and were led by a 3.1% gain in consumption. 
Monthly data for April are pointing to a sharp rebound in q2 with GDP expected to 
rise at a 4.5% annual rate. Nonetheless, there are areas where we are more 
cautious, for example, on the housing market where starts and sales have 
persistently disappointed.  

Again this is partly a weather effect, but the slowdown was in train prior to q1. 
Higher mortgage rates are one explanation following the bond market’s "taper 
tantrum" last year, although mortgage borrowing does not seem to have been a 
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1 See “The slowdown in existing home sales”, FRBSF Economic letter, May 19, 2014. 
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Secular stagnation 
would add to the 
deflationary risks   
 
 
 
 
 
 
 
 
The "capacity 
constraints bite" 
scenario takes us 
in a more 
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driver of the recovery in the first place. Instead there would seem to be a new 
dynamic at play where shifts in investor behaviour drive the market. Such buyers 
are sensitive to similar factors as those buying homes to live in rather than rent, only 
more so, and the rise in house prices and bond yields will have made property 
investment less attractive than a year ago. In a recent study the Federal Reserve 
bank of San Francisco reported evidence of a marked slowdown in regions where 
investment buyers had previously been active1.  

Despite trimming the US growth forecast we still expect the Fed to end QE by 
October and raise interest rates from q3 2015 as unemployment continues to fall 
and wages accelerate. The jobless rate is forecast to fall from its current level of 
6.3%, reaching 5.9% by the end of this year and 5.2% by the end of next. Our 
inflation forecast is marginally higher and Fed funds is now expected to rise to 
0.75% by end 2015., These forecasts for unemployment are below the lower end of 
the range published by the Federal Reserve members and presidents in March.  

Divergence in monetary policy remains a key theme in the forecast. In the Eurozone 
we expect another rate cut from the ECB and measures to reduce bank funding 
costs, but no QE as the economy is expected to escape deflation. For the UK, we 
have brought forward our first rate hike to August 2015 as a result of stronger 
activity, but remain later than the consensus. In Japan we have pushed out an 
acceleration in QQE until September when the Bank of Japan (BoJ) is expected to 
downgrade growth expectations. We still have doubts about the sustainability of 
growth and fear that the central bank has become too optimistic on the economy. 
The People’s Bank of China (PBoC) is expected to trim the RRR, but refrain from 
easing further as it continues to control excess liquidity. 

Scenario analysis: deflation remains the greater tail risk 

We have updated our scenarios and now include two new projections to capture the 
risks around the baseline outlook. Both are primarily US scenarios, but they could 
easily apply more widely and especially to the UK. Trade and financial links mean 
they have global implications. 

The first is "secular stagnation" where economic growth remains weak as a result of 
slow productivity gains, an outlook recently popularised by Larry Summers. In this 
scenario, capital spending remains sluggish as despite interest rates being at record 
lows, the cost of capital remains above the expected rate of return. Household 
expenditure is constrained by weak real income growth, a consequence of sluggish 
productivity and deteriorating demographics. Other countries experience similar 
effects and the net result is a deflationary outcome where growth and inflation are 
below the baseline projection. Clearly, interest rates and monetary policy would be 
looser in this scenario with, for example, no increase in rates from the Federal 
Reserve and increased pressure for the US central bank to restart QE.  

The second we have labelled "capacity constraints bite" where the amount of spare 
capacity proves to be considerably less than anticipated by policymakers. 
Estimating output gaps is a hazardous business as structural shifts can make 
current capacity obsolete and skills redundant. The forces of secular stagnation can 
also play a role by slowing productivity and the trend rate of growth. The net result is 
that central banks overestimate the ability of the economy to grow without pushing  
inflation higher and keep policy too loose. Once the mistake has been realised they 
then have to tighten aggressively to bring the economy back to trend. An 
overestimation of the amount of slack in the economy was one of the factors which 
led to the great inflation of the 1970s (see chart 2). Today, it could come about 
through the structural changes brought by the global financial crisis and the 
subsequent shift from finance and construction – the sectors which experienced the 
greatest effects of the bubble.  
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Chart 2: The hazards of output gap analysis 
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Source: Orphanides A., “Historical Monetary Policy Analysis and the Taylor Rule”. Federal 
Reserve working paper 2003-36. 

The other new scenario is "Russian rumble" where, following the annexation of the 
Crimea, Russia takes military action in East Ukraine. In response the US and EU 
step up trade sanctions and Russia cuts gas and oil supplies to Europe. So far 
markets seem very relaxed about such a risk believing that neither side would wish 
to cause so much damage to their economies, but if this scenario did play out it 
could have major ramifications. We would expect to see a disruption to the 
European recovery until alternative energy supplies are found, and for oil prices to 
rise significantly thus hitting inflation and activity world wide. Amid a deterioration in 
international relations, market volatility could be expected to increase and we would 
expect central banks to run looser monetary policy despite the pick up in inflation.  

Our other scenarios are unchanged from last quarter. On the deflationary side we 
still have the "China hard landing" where the financial system unravels thus resulting 
in a collapse in fixed investment and growth. As we have argued before this 
primarily impacts the emerging market economies, particularly the commodity 
producers. Growth in the US and Europe is also weaker, but there is some offset 
from the fall in oil prices and inflation. Alongside, "secular stagnation" our third 
deflationary projection is "Eurozone deflation" whereby the Eurozone experiences a 
Japan style slump with prices falling persistently and the region experiencing debt 
deflation. Again monetary policy would be looser than in the baseline with the ECB 
embarking on QE and policy elsewhere also likely to be easier including in the US.   

Of the remaining scenarios we still attach some risk to an escalation of the dispute 
between China and Japan over the Diaoyu or Senkaku islands which results in the 
"trade war" scenario. Alternatively this could originate from an escalation of the 
current dispute between China and Vietnam. Like the "Russian rumble" this is 
political event risk and would push the world economy in a more stagflationary 
direction through its impact on trade and commodity prices. The latter typically rise 
during trade wars as users build up their inventory and hoard commodities for fear 
of being unable to obtain future supplies.  

Finally, the "G7 boom" scenario is the sole reflationary outcome whereby we see a 
return of animal spirits and a much stronger pick up in business spending than in the 
baseline.  
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Chart 3: Scenario risks around the baseline 
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Source: Schroders 28 May 2014 forecast. Please note the forecast warning at the back of the 
document. 

In terms of probabilities there is still a skew toward deflation with a total probability 
of 15% attached to those scenarios which result in weaker growth and inflation, 
unchanged from last quarter). However, as a result of introducing the capacity limits 
bite and Russian rumble scenarios, the probability of a stagflationary outcome has 
risen sharply to 12% from 3% previously. The probability on the reflationary boost 
has fallen from 10% to 6% this quarter reflecting less upside risk on capex. The 
overall balance of probabilities has shifted toward weaker growth and higher 
inflation compared with 3 months ago.   

Chart 4: Baseline and scenario probabilities 

Baseline, 65%

Eurozone 
deflation, 4%

G7 boom, 6%

Trade war, 2%

Capacity limits 
bite, 8%

China hard 
landing, 6%

Russian rumble, 
2%

Secular 
stagnation, 5%

Other, 2%
 

Source: Schroders 28 May 2014 forecast. Previous forecast from February 2014. Please note the 
forecast warning at the back of the document. 
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Europe: Mixed macro & mixed election results 
The year so far has been one of consolidation for Europe. Because of the European 
parliamentary elections, which took place earlier this month, very little has been 
achieved with regards to the wider EU reforms required to improve stability and 
resilience to future banking and sovereign debt crises. Like the Union's 
macroeconomic performance, the results from the European elections have been 
mixed.  

European parliamentary election results 

Nobody expected the mainstream parties to have an easy ride in this month's 
European parliamentary elections. This was a chance for voters to vent their anger 
and frustrations over not only the dismal macroeconomic performance of their 
economies over the past five years, but also the social impact that such failings 
have had. UK Independence Party leader Nigel Farage described the election as a 
"free hit" for voters against the establishment, but could the results really bring about 
the "earthquake" that he touted? 

Chart 5: Rise in populist votes 
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*Average turnout taken for 1999, 2004 and 2009 elections, except for Poland who joined after 
1999. Source: European Parliament, Schroders. 28 May 2014. 

In our view, the election results were more mixed than has been suggested by the 
press. Populist parties clearly made gains compared to the previous results, but the 
uniform swing towards such parties has not occurred. Voter turnout was also mixed, 
but not significantly different to past elections (chart 5 above). Looking at the results, 
we find a trend of rising discontent with mainstream parties where domestic 
economic and social problems have been more severe, but also where those parties 
have not blamed the EU for their ills, rather than a direct vote against the Europe. 

Box 1: Summary of European parliamentary election results: 

• In Germany, the federal government coalition won about 63%, increasing 
their share from the 2009 EU election (59%). The radical-left Die-Linke 
won 7.4% of the votes, slightly down compared to the previous election, 
but did manage to win a seat. In our view, a strong result for the pro-
Europeans, and while Die-Linke made progress, it was less than was 
expected.  

• In France, the extreme-right wing Front National beat the mainstream 
parties by winning 25% of the votes, highlighting the discontent in French 
politics at the moment. The biggest loser was President Hollande's 
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While Greece and 
Italy saw big 
support for euro-
sceptic parties, it 
was the UK and 
France that saw 
the biggest swings 
 
 
 

Socialist party, which won a pathetic 14% of the votes, finishing in third 
place.  The French result reflects both the anger over what is seen as 
Brussels imposed austerity, but also the perceived loss in sovereignty, 
and powers over national borders. Francois Hollande, who had promised 
a reversal of austerity measures in his election campaign, has been 
forced to backtrack and face reality. However, his (and previous 
governments') refusal to be clear with the electorate has allowed the Front 
National to seize the political agenda. Hollande's approval rating is now 
below 20%, compared to previous president Sarkozy's rating at the end of 
his second year of around 35%. The politics of France is horrible at 
present, and with the main opposition being hit by bribery scandals, the 
Front National has managed to capitalise on the downturn in the 
popularity of leading political figures, and has emerged as a genuine 
political force in France.  

• In Italy, the big winner was Matteo Renzi, whose party won 40.8% of the 
votes in the first election since he took power as Prime Minister. 
Meanwhile, the anti-establishment Beppe Grillo's party (5-star movement) 
won just 21.1% of the votes, falling from 25.5% won in last year's general 
election. The increased vote for Rezi's party may just be a result of the 
honeymoon period new leaders tend to enjoy, however, it does reduce the 
risk of the coalition breaking up in coming years. 

• In Spain, the governing Popular Party won the election with a slight 
majority, with votes swinging towards parties that favour a referendum on 
independence for certain regions. 

• In Portugal, the mainstream opposition Socialists Party won 32% of the 
votes, while the governing coalition won about 28%. Anti-EU parties made 
little impact.  

• In Greece, radical leftists Syriza came first with 26.5% of the votes, but 
the governing coalition jointly won 30.5%. Compared to the 2012 general 
election (the last contest including all parties) this was a slight fall in the 
votes for Syriza. However, the extreme-right Golden Dawn party secured 
9.4% of the votes - a 2.5% increase compared to the last election, 
highlighting the ongoing crisis in Greece.  

• In the Netherlands, the anti-EU Party of Freedom (PVV) won 13% of the 
votes - lower than expected and less than the 2009 election. The pro-
European parties won the largest share of the votes, suggesting low risk 
from the Netherlands.  

• In the UK, the UK Independence Party won the largest share of the votes 
(27.5%), with Labour coming in second (25.4%). The Conservative party 
finished third (23.9%) with the Liberal Democrats finishing a woeful fifth 
(6.9%). While the natural position of the mainstream parties is to be pro-
EU, the surge in support for UKIP is likely to have a larger impact than 
expected.  

 

Overall, some anti-EU parties made ground in the elections, while others in some 
countries actually underperformed expectations. Italy saw the biggest favourable 
swing towards the current government, while Spain, the Netherlands and Portugal 
did better than expected against the anti-EU parties. The results in France and the 
UK are the most concerning, with a genuine message being sent to leaders that 
change is needed. For France, austerity and structural reforms will continue 
regardless of the result, and with both of the mainstream parties strongly in favour of 
the European project, we see low risk from the European election results. The next 
presidential elections are not for another three years, and even then, the first past 
the post system will keep influence of the Front National low.  
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Like the politics, 
the growth picture 
was also mixed in 
Q1 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

In the UK the risks are more severe. The Conservative party harbours a significant 
number of Euro-sceptics and is where UKIP originated from. The Conservatives 
have promised a referendum on the UK's membership of the EU in 2017, which may 
eventually be adopted by Labour as we approach the 2015 election (currently 
holding on to a loose pro-European stance), especially if UKIP continues to build 
support. The immediate impact has been for Prime Minister David Cameron to 
successfully demand a review of EU policy, and for former Luxembourg Prime 
Minister Jean-Claude Juncker’s nomination for the European Commission 
presidency to be challenged. Cameron has openly been campaigning to block his 
candidacy as Juncker is viewed as an old-school EU federalist. The UK's 
membership of the EU is looking more precarious, which should concern other EU 
member states that share similar political views. 

Beyond the UK, the impact on wider EU policy could be to halt one of the Union's 
most successful achievements - the expansion of the EU, and the reforms 
introduced in new member states and accession candidates. If progress halts 
altogether, there is a danger that candidate states in Eastern Europe could lose 
hope of accession, and start to turn back to the recently resurgent Russia.  

Eurozone forecast update 

Like the European elections, the recent macro data has also been mixed. First 
quarter Eurozone GDP is estimated to have grown by 0.2% (quarter-on-quarter), 
matching quarterly growth at the end of 2013 but disappointing the City, where 
consensus expectations were for an acceleration to 0.4% growth. The main drivers 
of the disappointment came from France, Italy and the Netherlands – all of which 
continue to struggle with ongoing austerity and structural reforms (see chart 6). 

Chart 6: European growth slow but steady 
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Source: Thomson Datastream, Eurostat, Schroders. 29 May 2014. 

French quarterly GDP was flat in the first quarter compared to 0.2% in the previous 
three months (revised down from 0.3%) and against expectations of 0.1% growth. 
The French GDP report highlighted falling domestic demand, likely to be in reaction 
to the recent increases in already high taxes. The Italian economy also surprised to 
the downside by contracting by 0.1% (consensus estimates of 0.2% growth). In fact, 
the level of Italian GDP is now lower than the previous trough in 2013 Q3. 

Elsewhere in the Union, Germany’s GDP growth was better than expected (0.8% vs. 
0.7% consensus), which helped support an acceleration in growth for Poland and 
Hungary (both up 1.1%). Spain is estimated to have grown by 0.4% on the quarter – 
its fastest quarterly growth rate for six years - however; both Finland and the 
Netherlands struggled, with the former falling into a triple-dip recession. 
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Expectations are 
high for ECB 
action next month, 
but can they 
deliver? 
 
 

In terms of our forecast, the slightly lower than expected outturn for the first quarter 
coupled with downward revisions to the second half of last year's growth means that 
our forecast for aggregate Eurozone growth for 2014 has been revised down from 
1.1% to 1.0%. However, the aggregate figure hides some differing trends. We have 
revised up our forecast for Germany for this year and next as the latest GDP figures 
supported our view that the pick up in domestic demand will continue to surprise 
economists to the upside (table 1). Spain has also been revised up on the back of 
continued improvements in activity. We now have a higher growth forecast for Span 
than for France or Italy in 2015.   

Table 1: Updated GDP growth forecasts 

 2014 Prev. 2015 Prev.
Germany 2.2 1.9 2.3 2.2
France 0.6 0.9 0.9 1.1
Italy 0.0 0.3 0.6 0.7
Spain 1.0 0.6 1.3 1.1
Eurozone 1.0 1.1 1.4 1.4  
Source: Thomson Datastream, Schroders 28 May 2014 forecast. Previous forecast from February 
2014. Please note the forecast warning at the back of the document. 

We have downgraded both France and Italy on the back of the weaker start to 2014, 
but also the lack of progress in implementing reforms. The fiscal slippage which is 
now very likely by the pair should help avoid another round of significant recessions; 
however the outlook is not particularly rosy for the pair. 

The profile of our aggregate Eurozone growth profile is therefore largely unchanged 
(chart 7). The forecast for HICP inflation has however been lowered slightly in the 
near term, largely on the back of lower than expected energy prices, especially of 
natural gas (chart 8). 

Charts 7: Eurozone GDP forecast          Charts 8: Eurozone inflation forecast                         
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Source: Thomson Datastream, Schroders 28 May 2014 forecast. Previous forecast from February 
2014. Please note the forecast warning at the back of the document. 

With regards to monetary policy, the latest mixed growth numbers highlight the 
problem the ECB faces in setting monetary policy for a diverging set of economies. 
Nevertheless, the disappointment in the growth figures is likely to support the doves 
at the Bank for greater stimulus. We continue to expect the European Central Bank 
to cut the main refinancing rate at the June meeting (to 0.1%), but no cuts to the 
deposit rate, nor the introduction of quantitative easing. However, the market is 
clearly pricing in more than just a cut in the main refinancing rate, and given the 
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!but also 
prompting 
bringing forward 
the first rate rise 
forecast 
 
 
 
 
 
 
 
 

recent comments from members of the Governing Council, the risk to our forecast is 
skewed towards greater action. Whether that action can lift growth and inflation is 
another matter altogether. 

UK forecast update: stronger growth = earlier rate hike 

The UK economy continues to perform very strongly, in particular, strong growth in 
household consumption and more recently, business investment. Slight upward 
revisions to growth in 2013, along with an upside surprise compared to our forecast 
for the first quarter, has led us to conclude that there is stronger momentum in 
domestic demand than previously forecast. Households have been reducing their 
savings rates to expand consumption, despite falling real disposable income. The 
recent fall in inflation is helping to moderate the squeeze, but ultimately, the 
household sector seems to be happy to increase its leverage once again. 

This might be explained by the recent sharp fall in the unemployment rate, which fell 
to 6.8% over the first quarter, compared to 7.2% in the previous quarter, and 7.8% a 
year earlier. Indeed, consumer confidence has also been very strong, with the GfK 
survey recording confidence in May returning to highs not seen since 2005.  

Overall, it appears that in the absence of serious fiscal consolidation this year and a 
willingness of households to borrow once again, domestic demand in particular is 
likely to be stronger than previously forecast. We have therefore raised the 2014 
growth forecast from 2.6% to 2.9%, and from 2.1% to 2.4% for 2015 (chart 9). 
Supporting this is the downgrade to the inflation forecast for the UK, partly due to a 
change in assumption on GBP (smaller depreciation), but also on the back of lower 
near-term pressure from food and energy price inflation (chart 10). 

Charts 9: UK GDP forecast                     Charts 10: UK CPI inflation forecast                         
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Source: Thomson Datastream, Schroders 28 May 2014 forecast. Previous forecast from February 
2014. Please note the forecast warning at the back of the document. 

Stronger growth raises the prospects that the Bank of England (BoE) may raise its 
policy interest rate sooner than expected. While inflation in the near term remains 
benign, the Bank is considering the profile of future interest rates. The debate 
seems to be heading towards the notion that an earlier start to the hiking cycle will 
allow the BoE to ease the squeeze on the household sector by hiking more slowly. 
Macroeconomic theory points to the importance of the level of interest rates for long-
term economic growth, but in the short-term, the change in interest rates is more 
important. Therefore, the BoE should take as much time as possible in normalising 
rates.  
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We expect the BoE 
to remain dovish, 
and to hike later 
than the market 
expects 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

This debate has been highlighted by recent interviews by Martin Weale, an external 
member of the BoE's monetary policy committee. As the Bank forecasts the output-
gap to be closed by around mid-2017, in theory, it should want to 'normalise' interest 
rates by then. The first question that arises is what the new equilibrium rate actually 
is. In the past, 4-4.5% seemed to be the preferred neutral rate, but the Bank has 
strongly signalled that this is now too high post the financial crisis. Not only is trend 
GDP growth expected to be lower, but there is an argument that prior to the crisis, 
banks were not charging enough of a premium (spread) over the Bank's risk free 
rate - implying that lending risks were being underestimated. If lenders are now 
charging more appropriate premiums, then the Bank of England can achieve the 
same effective interest rate (true average interest rate charged to households and 
corporates), but now with a lower base rate. 

In our view, the Bank is likely to remain very cautious and will look to raise interest 
rates by no more than 25 basis points each quarter. Even Weale - a more hawkish 
member - agrees with this pace of tightening. He may start to call for rate increases 
in the near future, but we forecast the BoE to remain on hold until August 2015. This 
is sooner than previously forecast (start of 2016), but is later than is priced in by 
money markets (chart 11). The market is pricing in a strong chance of the first rate 
rise by February 2015, and at least the first rise by May 2015. As the next general 
election will be taking place at that time, in our view, it would be strange for the BoE 
to introduce additional market uncertainty by raising interest rates. We think August 
2015 is therefore more likely. 

Charts 11: Schroders UK interest rate forecast vs. market expectations    
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Source: Thomson Datastream, Schroders. 29 May 2014.  

Conclusions 

Overall, the quarter has highlighted the big picture in the region. The European 
recovery is slow and uneven, with many countries still trying to fix their 
unsustainable public finances. The politics is currently stable enough to support the 
recovery, but delays to reforms and extensions of austerity are eroding the patience 
of voters. The risk of Eurozone deflation is elevated as highlighted by one of our 
scenarios. Markets are looking for the ECB to provide additional stimulus in 
response as deflation would spell disaster for some member states’ fiscal 
adjustments. Investors seem happy for the moment, but this month's wobble in 
peripheral equities suggests that some investors are scaling back expectations, and 
maybe even losing patience with the slow recovery, along with the poor earnings 
results. Even peripheral bond spreads have widened out over the month. 
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Schroder Economics Group: Views at a glance 
Macro summary – May 2014  
Key points  
Baseline 

• World economy on track for modest recovery as monetary stimulus feeds through and fiscal 
headwinds fade in 2014. Inflation to remain well contained.  

• US to rebound in q2 after weather related dip in q1. Economy beginning to normalise as banks return 
to health and private sector re-leverages. Unemployment to fall faster than Fed expects and central 
bank to complete tapering of asset purchases by October 2014. First rate rise expected in q3 2015. 

• UK recovery to be sustained by robust housing and consumer demand whilst economic slack should 
limit the pick up in inflation. Growth likely to moderate next year with general election and resumption 
of austerity. Interest rates to rise in August 2015.  

• Eurozone recovery becomes more established as fiscal austerity and credit conditions ease in 2014. 
Low inflation likely to prompt ECB to cut rates and take measures to reduce the cost of credit, 
otherwise on hold through 2015. Deflation to be avoided, but possibility of QE in response to deflation 
fears.   

• "Abenomics" achieving good results so far, but Japan faces significant challenges to eliminate 
deflation and repair its fiscal position. Bank of Japan to step up asset purchases as growth and 
inflation fall back in 2014 and 2015.  

• US leading Japan and Europe (excluding UK). De-synchronised cycle implies divergence in monetary 
policy with the Fed eventually tightening ahead of others and a stronger USD.  

• Tighter US monetary policy weighs on emerging economies. Region to benefit from advanced country 
cyclical upswing, but China growth downshifting as past tailwinds (strong external demand, weak USD 
and falling global rates) go into reverse and the authorities seek to deleverage the economy.  
Deflationary for world economy, especially commodity producers (e.g. Latin America). 

Risks 
• Risks are still skewed towards deflation, but are more balanced than in the past. Principal downside 

risk is a China financial crisis triggered by defaults in the shadow banking system. Some danger of 
inflation if capacity proves tighter than expected whilst upside risk is a return of animal spirits and a G7 
boom (see page 17 for details). 

 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

The UK seems to be operating in a much higher gear than the rest of Europe, 
leading us to revise up our forecasts for growth, and bring forward our forecast for 
the first rise in interest rates. While we see no reason for activity to dramatically 
ease in the near term, a return to serious fiscal austerity post the 2015 election is 
likely to hit growth from there on. Meanwhile, the race for the 2015 general election 
is underway, and as uncomfortable as it may be for the mainstream parties to admit, 
the UK Independence Party is going to heavily influence the debate over the 
country's future, and may even cause more surprises at the polls. 
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Chart: World GDP forecast  

4.8

2.4
2.8

3.6

4.8
4.4

4.9 4.9

2.1

-1.4

4.6

3.2

2.6 2.4
2.8 2.9

-3

-2

-1

0

1

2

3

4

5

6

00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15

Contributions to World GDP growth (y/y)

US Europe Japan Rest of advanced BRICS Rest of emerging World

Forecast

 
Source: Thomson Datastream, Schroders 28 May 2014 forecast. Previous forecast from November 2013. Please note the 
forecast warning at the back of the document. 
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Schroders Baseline Forecast
Real GDP
y/y% Wt (%) 2013 2014 Prev. Consensus 2015 Prev. Consensus
World 100 2.4 2.8 ! (3.0) 2.8 2.9 ! (3.1) 3.2

Advanced* 64.4 1.2 1.9 ! (2.1) 1.9 2.1 ! (2.2) 2.3
US 24.7 1.9 2.6 ! (3.0) 2.5 2.9 ! (3.0) 3.1
Eurozone 18.6 -0.4 1.0 ! (1.1) 1.1 1.4 (1.4) 1.4

Germany 5.2 0.5 2.2 " (1.9) 1.9 2.3 " (2.2) 2.0
UK 3.8 1.7 2.9 " (2.6) 2.9 2.4 " (2.1) 2.5
Japan 9.1 1.6 1.2 ! (1.4) 1.3 1.0 ! (1.3) 1.3

Total Emerging** 35.6 4.6 4.2 ! (4.4) 4.3 4.3 ! (4.6) 4.8
BRICs 21.8 5.5 5.1 ! (5.3) 5.2 5.1 ! (5.6) 5.4

China 12.5 7.7 7.1 (7.1) 7.3 6.8 ! (7.3) 7.2

Inflation CPI 
y/y% Wt (%) 2013 2014 Prev. Consensus 2015 Prev. Consensus
World 100 2.6 3.0 " (2.8) 3.0 3.1 " (2.8) 3.0

Advanced* 64.4 1.3 1.5 " (1.4) 1.6 1.6 " (1.5) 1.7
US 24.7 1.5 1.8 " (1.5) 1.8 1.9 " (1.4) 1.9
Eurozone 18.6 1.3 0.9 " (0.8) 0.8 1.2 (1.2) 1.3

Germany 5.2 1.6 1.3 (1.3) 1.3 2.0 " (1.7) 1.9
UK 3.8 2.6 1.9 ! (2.3) 1.9 2.2 ! (2.7) 2.0
Japan 9.1 0.1 2.0 " (1.9) 2.6 1.6 " (1.5) 1.8

Total Emerging** 35.6 4.9 5.7 " (5.4) 5.6 5.6 " (5.3) 5.3
BRICs 21.8 4.7 4.4 " (4.3) 4.3 4.4 " (4.1) 4.3

China 12.5 2.6 2.7 (2.7) 2.5 3.1 " (2.9) 3.0

Interest rates 
% (Month of Dec) Current 2013 2014 Prev. Market 2015 Prev. Market

US 0.25 0.25 0.25 (0.25) 0.26 0.75 " (0.50) 0.92
UK 0.50 0.50 0.50 (0.50) 0.72 1.00 " (0.50) 1.58
Eurozone 0.25 0.25 0.10 (0.10) 0.21 0.10 (0.10) 0.30
Japan 0.10 0.10 0.10 (0.10) 0.19 0.10 (0.10) 0.19
China 6.00 6.00 6.00 (6.00) - 6.00 (6.00) -

Other monetary policy
(Over year or by Dec) Current 2013 2014 Prev. 2015 Prev.

US QE ($Bn) 4227 4033 4443 (4443) 4443 (4443)
UK QE (£Bn) 375 375 375 (375) 375 (375)
JP QE (!Tn) 241 224 295 - 383 -
China RRR (%) 20.00 20.00 19.50 ! 20.00 19.50 ! 20.00

Key variables
FX Current 2013 2014 Prev. Y/Y(%) 2015 Prev. Y/Y(%)

USD/GBP 1.68 1.61 1.68 " (1.63) 4.3 1.63 " (1.55) -3.0
USD/EUR 1.37 1.34 1.35 " (1.34) 0.7 1.30 " (1.27) -3.7
JPY/USD 101.5 100.0 105.0 ! (110) 5.0 110.0 ! (120) 4.8
GBP/EUR 0.81 0.83 0.80 ! (0.82) -3.5 0.80 ! (0.82) -0.7
RMB/USD 6.23 6.10 6.18 " (6.00) 1.3 6.10 " (5.95) -1.3

Commodities
Brent Crude 111.1 109.0 108.3 " (108) -0.7 103.7 " (103) -4.3

Consensus inflation numbers for Emerging Markets is for end of period, and is not directly comparable. 
Please note the forecast w arning at the back of the document.

Previous forecast refers to November 2013

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

Source: Schroders, Thomson Datastream, Consensus Economics, May 2014

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

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

Market data as at 16/05/2014

 


