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3 
Global: Firing on all cylinders 

– The improvement in the world economy has been given the official seal of 
approval by the IMF which has just revised up its projections for global growth. 
Whilst such forecasts can be seen as lagging indicators, there are signs that 
global growth will be sustained as the capital spending cycle kicks in.  

– However, despite the strengthening of activity, inflation remains quiescent 
creating consternation amongst policymakers whose models would have 
predicted a pick-up in wage and price pressure. We look at some of the 
structural differences behind this and conclude it is too early to ditch the 
Phillips curve. 

8 
Eurozone: Political risk still simmering 

– Though many of the major political obstacles have now been overcome, events 
in Spain highlight that political risk continues to simmer under the surface. 
Elections in Austria, the Catalan situation, and recent referendums in Italy all 
highlight a trend towards populist, nationalist and now regionalist tendencies.  

– These risks are contained for the moment, helped by quantitative easing (QE), 
and the boost this brings for the economy and financial markets. The European 
Central Bank is set to keep QE going into 2018, but will eventually phase out 
the policy over next year.  

13 
EM: can diversification protect against contagion? 

– Diversification should reduce risk by insulating portfolios against country 
specific risks. Yet historic EM correlation suggests this might not always be the 
case, and today’s low correlations are an anomaly. 

21 
Views at a glance 

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

Chart: Indicator points to robust global growth 

 
Forecast begins Q3 2017.  
Source: Thomson Datastream, Schroders Economics Group, 25 October 2017.
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Global: Firing on all cylinders 

“There is a harmony in autumn” 
P.B. Shelley (1792–1822) 

What a difference a year makes. Last year the annual International Monetary Fund 
(IMF) meetings in Washington were characterised by doubts over the outlook for 
the global economy, the focus was on “subdued demand”, the fallout from the 
Brexit vote and weaker than expected activity in the US. This year, the IMF forecasts 
for the world economy were revised up and the theme was “seeking sustainable 
growth”. 

Past concerns over the US and UK were not entirely misplaced as the outlook for 
both was downgraded; however, this was more than offset by upward revisions to 
the euro area, Japan, emerging Asia, emerging Europe and Russia. Global growth 
has picked up despite the politics in the US and UK. 

Whilst IMF forecasts are often seen as a lagging indicator (largely due to the time 
they take to assemble), leading indicators suggest that growth will remain robust 
(see chart on front page). Our global activity indicator was close to zero a year ago, 
today it is at 1.0, the strongest reading since the initial bounce back after the global 
financial crisis (GFC) in 2011. The indicator is based on business surveys in the US, 
Europe and Japan and the strength of the current upswing owes much to its 
synchronised nature with all three regions performing strongly (see chart 1). 

Chart 1: Indicators point to synchronised strength 

 
Source: Thomson Datastream, Schroders Economics Group, 25 October 2017. 

Loose monetary policy has certainly played a role, particularly in the eurozone 
which has seen some of the biggest growth surprises. But so to has the recovery in 
commodity prices and a resilient performance from China which has lifted activity in 
the emerging economies. Global trade volumes are now growing at just under 5% 
compared with being close to flat a year ago.  

Alongside the recovery in trade we have seen a revival in investment intentions, 
particularly in the US where durable goods orders have improved significantly. The 
picture elsewhere is more mixed: Germany remains robust, but Japan has seen 
slower growth in machinery orders. Nonetheless, capex bellwether Caterpillar Inc. 
reported strong Q3 results with sales growing in all their markets. 
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Chart 2: US capex revival has further to run 

 
Source: Thomson Datastream, Schroders Economics Group, 25 October 2017. 
 

From a cyclical perspective, the revival in US capex has been a long time coming. 
Although this has been one of the longest expansions on record, it has been one of 
the weakest for capex. Looking at the average from peak to trough in each cycle 
since 1954, the current cycle is the second weakest in terms of the contribution of 
capex to GDP. 

Chart 3: US capex cycles compared 

 
Source: Thomson Datastream, Schroders Economics Group, 25 October 2017. 

In many ways this should not be surprising as the housing market was at the heart 
of the financial crisis. However, in terms of contribution to growth, housing 
investment has not performed badly (as it started from a low base) and the overall 
weakness has been concentrated in business capex. Explanations for this focus on 
the changing mix of growth in the US (more growth in labour intensive services, less 
capital intensive manufacturing) and the difficulty of measuring the cost of 
technology. From a cyclical perspective the weakness of the upswing compared to 
other cycles is also a factor as it means that capacity constraints have taken longer 
to emerge. It would now seem though that there will be a period of catch-up where 
capex accelerates and supports growth. 
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Inflation continues to puzzle: should we give up on the Phillips curve? 

The upturn in global growth has lifted sentiment and markets, but investors and 
central bankers remain puzzled by the behaviour of inflation. Given the tightening 
of labour markets most would have expected wages and inflation to be accelerating 
by now. Instead, we have a “goldilocks” recovery where growth is not “hot” enough 
to push up prices. 

At the heart of this lies the Phillips curve. It describes the inverse relationship 
between unemployment and wage growth, such that lower unemployment leads to 
higher wage growth and vice versa – a cornerstone of new Keynesian economics. 
The problem is that it has not worked during this cycle and as some have argued, 
has not worked for at least a couple of decades1. 

Chart 4 shows the flattening of the Phillips curve over the past 10 years, such that at 
current levels of unemployment one might have expected wage inflation to be 
running at least 1 percentage point higher. The curve is not flat, but the response of 
wages to lower unemployment has been feeble. 

Chart 4: The flattening Phillips curve 

 
Source: Thomson Datastream, Schroders Economics Group, 27 October 2017. 

This has created something of an intellectual crisis in central banks as the Phillips 
curve has been seen as a compass for guiding monetary policy. In theory, inflation 
targeting central banks can judge when to tighten or loosen according to where 
unemployment has reached in its cycle. The concept of the non-accelerating 
inflation rate of unemployment (NAIRU) was created to act as a guide to when the 
economy was approaching this critical level, where inflation would turn and the 
central bank would have to alter tack.  

The concept is a sound one, the problem is that it is difficult to calibrate with  
any accuracy. 

First, one has to disentangle the effect of the labour market from other factors such 
as commodity prices, the exchange rate and the influence of administered prices 
which independently drive inflation. 

Second, the NAIRU itself is not stable as it can be driven by structural factors. In 
recent years these have all tended to drive the trade-off in one direction. Increased 
globalisation where workers and supply chains can move across borders has meant 
that domestic constraints no longer bind as tightly as before. When combined with 
the reduction in trade unionisation and the increase in technology, worker 
bargaining power has been considerably reduced. Consequently, wages and 

                                                                    
1See “Through the looking glass”, Claudio Borio, Bank for International settlements, OMFIF City 
lecture, 22 September 2017 here. 
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inflation have failed to pick up meaningfully, even as the unemployment rate has 
moved to new lows thus flattening the Phillips curve.  

Third, central banks have been a victim of their own success. By keeping inflation 
under control their credibility has risen and inflation expectations have become 
anchored. Consequently, wage and price setters do not respond to deviations away 
from equilibrium knowing that the central bank will soon restore normal service. 

Time to throw away the compass? 

This does not do justice to a rich debate, but essentially economists come out on 
two sides. The first group argue that central banks should simply recognise that the 
relationship does not work and find something else to guide policy The second say 
we should keep the framework, but work harder to understand the drivers. It ’s a 
choice between trying to make the compass work better or throwing it away. 

Those who would ditch the compass argue that by continuing to use a faulty 
instrument they are ignoring factors such as financial stability which can be 
undermined by inappropriate monetary policy setting. The Bank for International 
Settlements (BIS) is a vocal proponent of this position and points to the GFC as 
evidence of the costs of ignoring the state of the financial system.  

This is a powerful view, but it is often the case that a problem in the financial system 
only becomes apparent after the event. Moreover, it is debatable whether interest 
rate rises can halt a speculative bubble: the Fed were raising rates in the run up to 
the GFC. Guiding monetary policy by financial markets could be as fraught as using 
the Phillips curve. 

In many ways though, the financial stability issue has been recognised and is being 
addressed not through monetary policy, but through increased regulation, macro 
prudential policy and the creation of financial policy committees in central banks. 

If we are to keep the Phillips curve, there needs to be a better understanding of the 
inflation dynamics. One approach is to recognise that the domestic unemployment 
rate is a blunt measure of labour market slack. Broader and deeper measures are 
needed. The former to capture globalisation as discussed above, the latter to 
determine how much slack there is in the domestic market beyond those registered 
as unemployed.  

Globalisation means looking at wider measures of unemployment to capture labour 
market competition. For example, there is evidence that the global output gap 
increases in importance for inflation relative to domestic estimates as trade and 
global value chains increase as a share of activity.  

On the deeper measures, recent analysis by the IMF highlights some important 
shifts in the labour market since the GFC. For example, although the unemployment 
rate is back to pre-crisis levels the number of people working part-time who would 
prefer full-time work has increased significantly (chart 5). The incidence of 
temporary contracts has also increased and the combined effect means that hours 
worked in the economy are not as high as might be inferred from the 
unemployment rate. 
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has broken, 
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Unemployment 
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market slack  
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Chart 5: Increasing number of involuntary part-time workers 

 
The involuntary part-time employment share is the total number of involuntary part-time workers 
divided by total employment. The upper and lower edges of the box show the top and bottom 
quartiles while lines denote top and bottom deciles.  
Source: IMF October World Economic Outlook, Schroders Economics Group, 25 October 2017. 

In our view central banks should not give up on the Phillips curve. Apart from the 
issue of what to replace it with there is plenty of scope to enhance the current 
framework. For example, adjusting unemployment for factors such as part-time 
working or temporary contracts could provide a better guide to wage and 
inflationary pressures. Using global rather than local output gaps is also likely to 
prove more fruitful.  

The coming months could provide a key test as the signs of strength in the world 
economy discussed above are likely to bring further labour market tightening. An 
enhanced compass will prove useful. 
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Eurozone: Political risk still simmering 
“Following the populist wave, now Europe has also to face a 
nationalists/regionalist wave, which somewhat overlaps with the populist 
one, and makes European integration even more difficult.” 

Lorenzo Codogno, LC Macro Advisers and former chief economist at the 
Italian Treasury, 23 October 2017. 

 

Europe has suffered heavily from the cost of political uncertainty in recent years. 
The crisis in Greece which spread to the periphery and became a wider sovereign 
debt crisis is almost over, but the rise of populist, anti-austerity and anti-EU political 
parties has hindered the performance of European equities in recent years.  

The French election was the crescendo of political noise earlier this year, as the 
realisation that Emmanuel Macron would eventually defeat the far-right Marine Le 
Pen triggered a strong rally in European risk assets. Since then, less significant 
events have largely gone according to plan. However, political risk continues to 
simmer under the surface as highlighted by recent events in Spain. The veil 
provided by the European Central Bank’s (ECB’s) quantitative easing (QE) 
programme has been invaluable, but as that veil is slowly withdrawn, what will 
investors be left with? 

Far-right to join coalition government in Austria  

Although not the most significant market for international investors, Austria’s 
politics reflects the mood in northern Europe, and so should be watched. Growing 
support for nationalist, anti-immigrant and euro-sceptic parties has been a concern, 
especially as the trend appears to be spreading to its more prominent neighbour 
Germany.  

In Austria, such sentiment has seen the steady rise of the far-right Freedom Party 
(FPÖ). It was narrowly defeated in the presidential race in 2016, but has led in polls 
for the legislative parliament for most of the two past years.  That lead collapsed in 
March as the People’s Party (ÖVP), the previous junior coalition partner, surged 
ahead (chart 6) 

Chart 6: Austrian election results in a swing to the right 

 
Triangles show final results. Source: Wikipedia, Schroders Economics Group. 24 October 2017. 
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The centre-right/Christian democratic ÖVP selected Sebastian Kurz, the previous 
Minister for Foreign Affairs and Integration, who is a young and charismatic 
politician that took a tough stance against immigration during the European 
refugee crisis. The election held on 15 October resulted in the ÖVP winning the 
most seats, which is likely to lead to Kurz (31) becoming the youngest leader  
in Europe.  

Interestingly, the FPÖ finished third in the election, suggesting the majority of 
voters continue to prefer more centrist parties. However, Kurz has signalled that his 
party will seek to form a coalition with the FPÖ rather than their previous coalition 
partners, the centre-left Socialist Democrats (SPÖ), acknowledging the shift to the 
right in Austrian politics. For investors, the choice of coalition partners is a little 
concerning, but having the FPÖ in a coalition will stifle its ability to build momentum 
as it would do in opposition. 

Catalan chaos 

Beyond Austria, the recent events in the Catalan region have raised concerns over 
Spain among international investors. The attempt by the region to hold a 
referendum for independence resulted in violent clashes with Spanish police, and a 
bigger political wound that will be difficult to heal. 

The Catalan referendum does not change the status quo in Spain. The referendum 
was deemed illegal by the constitutional court beforehand, and the low turn-out 
calls into questions the validity of the vote itself.  

Ultimate power resides with the Madrid government, and despite the Catalan 
government voting to declare independence, Madrid has now suspended the power 
of the autonomous region’s government, and taken over the responsibilities of the 
Catalan parliament. At the time of writing, Spain’s public prosecutor has announced 
that he is seeking charges of rebellion against the head of the Catalan parliament 
and separatist politicians.  

The loss of Catalonia to Spain would be significant. In 2016, Catalonia was the 
largest economic region with 19% of Spanish GDP, and the second most populated 
with 16.2% of the overall population (chart 7). It is the fourth richest region using 
GDP per capita, and its main industries are tourism, food and chemicals 
manufacturing.  

Chart 7: Regional economic importance of Catalonia (2016) 

 
Source: Spanish Institute of National Statistics, Schroders Economics Group. 25 October 2017. 
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In addition to its considerable size, Catalonia is also important as it makes a 
considerable contribution to the Spain’s public finances. In absolute terms, 
Catalonia made a net contribution of €9.9 billion in 2014 (latest data), which was 
worth 4.8% of its GDP (chart 8). This is significantly smaller than the net contribution 
made by Madrid, but is still very important – making up 30.5% of the overall budget. 
Needless to say, the rest of Spain would struggle financially with the loss of  
the Catalans. 

Chart 8: Regional contributions to the Spanish budget (2014) 

 
Source: Spanish Ministry of Finance, Schroders Economics Group. 25 October 2017. 

We do not expect the Catalans to achieve independence, a least not without the 
consent of the rest of Spain. Meanwhile, Madrid has called a snap regional election 
for December, which may settle the matter. It is said Carles Puigdemont, the now 
former president of the government of Catalonia, could run again, but only if he is 
not in prison.  

In the meantime, the uncertainty of the potential break-away for the Catalan region 
could dampen growth. The Spanish government has already lowered its GDP 
forecast for 2018 from 2.6% to 2.3%, with the expectation that events would likely 
deter business investment. This is because as a newly formed independent state, 
Catalonia would not be allowed to keep the euro, and will certainly be outside of the 
EU. Indeed, there are reports that almost 700 firms have shifted their domestic 
registration from Catalonia and to the rest of Spain.  

The new currency is likely to perform poorly initially until market pricing can be 
established. EU membership would take at least 2–3 years to restore, but Spain 
would almost certainly block it.  

For the rest of Spain, the near-term impact of recent uncertainty is likely to be 
minimal. However, there is a small chance that the other national parties take an 
opportunistic approach by not standing against the separatist. If this were to 
happen, Prime Minister Rajoy may be forced to call an election to re-enforce his 
party’s stance.  

The events in Spain have wider ramifications than Catalonia and even the Basque 
region (which is also pushing for independence). The EU is refusing to get involved 
precisely because many member states have separatist movements of their own, 
albeit far smaller by comparison. 
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Bids for autonomy in Italy 

This month also saw referendums in Lombardy and Veneto in Italy where voters 
backed reforms to grant the regions greater autonomy. Although the referendum 
results are not binding, they should lead to local politicians being given greater 
power and responsibility to make budgetary decisions. 

Unlike the illegal referendum in Catalonia, the referendums in the two 
neighbouring Northern Italian regions were backed by most of the national political 
parties, and the Northern League – the most represented party in the region. The 
populist, right-wing and anti-EU Northern League has advocated separation for the 
rich northern Italian regions for many years. However, more recently, it has focused 
more on seeking greater autonomy, and playing a greater role at the national level 
of politics. The results should boost support for the Northern League at the next 
Italian election (due by May 2018), which may mean that the party ends up being 
included in the next coalition government. 

Although it is important to note that the Lombardy and Veneto referendums had 
nothing to do with separatism today, they may set the path for such a course for 
separatism in the future. After all, this is how Spain’s mess started. 

Upbeat ECB to extend QE into 2018 

Although the news is full of the political strife in Europe, risk assets have performed 
reasonably well. Of course, with ample liquidity being pumped into financial 
markets by central banks, their policies have had the effect of masking the 
underlying political risk.  

One of the biggest providers of liquidity has been the European Central Bank (ECB), 
through its various QE programmes. However, this was key for the future of QE, as 
the ECB finally unveiled its plans for 2018. 

At the October press conference, ECB president Mario Draghi, gave a positive 
assessment of the eurozone economic outlook as he confirmed the decision to keep 
interest rates unchanged, and to extend QE to September 2018. 

Purchases will continue to include government and agency bonds, private sector 
bonds (credit) and asset-backed securities, but will be reduced from the current 
pace of purchases of €60 billion per month to €30 billion per month. Moreover, the 
ECB remains committed to reinvesting the proceeds from maturing assets to 
maintain the stock of purchases for a considerable period of time. 

Draghi stated that “the latest data and survey results point to unabated growth 
momentum in the second half of this year”. Risks to the growth outlook remain 
“broadly balanced”, though “…recent sentiment indicators could lead to further positive 
growth surprises.” 

However, the outlook for inflation is more uncertain. The ECB forecasts inflation to 
fall to 1.2% in 2018, before rebounding to 1.5% in 2019. “Measures of underlying 
inflation have ticked up moderately since early 2017, but have yet to show more 
convincing signs of a sustained upward trend”. This supports the ECB’s view that 
stimulus should continue, but should also be scaled back. 

Overall, the ECB’s outlook and policy announcements were largely as expected, 
though the language used in referring to the QE programme as “open ended” was 
more dovish than expected. As a result, the euro was down slightly against other 
major currencies, helping to lift equity markets on the day of the announcement. 

We expect the ECB to probably extend QE again at the end of next year to finally 
end the programme in December 2018, paving the way for a rise in interest rates in 
the first half of 2019. 
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Conclusions 

The major political obstacles, which had held back European risk assets, have now 
been overcome. However, the events in Austria, Spain and Italy highlight the 
ongoing trend towards populist, nationalist and now regionalist sentiment. Political 
risk continues to simmer under the surface as highlighted by these events, but such 
risks should be contained and have a limited impact on markets.  

Meanwhile, the eurozone economy continues to perform strongly, while the ECB’s 
QE programme acts as a veil, covering up many of the monetary union’s problems 
and fragilities. As the QE veil is withdrawn, what will investors be left facing? In the 
meantime, this environment of strong growth, low inflation and ample liquidity 
should help support the outperformance of European equities. 
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EM: can diversification protect against 
contagion? 

“Ring-a-ring o’ roses, a pocket full of posies, A-tishoo! A-tishoo! We all 
fall down” 

Old British nursery rhyme.” 

A central theory for any investor is that diversification should serve to reduce risk. 
Across countries, this is because most economic and market disturbances are 
country specific. Consequently, equity markets (and other assets) in different 
countries should be fairly uncorrelated. By spreading investment across a range of 
countries, or spreading our eggs across multiple baskets, portfolio risk is therefore 
reduced and returns increased. 

Is this true within EM? The universe is after all very diverse, economically and 
geographically: Korea and Brazil are incredibly different economies, for example. 
Korea’s economy is small, open, and focused on high tech products, while Brazil’s is 
large, more closed and reliant on commodities for export revenues. Does this 
difference translate to a divergence in equity performance? 

Table 1, below, shows some equity market correlations over a near-20 year period. 
We compare Brazil and Korea, as well as the broader MSCI Emerging Markets equity 
index. It is immediately apparent that we can see some very high co-movement of 
equity indices within EM, with regions moving together in particular. Brazil is 
particularly correlated with Chile and Mexico, while Korea exhibits a strong 
relationship with Malaysia, Thailand, India and Indonesia. Even worse for our theory 
of diversification, Brazil and Korea have a pretty strong correlation despite their 
differences, and most individual EM equity indices seem strongly correlated to the 
MSCI Emerging Markets index. On this basis, there would seem to be little benefit in 
diversifying across EM (though Brazil does show some value as a diversifier for 
exposure to Taiwan or the Philippines). 

Table 1: EM Equity Correlations (1998–2017) 

 
Brazil Korea MSCI EM 

Brazil 1.00 0.76 0.89 
Chile 0.87 0.89 0.92 
Malaysia 0.76 0.91 0.90 
Thailand 0.55 0.88 0.81 
S Africa 0.83 0.97 0.98 
Indonesia 0.73 0.91 0.89 
Korea 0.76 1.00 0.96 
Mexico 0.82 0.96 0.96 
India 0.76 0.95 0.94 
Philippines 0.45 0.82 0.73 
Czech Rep. 0.82 0.74 0.83 
China 0.87 0.82 0.90 
Taiwan 0.66 0.78 0.79 
Poland 0.57 0.78 0.76 
Russia 0.81 0.92 0.95 
MSCI EM 0.89 0.96 1.00 
Source: Thomson Datastream, Schroders Economics Group. 25 October 2017. Colour scale from 
red to green denotes high to low correlations. Equity indices used are local indices, converted to 
US dollars. 
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However, it turns out that if we reduce the sample period to the post crisis era (2011 
onwards), many of these correlations are significantly weakened. As shown by 
table 2, Korea and Brazil are now close to uncorrelated, and markets like India and 
the Philippines actually move in the opposite direction to Brazil, so offer definite 
diversification benefits. All the same, it is clear that correlations can change over 
time, and this should be a cause of concern for us as investors. How do we know 
when diversifying within EM will reduce risk, and when it will not? Happily, we can 
find some answers (of a sort) in the study of contagion. 

Table 2: EM Equity correlations 2011–2017 

 
Brazil Korea MSCI EM 

Brazil 1.00 0.15 0.76 

Chile 0.90 0.22 0.76 

Malaysia 0.49 0.18 0.59 

Thailand -0.32 0.46 0.20 

S Africa 0.63 0.57 0.90 

Indonesia 0.58 0.30 0.65 

Korea 0.15 1.00 0.69 

Mexico 0.47 0.34 0.69 

India -0.30 0.60 0.12 

Philippines -0.73 0.27 -0.23 

Czech Rep. 0.85 0.29 0.78 

China 0.94 0.15 0.73 

Taiwan -0.42 0.17 -0.14 

Poland -0.01 0.88 0.54 

Russia 0.30 0.80 0.76 

MSCI EM 0.76 0.69 1.00 
Source: Thomson Datastream, Schroders Economics Group. 25 October 2017. Colour scale from red 
to green denotes high to low correlations. 

When Latin America sneezes, will Asia catch a cold? 

To borrow from academia2, “contagion in general is used to refer to the spread of 
market disturbances…from one country to the other, a process observed through 
co-movements in exchange rates, stock prices, sovereign spreads, and capital 
flows.” Many academic papers divide contagion into two categories. 

The first focuses on spill-overs which result from normal interdependence among 
economies; economic and financial linkages which exist in all states of the world. It 
is worth elaborating on these linkages a little. 

One real linkage is trade; any country which is hit by financial crisis is likely to see a 
fall in demand, which will hurt trade partners economically and lead to asset price 
reductions as investors price this shock to growth. A second economic link can be 
competitive devaluation or depreciation. A country undergoing a crisis may 
deliberately devalue its currency, and will in any case be under depreciation 
pressure from the market. This hurts trade partners and trade competitors who 
may in turn feel pressured to weaken their own currencies. Again, anticipating this, 
investors may begin shorting the currencies of those economies in advance. On the 
financial side, a crisis in a country’s financial system is highly likely to see a 
reduction in the provision of credit by that country to the rest of the world. Foreign 
direct investment, trade credit, and other capital flows will be adversely affected. 

                                                                    
2Dornbusch, R., Park, Y., and Claessens, S., “Contagion: How it spreads and how it can be stopped?” World 
Bank Research Observer, vol. 15, no. 2 (August 2000), pp. 177–97. 

Has something 
changed since the 
crisis? 

Contagion can 
operate through 
“real” channels… 



 

 Economic and Strategy Viewpoint  November 2017 15 

 

The second category involves a financial crisis which is not the result of a change in 
fundamentals but is instead generated by investor behaviour (rational or 
otherwise). In such cases, co-movement increases despite no change in the 
underlying fundamentals. As one example, consider the liquidity constraints faced 
by lenders and investors. Large capital losses incurred in one market may induce 
institutional investors to sell other assets to raise funds in anticipation of 
redemptions, while international lenders may reduce high risk exposures elsewhere 
in response to a significant deterioration in asset quality in one market. Tougher 
capital regulations will amplify this effect as banks attempt to maintain capital 
ratios. Another consideration is that investors may be tracking a benchmark, or 
investing in EM via an index, so that losses and selling of one EM equity market 
necessitates a reduction in their holdings of all EM equity markets. As the chart 
below shows, this could generate some rather unexpected correlations. 

Chart 9: MSCI EM benchmark weights  

 
Source: Thomson Datastream, Schroders Economics Group. 27 October 2017. “Other” contains 
several markets whose weight in the overall index is less than 2%. 

Separately, but still within this category, are problems of limited information. 
Investors will often not have complete information about every market in their 
investment universe. This is obviously linked to practical constraints, but also 
behaviourally; we all tend to look for simple rules of thumb to help reduce 
“information overload”. This can mean a crisis in one country leads investors to 
think other economies with some similar characteristics could face the same 
problems. In this way, a crisis in one emerging economy can co-ordinate investors 
to believe other EM economies are also in trouble. 

Evidently the second category of contagion mechanisms only occurs in a crisis, but 
it is also the case that contagion via the first channel (real and financial linkages) will 
also be amplified in a crisis. This is because the magnitude of changes in 
fundamentals can be far greater than in normal economic times. What we are 
suggesting here then is that the strong correlations observed in table 1 may be the 
result of economic crises boosting correlations to above normal levels. 

There are a couple of questions to address. The first is whether the lower 
correlations seen in the post-financial crisis period are because we have removed 
the distortion of assorted crises. The second is whether the first category of 
contagion channels, related to economic and financial linkages, have diminished 
since 2011. Or whether they remain in place, which would imply that correlations 
will again spike in the next crisis, reducing the usefulness of intra-EM diversification 
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Only contagious in a crisis? 

So beginning with our first question, let’s explore the idea that perhaps correlations 
are normally more like those seen in table 2 than in table 1, and that the higher 
correlations of table 1 are the result of crises temporarily boosting co-movement, 
through the channels described in the second category above. 

The chart below shows the average correlation coefficient for EM equity indices 
during different periods: during financial crises (defined here as the Asian crisis 
which ran from 1997–2001, and the global crisis of 2007 which we treat as ending in 
2010), and outside of them, and before and after the global financial crisis (GFC). It 
seems clear that the correlations we saw in table 2 are a recent development, and 
that actually prior to the GFC, equity indices were quite highly correlated whether 
there was a crisis or not. 

Chart 10: Reduction in contagion is a recent phenomenon 

 
Source: Thomson Datastream, Schroders Economics Group. 27 October 2017. *Crisis periods 1997-
01, 2007-2010. 

However, we are looking at averages here, so perhaps there is some distortion by 
particularly highly correlated markets. Chart 11 below shows correlation averages 
for individual EM equity markets, in the crisis and non-crisis periods. There are a 
handful of countries where we might argue for crisis induced contagion, but overall 
there is only weak evidence at best that crises strongly boost equity correlations. 

Chart 11: Some limited evidence at country level of a crisis effect 

 
Source: Thomson Datastream, Schroders Economics Group. 27 October 2017. 
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So if crises are not to blame for the fairly highly correlated nature of equity markets, 
what is, and to our second point, what explains the breakdown in correlations since 
the financial crisis?  

Have emerging markets gained herd immunity? 

Perhaps, post GFC, the real and financial linkages between EM have begun to break 
down, limiting the possibilities for contagion and so reducing correlations. Perhaps 
the retreat of globalisation is responsible for the step change in co-movement? 

Beginning with perhaps the main real economy link, trade, recall that we are 
focusing here on the ability of one emerging market economy to transmit a shock 
to the other. With that in mind the chart below shows how much of EM trade is 
conducted with other EM. From 1960 to 2000, the share was fairly steady before 
rising to touch 40% by 2012. The first explanation to come to mind for the increase 
is China, but note also that EM Asia ex China also grew its total share at that time, 
while other regions remained constant.  

Chart 12: EM trade with EM has grown in importance 

 
Source: Thomson Datastream, Schroders Economics Group. 27 October 2017. 

In comparing post GFC to pre GFC, the trade link then looks stronger, if anything. So 
the scope for contagion through this channel seems greater, with China and the 
rest of EM Asia growing in their potential to transmit shocks to the rest of EM.  

As for financial linkages, it is unfortunately very difficult to find data on capital flows 
between EM economies. Most do not provide the data, though the Bank for 
International Settlements does have a handful. Instead, we will make do with 
looking at total cross border bank claims on EM by the rest of the world (which will 
include other EM economies). This will give an indication of EM integration into the 
global financial system and also the importance of these flows to their economies. 
Chart 13 below shows both claims on and liabilities to EM excluding China, and 
claims on and liabilities to China itself separately. 
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Chart 13: Cross border bank claims 

 
Source: Bank for International Settlements, Thomson Datastream, Schroders Economics Group  
27 October 2017. 

For EM overall, claims as a share of GDP declined heading into the crisis and have 
fluctuated since. It is hard to conclude that EM reliance on foreign banks is that 
different post GFC to the average beforehand. Interestingly, liabilities to EM remain 
depressed compared to pre-GFC levels. Note however that this data is based on 
bank residency rather than nationality. As a result, an Indian bank in Russia would 
count as a Russian bank, for example. A reduction in liabilities to India could just 
mean locals have moved money onshore, rather than implying that India is lending 
less money to the Russian economy. Still, this is perhaps weak evidence of a 
reduced transmission mechanism from EM to the rest of the world, including other 
EM economies. 

The case of China seems less ambiguous. Both claims and liabilities increased 
rapidly post crisis. So it is difficult to argue that China has become a smaller source 
of contagion via financial channels. 

Squaring the circle 

All of this is somewhat confusing. Crises do not seem to cause additional contagion, 
and the non-crisis channels for contagion do not appear to have atrophied at the 
time that correlations have fallen. How can we explain what we see in the data? 

A paper3 written in the aftermath of the EM crises of the late 1990s argued that 
correlation coefficients can be affected by the size of market moves, even when 
transmission mechanisms are unchanged. The authors’ point can be demonstrated 
by a relatively simple example, which we adapt from their paper. 

Imagine a game in which you flip two coins, a ten pence piece and a pound: heads 
you win the value of the coin, tails you lose the value of the coin. Your reward at the 
end of the game is 10% of your first win or loss (so 10% of 10p), plus your second 
win or loss. This means you can win between -£1.01 and £1.01. 

Now imagine a second game, where instead of the penny, you flip a specially made 
£100 coin. The same rules apply, but the outcomes now range from -£11 to £11. 
Crucially, the “contagion” from the first game to the second is still only 10%. Yet 
when we look at the correlation between the payoff from each game with the first 
round, the difference is massive. 

                                                                    
3Forbes, K., Rigobon, R., “Measuring Contagion: Conceptual and Empirical Issues” International Financial 
Contagion, ed. by Claessens, S., and Forbes, K., 2001. 
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Table 3: The problem with correlations 

  Round 1 Round 2 Payoff Correlation of payoff 
with first round 

Game 1 

10 100 101 

~0 
10 -100 -99 

-10 100 99 

-10 -100 -101 

        
 

Game 2 

100,000 100 10,100 

~1 
100,000 -100 9,900 

-100,000 100 -9,900 

-100,000 -100 -10,100 
Source: Forbes and Rigobon (2001), Schroders Economics Group. 27 October 2017. Payoff is 10% of 
Round 1 outcome + 100% of Round 2 outcome 

Imagine that instead of a coin toss, the table represents shocks in EM. Game 1 is a 
time of only small market moves in “patient zero”, the source of contagion. Its 
contagion to the rest of EM is given by the “payoff”. The correlation at this time of 
muted market and economic disturbances is very low, around 1%.  

Now look what happens when the shocks are far larger. The pass-through to the 
overall outcome is still 10%, but the correlation jumps to essentially 100%. To 
simplify, with very small stakes, correlations are correspondingly low. But increase 
the stakes, and correlations skyrocket, even though the degree of pass-through is 
unchanged.  

How does this apply to our discussion? Our contention would be that by massively 
reducing volatility, quantitative easing (QE) has created a world which resembles 
game 1 more than game 2. This would imply that transmission mechanisms remain 
largely unchanged and that a more volatile world would see an increase in 
correlations between EM equity indices. We recognise that this is a strong assertion, 
and hope to do further work to investigate the connection, as well as to expand this 
analysis to other EM assets.  

Diversification case looks weak, but time horizons matter 

We came up with two questions to address, following the initial finding that intra-
EM equity correlations were much lower for the post-GFC period than the long term 
average. One was whether crises themselves see a significant increase in 
correlations, and the other was whether the scope for contagion has been 
diminished since the GFC. The end goal was to determine whether intra-EM 
diversification is a useful hedging tool, or if correlations are likely to spike in the 
next crisis. 

A look at correlations in crisis and non-crisis periods was not hugely supportive of 
the idea that it is only times of extreme stress that generate high intra-EM co-
movement. There were some markets where correlations were noticeably higher, 
so we would not rule it out altogether, but it does not seem a sufficiently dominant 
theme to form the basis of an investment strategy. So if you are happy with the 
hedging properties of your portfolio outside of a crisis, matters should not change 
too much if one occurs. One possibility not explored above is that correlations may 
fluctuate more strongly for shorter time horizons, so perhaps a caveat here should 
be that this applies only for investors happy to hold through short term volatility. 

On the second question, we would conclude that if anything the channels for 
contagion between EM economies have increased over time. This makes sense in a 

Diversifying within 
EM seems to 
provide few 
benefits over a 
long run horizon 
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globalising world where countries become more deeply embedded in global supply 
chains and more integrated with international finance. This seems to apply most to 
EM Asia (with or without China), so shocks from this region could be more readily 
transmitted today than was the case ten or fifteen years ago. 

So with these two questions answered we were left with a new conundrum. Why are 
correlations lower since the GFC? Here we would offer the tentative hypothesis that 
a reduction in volatility occasioned by global QE has reduced statistical correlations, 
even while transmission mechanisms remain as strong as ever. A potential 
implication of this then would be that the withdrawal of QE and subsequent 
increase in volatility could see intra-EM equity correlations rise back to former 
levels, eroding the current benefits of intra-EM diversification.  

Again, we have not looked at shorter term behaviour of intra-EM correlations, and 
so our findings do not mean that relative value trades within EM will never work. 
Plenty of investors can and do make money from such trades. At the moment, too, 
correlations are sufficiently low that there is a good case for diversification. But as 
global central banks begin to unwind their QE policies, long term investors should 
bear this in mind. 
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Schroder Economics Group: Views at a glance 
Macro summary – November 2017 
Key points 

Baseline 

– We continue to forecast global growth at 3.0% this year after 2.6% in 2016, but have trimmed our inflation 
forecast to 2.3% from 2.4%. The combination of steady growth and low inflation means we remain in a 
goldilocks environment where activity is neither too hot nor too cold to cause a significant acceleration in 
inflation.  

– US growth forecast at 2% this year and next with small downgrade to 2018 to reflect reduced fiscal 
stimulus. The Fed has now started balance sheet reduction (quantitative tightening) and we forecast one 
more rate rise by the end of the year – to 1.50%. With inflation likely to remain subdued, and the expected 
change in Fed chairperson, there could be a pause in the tightening cycle until mid- 2018. Steady growth 
and a modest rise in core inflation then allow the Fed to raise rates to 2% by end 2018.  

– UK to slow in 2017 to 1.6%. 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. Despite this, the BoE is expected to raise rates to 0.50% in November, 
although this is expected to be the only hike. Growth remains below trend in 2018 causing unemployment 
to rise.  

– Eurozone growth to pick up in 2017 to 2.1% following robust surveys and an easing in political uncertainty. 
The ECB should keep interest rates on hold, but will taper QE in 2018. 

– Japanese growth forecast at 1.6% in 2017 and inflation at 0.5% supported by looser fiscal policy and a 
weaker yen. No further rate cuts from the BoJ, but with inflation below target more QQE is expected as the 
central bank targets zero yield for the 10 year government bond.  

– Emerging economies upgraded to 4.8% this year and next on lower inflation and interest rate cuts. Concerns 
over China’s growth to persist, and the government is expected to lower its growth target next year. 

Risks 

– Risks skewed towards deflation on fears of secular stagnation, China credit crisis (hard landing) or a spike 
in bond yields. Stagflationary risks increase with introduction of US-China trade war. Reflationary risks 
stem from more aggressive Trump policy on fiscal expansion. 

Chart: World GDP forecast 

 
Source: Schroders Economics Group, 10 August 2017. Please note the forecast warning at the back of the document. 
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Schroders Baseline Forecast 

 

Real GDP
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus
World 100 2.6 3.0 (3.0) 3.2 3.0 (3.0) 3.1

Advanced* 62.8 1.6 2.0  (1.9) 2.1 1.9  (2.0) 2.1
US 27.1 1.5 2.0 (2.0) 2.2 2.0  (2.2) 2.4
Eurozone 17.4 1.7 2.1  (1.8) 2.2 1.9  (1.8) 1.8

Germany 5.1 1.8 2.1  (1.8) 2.0 2.0  (1.9) 1.9
UK 3.8 1.8 1.6 (1.6) 1.6 1.6 (1.6) 1.4
Japan 7.2 1.0 1.6 (1.6) 1.6 1.5  (1.3) 1.2

Total Emerging** 37.2 4.2 4.8  (4.7) 4.9 4.8  (4.7) 4.9
BRICs 24.2 5.2 5.6  (5.5) 5.7 5.6  (5.5) 5.8

China 16.4 6.7 6.7  (6.6) 6.8 6.3  (6.2) 6.4

Inflation CPI 
y/y% Wt (%) 2016 2017 Prev. Consensus 2018 Prev. Consensus
World 100 2.0 2.3  (2.4) 2.2 2.2  (2.3) 2.2

Advanced* 62.8 0.7 1.6  (1.8) 1.7 1.4 (1.4) 1.6
US 27.1 1.3 1.9  (2.0) 2.1 1.9 (1.9) 2.0
Eurozone 17.4 0.2 1.5  (1.6) 1.5 1.1 (1.1) 1.3

Germany 5.1 0.4 1.7  (1.9) 1.7 1.5  (1.3) 1.6
UK 3.8 0.7 2.6  (2.8) 2.7 2.3  (2.2) 2.6
Japan 7.2 -0.1 0.5  (0.7) 0.4 1.0  (1.1) 0.7

Total Emerging** 37.2 4.1 3.3  (3.5) 3.2 3.7  (3.8) 3.2
BRICs 24.2 3.5 2.4  (2.7) 2.2 3.0  (3.1) 2.7

China 16.4 2.0 1.8  (2.0) 1.6 2.3 (2.3) 1.9

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

US 1.25 0.75 1.50  (1.25) 1.52 2.00 (2.00) 1.94
UK 0.25 0.25 0.50  (0.25) 0.54 0.50  (0.25) 0.88
Eurozone (Refi) 0.00 0.00 0.00 (0.00) 0.00 (0.00)
Eurozone (Depo) -0.40 -0.40 -0.40 (-0.40) -0.40 (-0.40)
Japan -0.10 -0.10 -0.10 (-0.10) 0.07 -0.10 (-0.10) 0.08
China 4.35 4.35 4.35 (4.35) - 4.35  (3.50) -

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

US QE ($Bn) 4463 4451 4433  (4450) 4013  (4050)
EZ QE (€Bn) 1856 1481 2216  (2236) 2546  (2566)
UK QE (£Bn) 435 423 444 (444) 445 (445)
JP QE (¥Tn) 502 476 545  (553) 645  (653)
China RRR (%) 17.00 17.00 17.00  16.50 16.00 16.00

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

USD/GBP 1.31 1.24 1.32 (1.32) 6.8 1.28  (1.30) -3.0
USD/EUR 1.16 1.05 1.19  (1.15) 12.8 1.15  (1.12) -3.4
JPY/USD 113.8 116.6 110  (108) -5.7 112  (110) 1.8
GBP/EUR 0.88 0.85 0.90  (0.87) 5.6 0.90  (0.86) -0.3
RMB/USD 6.65 6.95 6.90  (7.05) -0.7 7.05  (7.40) 2.2

Commodities (over year)
Brent Crude 60.3 45.9 51.6  (52.1) 12.5 52.5  (51.8) 1.7

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

Previous forecast refers to May 2017, except for BoE forecast, which was updated in September, and Fed, updated in October.

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

-0.33 -0.26

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

Market data as at 27/10/2017

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

 

 

 
Chart B: Inflation consensus forecasts 

2017   2018 

 

 

 
Source: Consensus Economics (October 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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