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What are the questions? (1/4)
•

Will global growth accelerate in 2017?
In 2016, the global economy was characterised by moderate dynamics. Global growth slowed down and global
trade remained on a very low growth trend (+0.8% in volume in September 2016 over one year, compared to
7% on average over the 20 years before the 2007 crisis). Doubt remains for 2017 regarding the source of
momentum which will enable the global economy to change tempo. China and the US, even after Trump, will
contribute only modestly and insufficiently to durably influence the global growth trend.
What will be the growth rate in detail?
The dynamics of the global economy will diverge in 2017 due to the very probable stimulus policy implemented
in the US. The Chinese economy has stabilised, as the authorities have taken the necessary steps, but the
economy is still in a transition phase towards a service economy. Europe will return mixed performances due to
the probable implementation of the Brexit. The UK will be weighed down, whereas the eurozone should maintain
its current rate. Among the emerging markets, Asia is the region experiencing the most dynamic growth.
What could happen in the US?
The programme presented by the President-Elect, in agreement with the Republican majority in Congress,
initially involves significant durable tax cuts. This will improve household revenues and corporate earnings,
particularly among domestic companies. It will also be a key factor towards the improvement, at least
temporarily, of the US growth profile. Further spending will be introduced at a later date.
Will this shield the US from the risk of secular stagnation?
Since the recovery during the 2nd quarter of 2009, US growth has been much weaker than in the past.
Furthermore, 7 years after the beginning of the cycle, inflation remains weak due to the lack of tensions within
the means of production and in the jobs market. This reflects a net slowdown in productivity and employment
dynamics which are not as robust as in the past. The downturn in productivity reflects insufficient investment.
The conditions therefore need to be created for a stronger accumulation of capital. This is required to shield the
economy from the risk of secular stagnation. The infrastructure investment programme (USD 1,000 billion over
10 years) could contribute however and incite greater private investment.
Will this momentum spill over to the rest of the world?
There is always a lag between an improvement in economic climate in the US and the momentum spilling over
to the rest of the world. If the programme is limited to tax cuts, it will only have a muted impact over the longer
term and will be more readily discernible in 2018 than in 2017. Further measures are required in the US for its
impetus to roll over to the rest of the world and have a lastingly positive effect.
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What are the questions? (2/4)
•

How will the eurozone trend?
Growth has stabilised in most countries. The risk of a sudden downturn appears limited. In the short term,
surveys for November and especially December have given stronger signals regarding economic activity,
particularly in the manufacturing sector. This may lead to faster growth as countries in the eurozone trade
heavily together.
This will be the factor to watch during Q1: will the surveys continue to send out bullish signals? This may be the
positive surprise in early 2017. Such a scenario was observed at the end of the 80s and 90s. It may then lead to
growth edging towards 2% in 2017. This is not yet the case, but may become so during the first quarter of
2017.
Will the ECB have an important role to play in the dynamics of the economic climate?
Yes of course, as Mario Draghi affirmed at the 8 December meeting. He wishes to avoid at all costs weighing on
economic anticipations. This is why the quantitative easing programme was extended until December 2017 and
that there is no question of tapering. The ECB has simply moved the cursor, but has not changed its message.
QE will be extended if the long term inflation outlook does not converge towards 2%.
Exactly, what is to be expected in terms of inflation?
Since the summer, inflation has been increasing among industrialised countries. This reflects a stabilisation in
the oil price since August, at the level observed at the same period in 2015. As such, the energy contribution to
the inflation rate is now converging to zero (having previously been negative and dragging inflation into
negative territory) and the inflation rate is converging towards the core inflation rate. Core inflation in the
eurozone is around 0.7-0.8%. In the short term (Q1 2017), the contribution will turn positive, as the oil price
will be much higher than in Q1 2016 (below 30 dollars at the time). This should lead to a temporary rise in
inflation towards 1.5-2% in the eurozone. After that, the inflation rate will converge towards the core inflation
rate. I do not believe that the oil price will continue to rise even after the agreement.
What will the Fed do?
For several months now, the Fed has been searching for some leeway in its monetary policy management. This
was the cause of the base rate hike in December 2015, and also for the hike in December 2016. Private
domestic demand will be boosted by the tax cuts in the US. The balance in economic policies will no longer be
systematically biased towards monetary policy. As such, the Fed may hike its base rates in order to gain some
further leeway.
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What are the questions? (3/4)
•

Will US rates steepen across all maturities?
Yes certainly. This will reflect the normalisation of the balance between economic policies. The eurozone is not
yet in this situation, as fiscal policies remain neutral.
Will rates steepen durably?
Yes, if US growth is sustainable. For this reason a great deal of attention has to be paid regarding the measures
which will be taken in the US. If the budgetary impact is not maintained, the US economy will remain under the
threat of secular stagnation and interest rates will remain close to the levels observed in 2016.
And the ECB?
As I have pointed out, the ECB wishes to maintain a very low interest rate environment and will ensure that this
is the case. This means that the yield spread with the US will widen and that the euro will weaken as a result
(falling rapidly below parity). The dollar will remain durably strong and not only against the euro.
Does this mean that monetary policies will diverge?
Yes. This will be an important factor.
What are the risks in the eurozone?
Political risks may offset the improvements observed in the economy. Elections are due in France and the
Netherlands in spring and in Germany in autumn. The political situation may polarise excessively, particularly
after the Berlin terrorist attack and the election of Donald Trump.
What are the risks associated with China?
The major risk is debt, which has surged since 2009. The heavier debt burden is incurred mainly by companies.
Gearing among non-financial players is now at the same level as in the US, but without an institutional structure
as robust. The economy is shifting towards services and many industrial companies will shut down. When this
occurs, the debt will weigh on the banking sector.
Is there a strong risk from the Chinese property market?
Yes, there are still major risks. The Chinese property market provides a significant proportion of the momentum
driving the dynamics behind economic activity and also acts as a source of loan collateral. The situation remains
risky in China for this reason.
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What are the questions? (4/4)
•

Is global public debt a concern?
No, although it reflects economies’ incapacity to restore strong sustainable growth. The aim of public debt is to
extend the weight of the macroeconomic adjustment over time, which is effectively occurring.
I am much more concerned by the persistently high level of household debt in the eurozone and by the increase
in company gearing in the US. These phenomena are much more serious than the level of public debt, as they
weigh on behaviour and reduce the chances of stronger growth being restored.
But growth has to accelerate for public debt to diminish?
This reflects the issue at stake among innovation dynamics, which are creating gains in productivity at the
microeconomic level but not yet on a macroeconomic scale. The optimistic view, which I subscribe to, is that in
the foreseeable future, the cumulative effect of innovation and the maturity of the innovation cycle will lead to
gains in productivity, which will set the economy on a more dynamic growth trend. The onus will then be on
education to be able to accompany and amplify this new dynamic trend.
During the US electoral campaign higher customs barriers with China and Mexico were evoked, along
with proposals to rescind US trade commitments? What has happened? Will these factors weigh on
2017?
Several threats were effectively made regarding global trade during the campaign by the President-Elect. This
remains a source of concern, even though there has been a slight shift in balance, due to the reactivity of the
Chinese authorities who do not want to be put at a disadvantage.
These proposed global trade measures incurred the risk of a strong durable downturn in trade, which would
have a lasting impact on all economies across the board. Many research institutes feared their implementation
for this reason. This could have triggered a global recession, including in the US.
The President-Elect has suggested potentially rescinding the trade deal with Asia excluding China (the TPP
agreement). This is probably simply rhetoric announced to please electors, as the agreement has not yet been
signed by all of the countries involved. It would certainly be an error by the US, as Asian countries all trade with
China as their main partner. Barack Obama wanted to seal this agreement in order to maintain a strong US
presence in the region. A US exit from the TPP would provide an opportunity for China.
In the short term, concerns regarding this international issue appear more political than economic, as any such
move would not contribute to stability, which is nonetheless at least as disconcerting.

•

•
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Global scenario
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The prevailing global scenario
• Dynamics in the global economy have changed since the crisis.
Since the Second World War, dynamics in the global economy have been conditioned by the capacity of one
particular economy to play the role of locomotive, driving global growth onto a higher trend. The US traditionally
played this role and more recently it has been China.
• Neither China, nor the US now has the capacity to drive global growth.
Global trade which was growing by 7% per year prior to the crisis, expanded by only 0.8% over one year in
September 2016. This change in growth profile has been observed since the fall of 2011.
With its weak productivity gains and its ageing population, the US has lost its role as global leader and no longer
has the same influence on the world as before.
As for China, its economic structure is changing and focusing more on its domestic market and on more
innovative production than in the past.
• There are no longer any individual countries able to drive the global economy as strongly as in the
past. The new allocation in global economic activity also reflects the relative loss of influence of developed
countries.
• This factor has three immediate effects
 Global economic activity is shifting heavily towards emerging markets and away from developed
economies. This trend can be seen in the well-known Branko Milanovic elephant curve. He demonstrates
that from 1988-2013 income growth (particularly in China) was associated with a marked slowdown in
income growth among the lower end of the distribution range among developed economies.
 This also suggests that the cycle profile is durably different than in the past. The Federal Reserve has
corroborated this theory, as its forecast suggest that the next cycle will not be as pronounced as in the
past. The central bank is expecting long term fed funds rates of only 3% in December 2016, compared to
5% on average from 1985 - 2007.
 Amid this mediocre outlook, characterised by limited contagion and regional deformation of productive
dynamics, countries can no longer count on a global improvement to trigger their own economic
expansion. Countries have to generate their own growth dynamics and can only depend on themselves.
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Consequences on monetary policy
This schema accentuates the dependence of the economic climate on domestic demand.
The absence of external momentum adds weight to the need to find a source of impetus within domestic demand
to set the economy on a more dynamic trend.
This factor has several consequences:
•
Austerity policies, particularly in 2011-2012, had a strong lasting impact which weighed on domestic demand.
This was particularly the case in the eurozone, where restrictive budgetary policies curbed domestic demand
and thus limited growth.
Budgetary policies have become neutral since 2014, including in the US. This factor strengthens the role of
monetary policy. For the central banks, as long as private domestic demand has not been restored to a
dynamic level, monetary strategy must remain accommodating.
•

The two charts on page 14, demonstrate that both in the eurozone and in the US the rate of private domestic
demand is problematic and is not likely to create any major inflationary pressure.
The central banks, by maintaining interest rates at very low levels, are attempting to reduce the temptation
for savers to extend investment duration and to transfer their wealth in the future. This has created incentives
to spend now and not in the future..

•

Central banks will maintain interest rates at low levels as long as they believe they can support
private domestic demand. The Bank of England applied this logic following the Brexit referendum, as did
the Bank of Japan. The Bank of England implemented conditions to strengthen private domestic demand,
whereas the Bank of Japan has attempted to offset (rates at -0.10% targeting 0% on the 10-year rate) the
negative effects of its restrictive budgetary policy (3 point increase in VAT) since 1 April 2014.

•

The restored equilibrium limited the risk on economic activity without creating conditions for robust long-term
growth, which requires a more proactive budgetary policy.

•

Ambiguity regarding the efficiency of monetary policy stems from this last point. Accommodating monetary
policy is necessary for economic activity but it cannot act alone as there are many parameters which
escape its control and which are vital for dynamic growth. It has no impact on the public investment profile
(which incites private investment), on training or on the jobs market. Budgetary policy neutrality is, at best,
not enough to restore sufficient growth even if monetary policy is highly accommodating.
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What does the election of Donald Trump change in the US?
The election of Donald Trump radically changes the current equilibrium.


Tax cuts programmed for 2017 will support private demand. Cuts are expected to total around 6,000 billion
dollars over 10 years. This would lead to a 4.1% increase in US household income after tax. However, the
reduction is not attributed evenly. The highest incomes would enjoy an increase of around 14%, whereas midincome households would benefit from an increase of only 2%.



Growth in 2017-2018 will be driven higher in the US by around 0.3 - 0.6%. This is slightly less than observed in
2003 after the tax cuts implemented by Bush totalling 10,000 billion over 10 years. The policy increased growth
by an estimated 0.6 - 0.9% in 2003.



This strong long-term change in budgetary policy will have a positive impact on the private demand
profile. The balance between budgetary policy and monetary policy will no longer oblige the Fed to
systematically maintain interest rates at floor levels.



Investor outlook will be durably modified since the Fed will have greater leeway to raise base rates. Under these
conditions, long-term US interest rates, and particularly short term rate futures contracts, must be expected to
steepen durably.



Tax measures alone will not modify the US economy from its current profile, characterised by
modest growth (2.1% average annualised since the low recorded in Q2 2009 - Q3 2016).



A change in regime would involve a lasting improvement in productivity and employment. Productivity indicators
are weak (0.6% annualised growth on average over the past 4 years) and employment dynamics will be
weighed down lastingly by a lower activity rate (the percentage of active persons, or aspiring to be active, in
relation to the comparable total working population aged 16 years and over). In order to restore a stronger
growth rate, the productivity profile must be durably improved via investment, while increasing the active
population (which is not coherent with deporting foreigners).



Infrastructure investment could play a vital role (1,000 billion over 10 years in the Trump programme) if
Congress ratifies the plan and if the funding is more clearly defined than a simple public-private arrangement.
None of these points are certain to be accomplished however.
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Interest rate & inflation dynamics


Recent interest rate trends reflect several phenomena.



After the Brexit referendum, long-term interest rates
eased durably across the board until September, with
German yields slipping into negative territory during this
period.



Since mid-September, Italian yields have widened rapidly
vs Spain, due to the referendum on 4 December.



In the UK, long-term rates steepened when Theresa May
called for a hard Brexit in Birmingham on 30 September,
stating also that March 2017 is the deadline for triggering
article 50.



In other countries, the steeper trend reflects the
perception that inflation is rising.



The second chart compares 10-year US real interest rates
with the inflation breakeven point. Inflation is clearly the
key factor accounting for the rise.



The rise in inflation is chiefly attributable to the oil price.
The other components are relatively stable, particularly in
the eurozone.



Real rates steepened following the election of Donald
Trump.
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Inflation dynamics


The first chart shows that inflation has increased across the board
in western countries.



The second chart demonstrates that inflation fluctuates solely in
reaction to energy prices. Other factors have been relatively
stable during the last 2 years.



In the eurozone, the increase in inflation does not reflect rising
tensions in the regional economy. Steeper interest rates offset the
increase in inflation and the give the impression that deflation risk
is durably abating.



Core inflation rates remain relatively stable.



The energy contribution is illustrated by the first chart on the next
page.
Since mid-2014, the oil price has been systematically lower than
the preceding year at the same date. The energy factor has had a
mechanical negative impact on the inflation rate.



Since August 2016, prices have remained stable compared to one
year earlier, cancelling the negative energy contribution to the
inflation rate.



The energy price trend is the sole factor to observe in order to
accurately understand the inflation trend.
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Inflation and the oil market
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A comparison of the oil price at the beginning of 2017 with the
price in early 2016 illustrates a sharp adjustment in the
contribution of energy to the inflation rate.
Chart 1 illustrates that the oil price fell below USD 30 in early
2016.
The simulated impact in chart 2 compares the annual oil price
trend variation in euros (in blue) to the energy contribution to the
inflation rate (in purple).
There is an observable consistency between the two indicators.
The red line compares the change in annual variation in the oil
price if it remains at 55 dollars until June 2017 with the euro
dollar exchange rate at 1.06.
The acceleration in the annual variation will certainly lead to a
temporary increase in inflation of 1.5 - 2% during Q1.
Regarding the agreement between OPEC countries, and several
other non-members of the cartel, to cut output over 6 months,
chart 3 suggests that if production falls, the imbalance between
oil supply and demand will reduce, driving the price higher.
Tracking the chart precisely, the equilibrium price comes out at 80
dollars.
For this to occur however, the agreed quotas have to be
respected, although stocks are also very high, which creates a
downward bias on the price. Furthermore, at 55 dollars, large
scale shale oil production will start again. The number of
production sites has already increased.
The main question is to establish whether the signatories will
respect their quotas. History shows that this has rarely been the
case when demand remains lacklustre.

Brexit failing to get underway
Brexit issues must be viewed from several angles


The first is the legal battle to determine who, out of the
government and the Parliament, has the power to notify
article 50 to the EU. This question is being examined by
the Supreme Court which is expected to rule in January.
But there are other considerations.



The second question is the strategy adopted by the UK
government. On 30 September in Birmingham, Theresa
May expressed her wish for a hard Brexit, believing that
the losses from the closure of the single market would be
offset by export gains following the fall in the value of
sterling.
Chart 1 demonstrates that fluctuations in sterling have no
influence on exports, which is why the government is now
ready to pay to retain access to the single market. This
would also enable investment inflow from rest of the world
to be maintained.



The European Commission intends to maintain a highly
strict position in managing the Brexit, in order to avoid
setting a precedent.



Inflation will accelerate further and weigh on consumers.
Once the exit process has begun, the UK economy will
come under pressure and the jobs market will lose
momentum. The rise in nominal salaries is likely to be
minimal, whereas inflation will accelerate. Average
salaries will therefore come under long-term pressure.
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Appendix – Domestic demand profiles


Private domestic demand in the eurozone has not
returned to its 2008 level.



This fragile situation is inciting the ECB to maintain its
highly accommodating strategy.



In the US, the current private domestic demand cycle is
the most lacklustre since the Second World War.



Tax cuts will provide strong support for demand and
enable the Fed to gain some further leeway in its policy
management.
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Short-term dynamics
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Recent trends


Business leaders’ surveys are relatively bullish both in the US and
in the eurozone.



In chart 1 the profile of the ISM global index appears much more
robust this autumn than during spring and summer. This increase
has accompanied a rise in order backlogs, particularly in services.



This is also the case in the eurozone, although the indicator is at a
slightly lower level. Since early autumn, the global business index
has improved significantly, returning to the levels observed over
the last two quarters of 2015. The order backlog is increasing
which should lead to an improvement across all business
indicators towards the end of 2016.



The US employment market is less upbeat n in 2016, although the
unemployment rate has fallen sharply to 4.6% in November,
reflecting erratic swings in the active population. Although the
economy is close to full employment, the employment rate in the
25-54 age range still has room to improve and the number of
part-time workers wishing to switch to full-time should also
decrease.



The employment market in the eurozone is on a firm trend,
despite posting slightly lower figures than before the 2008 - 2009
crisis. The Markit survey implies that this trend should continue
during the first months of 2017.
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An improvement in Q4 2016


Manufacturing sector production is on a rising trend in the
eurozone despite weaker indicators in October. Business
indicators are generally firm in the eurozone.



This dynamic trend should accentuate during the next few
months if the economy tracks the Markit survey profile in
the manufacturing sector. Initial December indicators
recorded a significant increase in the eurozone, Germany
and France. Spain and Italy should also reflect the same
trend (data are not available yet)



Manufacturing business activity remains morose in the US
according to the production indicator published by the
Federal Reserve (top chart). The trend has been levelling out
since the beginning of 2015.
Surveys imply an improvement in business activity in the
manufacturing sector. The ISM survey has rallied sharply
over the past 3 months and the initial indicator from the
December Markit survey has confirmed the trend. Order
backlogs remain average however.



Production is improving in Japan but remains at a low level,
although the Markit index for the manufacturing sector has
improved significantly. This may reflect an increase in
exports which have a multiplier effect on production.



Manufacturing production in the UK has remained stable
since the beginning of 2014, whereas the Markit sector index
rallied excessively following the referendum (not reflected in
chart 2, as the index does not provide an initial estimate).
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The eurozone is on a firmer trend


National surveys also reflected a firm trend during Q4.



The IFO index increased significantly over the last three
months of the year, posting an average value of 110.6
during this period, compared to 107.5 on average for the
first nine months of the year.



Chart 2 shows that the building sector played a highly
important role in the upswing. This reflects the need to
build since the inflow of refugees from 2015 onwards.



It is also clear that the contribution from public
expenditure to German GDP growth accounts for almost
half of the increase in economic activity since 2015, at
0.65% on average from Q1 2015 - Q3 2016, whereas
growth over the same period was 1.5%. German
economic policy is therefore relatively pro-cyclical.



The business climate indicator in France accelerated in line
with Germany. The index reached 105 in December 2016
for the first time since July 2011. This improvement was
already discernible in November. During Q4, the average
index value was 103.1, compared to an average of 101.1
during the first nine months of the year.
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The French economy is improving


The macroeconomic situation is improving in France.



Business leaders’ surveys have improved in all sectors as
shown in chart 1.
Although the construction industry improved more
recently, the trend is continuing.
Industrial orders have improved lightly and business
leaders have the impression that production increased
sharply in December.



Consumer spending has also increased. The monthly
consumer profile has improved, in line with more
optimistic outlook observed over the past 2 years.



Stronger domestic dynamics reduce growth and economic
activity risk in France.



Furthermore, given the improvement in the European
economic climate observed particularly via business
leaders’ surveys, the entire eurozone could benefit from a
more positive trend.
In the past, multiple synergies between the different
eurozone economies have had a strong long-term impact
on business activity. This was particularly the case at the
end of the 80s and in the late 90s.
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Monetary Policy
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Accommodating monetary policies


Monetary policies remain highly accommodating and will
be maintained for the foreseeable future.



The key feature in 2017 will be the divergence between
the Fed, which will hike its base rates two or three times
during the year, and the other central banks which do not
wish to modify their strategy in order to avoid
jeopardising business activity.



For this reason, the ECB does not intend to change tack
and has even stepped-up its liquidity options, by
increasing its asset purchase ceiling and reducing the
constraints in terms of purchasable securities under its
quantitative easing programme. It can now purchase
below the deposit facility rate of -0.4%.



The eurozone yield curve has steepened chiefly due to
short-term rates easing. 2-year maturities are yielding
close to -0.8%, resulting from the removal of the
constraint preventing the purchase of assets with yields
below the facility rate.



Other countries have also maintained their monetary
policies. The Bank of England will not change tack until
considerable progress has been made with the Brexit
process.
The Bank of Japan has no intention of adopting a more
hawkish stance as its economy is still struggling.
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Further euro weakness


The main monetary policy management risk in the
eurozone is the sharp increase in the interest rate spread
with the US.



Chart 1 demonstrates that recent trends have broken out
of the corridor observed over the past 30 years.



The ECB needs to let the spread widen further so that it
will be compensated by a fall in the euro.



A comparison of monetary policy outlook on either side of
the Atlantic would imply that the euro will rapidly fall
below parity against the dollar, towards 0.95.



This was already the case in the early 80s, when there
was a sharp disparity in the economic climate (more so
than today) due to the policies adopted by Ronald Reagan,
while Europe was weighed down by Eurosclerosis. The
interest rate spread widened considerably, far beyond the
current levels. The dollar surged as a result.



Although the measures taken and the perception of the
divergence in economic climate on either side of the
Atlantic are not as drastic as during the 80s, there are
nonetheless some similarities.



The management of the interest rate spread will be a key
factor in 2017.
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Forecasts
Growth & inflation

USA
Japan
Euro Area
U.Kingdom
China
France

2012
2.2
1.5
-0.9
1.3
7.8
0.2

Average growth
2013 2014 2015
1.7
2.4
2.6
2.0
0.2
1.2
-0.2
1.2
1.9
1.9
3.1
2.2
7.5
7.4
6.8
0.6
0.7
1.2

2016 2017
1.6
2.3
1
1
1.6
1.6
2
0.4
6.7
6.2
1.2
1.2

2012
1.9
-0.1
2.5
2.8
2.6
2.0

Average Inflation
2013 2014 2015
1.3
1.5
0.3
0.3
2.8
0.8
1.4
0.4
0.0
2.6
1.5
0.0
2.6
2.0
1.4
0.9
0.5
0.0

2016
1.2
-0.3
0.2
0.7
2.2
0.2

2017
2.3
-0.1
0.9
3.0
2.0
0.9

Interest rates
Year end
USA

Monetary Policy
2012

2013

0-0.25

0-0.25

2014

Long Term Interest Rates (10 year)
2015

2016

2017

0-0.25 0.25-0.5 0.50-0.75 1.25-1.5

2012

2013

2014

2015

2016

1.7

3

2.2

2.27

2.3 - 2.5

2017
2.5-3

Japan

0.1

0.1

0.1

0.1

-0.1

-0.1

0.8

0.7

0.3

0.25

Euro Area

0.75

0.25

0.05

0.05

0

0

1.2

1.95

0.5

0.63

-0.1;0.1 -0.2;0.2
0.2-0.4 0.3 - 0.8

U.Kingdom

0.5

0.5

0.5

0.5

0.25

0

1.8

3.1

1.8

1.96

1.3 - 1.5 1.5 - 1.9

Source : Recherche economic / Natixis AM
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Legal information

