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Global situation
 Growth in the global economy is sluggish. There is still no one particular region likely to drive the global
economy sustainably higher.
 The major concern is that the economic cycle is extending, but without causing nominal tensions.
Neither salaries nor the price of goods and services are under upward pressure. Core consumer prices
excluding energy & food products have increased by less than 1% in the Eurozone (0.9%) and just
over 1% in the US (1.6%) and the UK (1.2%). These figures fall far short of the 2% target set by the
central banks.
 This dilemma forms the underlying theme for global economic activity: low growth and low inflation and
a risk of secular stagnation i.e. a long period during which the economic drivers change at a rate that is
too low to allow a convergence to full employment. Nevertheless, a more solid growth trajectory based
on innovation could emerge. For the time being, these innovations have not had a strong
macroeconomic impact. However, any influence will only be microeconomic, which will not be sufficient
to provide a more sustained growth and employment trajectory.
 A savings glut, combined with low productivity growth, means that the conditions are not being created
for the return of strong sustainable demand. Hence the need for a budgetary policy which should
benefit from very low interest rates to feed demand, in order to set economic activity onto a higher
trajectory.
 Low productivity fails to generate a surplus and weighs on capital yields. To promote and facilitate
investment, lower interest rates are necessary, calibrated to productivity. If rates are too high, they will
weigh on capital expenditure and on future productivity gains.
 The fall in real long-term interest rates has resulted from the savings glut and insufficient productivity
gains. Rate cuts by central banks simply accompany this trend and the absence of anticipated inflation.
By adjusting interest rates too rapidly, central banks are no longer in phase with these fundamental
factors.
 Central banks will coordinate their intervention if there is a risk of contagion from the Brexit shock.
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Brexit fallout (1/2)
 The referendum determining the UK’s exit from the
European Union has created incertitude at several
levels.

 Firstly, at the financial level, with a sharp adjustment
in the British currency and long-term interest rates,
which slumped globally (see page 14). This reflected
both the downturn in the value of the UK economy
following the referendum due to the high risk of a
recession from 2016 onwards. It also reflected
investor appetite for assets perceived as less risky
(bonds)

 Secondly, at the economic level. The UK exit modifies

the rules governing trade with the EU and will
generate turbulence, in the UK particularly since
British companies will probably no longer have access
to the single market and will therefore be handicapped
over the longer term as they trade actively with their
neighboring countries (see chart). EU membership
conferred a specific advantage under this model which
will disappear with the UK’s exit. It will also be
negative for direct investments in the UK as
international companies will no longer necessarily wish
to invest in the UK (head offices for example) as the
market in the UK will be reduced.

 This risk factor will be exacerbated if the UK loses its
European passport. This would handicap the banking
and financial sector and could also weaken the UK
over the longer term, given the associated loss in
human capital.
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Brexit fallout (2/2)
 Also on the economic front, the UK has a heavy current

account deficit (7% of GDP at the end of 2015), which is
very high in historic terms since 1950. It is even at a high
level compared to the US during the 1980s and 90s.

 The current account is financed by financial capital flows
(UK financial asset purchases) and real capital flows
(direct and property investments).

 In the event of an exit from the single market, incertitude
will weigh heavily for a long time and create wariness
regarding the UK. Who will then finance the UK’s current
account? Who is ready to take this risk? Capital inflow will
be reduced.

 The exterior deficit is consequently unsustainable. This
should lead to a further depreciation of sterling, either
through the adoption of austerity measures in order to
reduce domestic demand and limit the trade deficit by
weighing on imports.

 In both cases, there is a risk of a recession accompanied
by inflation. This will be the UK’s new reality, which
explains why the Bank of England has been highly
reactive.

 Cutting corporate tax rates will have little real impact
without access to the single market.

 Political incertitude persists regarding the timing of

negotiations with the EU and the notification of Article 50,
even after the appointment of Theresa May.

 Political incertitude also persists regarding fallout in the
rest of the EU, as a precedent has now been set.
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Global dynamics
 The pace of global economic activity is sluggish.
 Global industrial production and world trade indicators are

showing no signs of accelerating. Chart 1 demonstrates that
year-on-year industrial production increased by 1.6% (in
May) which is slow compared to recent periods.

 The annual trend among developed countries was 0.0% in

May and 3.3% among emerging markets, which is far below
the levels observed in the past.

 Surveys nonetheless reveal that indicators recovered in
June, particularly in the US and the Eurozone.

 A breakthrough in economic activity is unlikely however as,
despite the slight uptick observed, there are still no strong
discernible drivers.

 The situation remains fragile throughout most emerging

markets, although oil-producing countries, particularly
Russia, are now in a more comfortable situation with the
price of crude approaching USD 50 per barrel. Brazil is still
facing a very challenging situation.
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Commodities and interest rates
 The oil price has stabilized at around USD 50 per barrel,
having hit a low point in February at below USD 30.

 The macroeconomic situation now appears less risky as
China will not cause a collapse, as was feared at the
beginning of the year.

 Greater reactivity among suppliers triggered the rally.

Several producing countries decided to limit supply, but
without success for the time being.

 Meanwhile, US production has fallen compared to last year.

Based on weekly data, US production fell by 9.5% in June
compared to June 2015. Although this is a significant
downturn, it has not prevented the US from exporting more
oil as demonstrated by exterior trade data in May. Although
exports increased, global market dynamics have not been
impacted. The current environment and low growth rate
would imply that the 50-dollar threshold represents a ceiling
and that the oil price could fall back towards USD 40.

 Interest rates have nosedived since the end of June given

the risks associated with the Brexit. This factor suggests
that investors remain concerned by the current environment
and are scrambling into the bond market in order to limit
short-term risk.

 Meanwhile, the central banks have indicated that they

intend to maintain their accommodating strategies for the
long term and that they will intervene concertedly in
response to the Brexit shock if necessary.
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US dynamics
 The US economy is fluctuating between two types of
dynamics that are not necessarily consistent.

 The first trend suggests that the economy is failing to

grow with any conviction, as illustrated in chart 1.
Although the current cycle is long, it is following a
trajectory which is far below the pattern observed since
the Second World War.
This factor implies an absence of tensions within the US
economy and also reflects insufficient productivity gains,
a sluggish investment rate and, more particularly, a less
favorable share of added value for the consumer than in
the past. The contribution from consumer spending is
now trending lower.

 Meanwhile, the economic climate fluctuates between

these long-term dynamics, as reflected particularly by
surveys, consumer indicators and the employment rate
which may appear robust, although the underlying trend
is not strong enough.
As chart 2 demonstrates, many individuals still wish to
work longer hours, highlighting that full employment has
not been achieved, despite an unemployment rate of
4.9%, and that there is no real wage pressure.

 Growth will remain muted, at just below 2%, as the

economy lacks drivers to set it on a higher trajectory.

7

Ajustements in China
 The Chinese economy has not shown any significant

improvement. Consumer and investment data reflect only
limited growth.

 The major concern which has weighed on economic policy is
corporate debt (primarily public). It was planned early in
the spring to support economic activity through higher
debt. The project appeared too imbalanced however given
its limited impact on growth.
This option is no longer being considered, which implies
that the authorities are resigned to a progressive slowdown
in growth. This is hardly surprising given the current stage
of development of the Chinese economy, which will
continue to grow but at a slower rate as the economy shifts
from an industry-driven to services-driven model.

 Lower growth outlook and the ensuing risk of reallocation of
resources have incited companies to diversify their risk,
which has led to heavy capital outflow (see chart 1).

 The key point is that the authorities are accompanying this
shift which has led to a depreciation of the Chinese
currency, which also supports economic activity.
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Fears in Japon
 The Japanese economy is currently weathering a
challenging situation.

 Domestic economic activity is on a contracting trend in

terms of industrial production and business-leader
surveys. The large-scale Tankan survey, carried out by
the Bank of Japan, has not implied an imminent
recovery in economic activity.

 The chief question regarding Japan is whether the Bank

of Japan can intervene further to reset growth and
inflation on a trajectory which is more coherent with the
objectives defined under Abenomics.

 Chart 2 demonstrates wariness among investors

regarding Japanese economic policy. The Bank of Japan
cannot do more: its base rate is at -0.1% and the BoJ
now owns one third of the Japanese public debt market
through its asset purchase programme. Investors
believe that the central bank will not intervene further
and are consequently investing in the yen and driving it
higher.

 This would imply that a more resolute budgetary policy
must be put in place to stimulate economic activity as
required. The Abe government is considering doing so.
Although it has already postponed the planned VAT
hike, much more is required.
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Eurozone recovery
 An uptick in domestic private demand has rekindled growth
within the Eurozone.

 From 2008 until early 2013, private demand was muted by

the financial crisis and then by the broad range of austerity
policies put in place. Once these policies were loosened
however, consumer demand and investment progressively
increased.

 For this reason, particular attention must be paid to the

alert sounded by Brussels regarding excessive deficits in
Portugal and in Spain. A rapid return to budgetary
equilibrium will not lead automatically to more steady
growth, as any adjustment will initially occur among
households and companies and therefore impact domestic
private demand.

 In the short term, with economic indicators implying

growth of around 1.5%, the impact of the UK’s exit from
the European Union needs to be assessed. The UK is a
major client for all of the countries in the Eurozone. A
change in trade rules is therefore bound to have an impact,
particularly if the UK tips into recession as expected in
2017. If domestic private demand within the Eurozone
remains strong, the impact will be limited as domestic
private demand creates dynamic momentum which
mitigates shocks. Furthermore, as the UK delays in
triggering Article 50, companies will have more time to
reallocate export resources to other countries.
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Inflation remains low
 Inflation rates remain on a trajectory which is far below the
targets set by the central banks.

 They are aiming for inflation converging towards 2%, which
is clearly currently not the case.

 Over the next few months, the inflation rate will steepen

given the stabilization in the oil price. The negative
contribution from energy prices will progressively fade and
the inflation rate will converge towards the core inflation
rate (excluding energy and food prices).

 However, the absence of any strong sustainable tension,
particularly in the jobs market, means that the core
inflation rate is close to 1% and slightly lower in the
Eurozone. This means inflation will remain far below the
central banks’ target.

 The US is further ahead in the cycle, although inflationary
pressure is still muted. The core price index increased by
only 1.6% in May. Wages will have to rise more
significantly for inflation to accelerate. This is not yet the
case, even though wages are rising progressively, but
insufficiently for the time being.

 The Fed will only be on alert once inflation exceeds the
target level of 2%.
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Limited inflation outlook
 Inflation outlook continues to plummet.
 In the financial markets, investors do not believe that the

inflation rate will accelerate rapidly in the Eurozone or in the
US. With the exception of late 2008, after the Lehman crisis,
outlook has never been so low.

 The UK is bucking the trend however, where inflation outlook
was revised upwards after the referendum and the sharp fall
in sterling.

 It is also worth highlighting that inflation outlook within the
broader economy is being revised downwards.

 This factor was highlighted by the Michigan University survey
in the US, which indicated that 5-year inflation outlook
among US households has broken through the lower level of
the corridor observed since 1995.

 This will potentially curb any upward pressure in terms of

wage negotiations, failing therefore to create the illusion of
nominal increase which could then weigh on consumer
demand.
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Monetary policies
 In the current low-growth environment, monetary
policies will remain highly accommodating.

 In a context where budgetary policy always plays a
limited role in supporting economic activity, it is
necessary for central banks to maintain an
accommodating policy.

 As long as there is no strong inflationary pressure,

central banks will have no need to adopt a more
hawkish stance. NB: the impact of monetary policy is
asymmetrical. Hiking rates too soon would weigh on
economic activity, as the current growth context is
sluggish. On the other hand, a delay would incur the
risk of relatively higher inflation. On balance, the
central banks will tend to adopt delaying tactics rather
than act quickly.

 Concerning long-term interest rates, although risk in

this asset class is now perceived as being more limited
after the referendum on Brexit (interest rates eased
sharply at the end of the period on the chart), no rapid
change in strategy by the monetary authorities is
expected.

 The Bank of England will cut interest rates over the

summer (as of 14 July?) and implement a quantitative
easing policy in order to weigh on long-term interest
rates and therefore limit the economic impact of the
Brexit.
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European Central Bank
 The European Central Bank is maintaining an

accommodating monetary policy over the long term.

 It is unwilling to modify its strategy until its impact on
economic activity and inflation can be observed.

 This would imply a refi rate of 0% and a deposit facility
rate of 0.4% for the foreseeable future.

 For the ECB to modify its interest rate policy, it would

have to observe an improvement in the dynamics of
the eurozone economy. The savings rate would have to
decrease, as reflected by a lasting reduction in the
current account surplus, accompanied by an increase
in productivity and higher inflation outlook.

 This will take time, probably until the end of decade.
 Against this backdrop, the ECB will continue to

purchase financial assets even though this strategy is
starting to cause problems. The market for available
assets in Germany, Ireland and Portugal has dried up.
A new load-sharing agreement is likely to be
introduced which will then implicitly create a European
sovereign bond market.
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Federal Reserve
 The key issue for the Federal Reserve is that it does not

wish to intervene too rapidly. It does not want to act too
soon and risk undermining economic activity. As long as
inflation does not enduringly exceed its 2% target, it will be
reticent to intervene.

 Chart 2 demonstrates the way in which members of the

monetary policy committee radically changed their outlook.
The chart highlights changes between the March and June
2016 meetings, whereby median outlook for 2017 and 2018
shift spectacularly to the left. A similarly sharp swing was
also observed between the December 2015 meeting (when
the Fed hiked base rates) and the one in March 2016.

 As such, only one more rate-hike is expected during 2016.
 The decline in long-term outlook for fed funds rates is more
worrying however. Chart 1 demonstrates that whereas
4.25% was expected at the beginning of 2012, this figure
fell to only 3% at the meeting in June 2016.

 The US central bank is gradually toning-down its ambitions

regarding the expected performance of the US economy in
terms of growth and inflation. In the longer term, the Fed
has announced that, at current risk premiums, it will not be
able to fulfil its mandate in terms of growth and inflation:
3% is too low to achieve these goals.
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Exchange rates
 After a series of sharp swings in opposing directions from

mid-2014 onwards, the dollar and euro exchange rates have
stabilized.

 The dollar appreciated strongly at the beginning of the year,

which was a cause for concern for the Fed, as it provided the
opportunity to delay hiking base rates, not wishing to force
the issue.

 Furthermore, concerning US monetary policy, there is some
discernible discord between the members of the Federal
Reserve, which is the central body, based in Washington,
and the members from regional federal banks. The Fed
members are more responsive to the global economy and
the associated constraints, whereas the regional
representatives are more focused on local constraints.

 Given the monetary policy outlook of the ECB and that of

the Fed, the exchange rate should remain in a range of 1.1 1.15.

 This reflects that rates are likely to remain unchanged on
both sides of the Atlantic.
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Forecasts

USA
Japan
Euro Area
U.Kingdom
China
France

2012
2.2
1.7
-0.8
1.2
7.8
0.6

Year end
USA

Average growth
2013
2014
2015
1.5
2.4
2.4
1.4
-0.1
0.6
-0.2
0.9
1.5
2.2
2.9
2.2
7.5
7.4
6.8
0.4
0.2
1.2

2016
1.8
0.6
1.6
1
6.4
1.5

2017
1.9
1
1.5
-0.5
6.2
1.3

Monetary Policy
2012

2013

0-0.25

0-0.25

2014

Average Inflation
2012
2013 2014
2015
1.9
1.4
1.4
0.3
0.0
0.4
2.7
0.8
2.5
1.4
0.4
0.0
2.8
2.6
1.5
0.0
2.6
2.6
2.0
1.4
2.0
0.9
0.5
0.0

2016
1.5
0.3
0.2
0.3
2.2
0.2

2017
1.9
0.8
1.0
1.2
1.8
0.9

Long Term Interest Rates (10 year)
2015

2016

2017

0-0.25 0.25-0.5 0.50-0.75 1-1.25

2012

2013

2014

2015

2016

1.7

3

2.2

2.27

1.3; 1.6

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

0.05

0

1.2

1.95

0.5

0.63

U.Kingdom

0.5

0.5

0.5

0.5

0

0

1.8

3.1

1.8

1.96

2017
1.3; 1.6

-0.3; -0.1 -0.3: -0.1
-0.2; 0.1 -0.2; 0.1
0.3-0.6

0.3-0.6

Source Natixis Asset Management
Economic Research
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Mentions légales

