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Synthesis
• The global economy appears slightly less dynamic in early fall.
• The American economy is still the spearhead of global growth but without being able to create a strong
impulse on it. Households' income dynamics is not strong enough to trigger a sharp increase in activity

• The Chinese economy has not fully switch to growth driven by its domestic market. The increase in activity
is reduced and conditioned by economic policy interventions.

• Emerging countries are disadvantaged by the lack of impulse
• In Japan, the negative impact of the VAT increase will be persistent. It is a drag for economic growth
• The British recovery is a little less intense. This is observed through surveys of business leaders and the
employment profile. No need to hasten rate increase, especially as inflation is reduced

• Slow growth in the euro zone with a peak in the business cycle during the first quarter 2014. No strong
rebound in activity is expected - Need for better coordination of monetary and fiscal policies to converge
to a stronger trajectory for internal demand .

• France follows a weak profile. The first two quarters had zero growth. In view of surveys of this summer,
the risk is to have zero growth in the third quarter also.

• In the absence of inflation and because there are still imbalances, the Fed will maintain its current
monetary policy in the coming months. Not interest rates hike are expected before the second half of 2015

• In the UK, the rise in interest rates should only be observed when the real wages will be stabilized, not
before 2015

• The ECB cut interest rates to the floor; a more accommodative monetary policy through the issuance of
liquidity. TLTRO, ABS purchases and other operations will be implemented. One goal of the stratgy is to
improve the financing conditions, the other objective is the decline of the euro
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Overall Activity
• The global economy is in a quite peculiar situation in

early fall. The first graph reflects this. It shows surveys
of business leaders in the manufacturing sector of
various regions of the world.

• It notes that there is an acceleration only in the USA.

Other converge to much lower levels. The business
continues to grow but at a slower rate. This should not
help to revive world trade momentum.

• There is no impulse from other industrialized countries
since English index no longer prances, the Japanese
index remains low and the Eurozone business index is
following now a downward trend

• Impulse will not come either from emerging countries.
Both indices that are presented on the graph are at
levels just above the threshold of 50 separating the
improvement of deterioration in activity.

• This configuration does not lead to tensions on
commodity markets.

• The current issue is the ability of USA to pull up global
growth.
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United States
• The profile of the American economy is robust. The

perception of their environment by companies is at its
highest since 2005 (ISM on the first graph). This should
result in a strong activity momentum over the coming
months (GDP)

• The perception by households is also more positive. The
confidence index from the Conference Board survey is
back to its historical average for the first time since
2007.

• The employment dynamics is rather strong. Initial

jobless claims are back to levels observed in 2007
That's why the shift in job creation in August will be
temporary. However, the earnings profile remains
modest compared to before the crisis. The annual
change in the purchasing power was close to 3% before
the crisis, it is only 1.6% since 2010. Renewed
confidence but with slow increase in income explain the
acceleration of consumer credit.

• The question of the moment is whether the trajectory

of the US economy is still below the potential trend or if
it's already over. In the first case, favored by Fed, a
rate hike is not expected quickly. In the other case, an
interest rate hike should have been done already
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China
• The profile of the Chinese economy can be well
perceived with the two graphs.

• The external demand remains rather modest: exports
continue to grow, but at a reduced pace compared to
historical standards. Imports are not improving
reflecting a weak internal demand.

• This is confirmed in the reading of second graph where
investment slows rapidly.

• This reflects less property investment but also less
productive investment.

• The issue of China's economic policy is to support

demand. It was found this year with projects including
rail and other infrastructure-related investment. This
doesn't seem enough.

• It has also be the source of a more active monetary
policy including temporary liquidity support.

• However, we perceive that this is not enough. Given the
key role of China vis-à-vis emerging this changes the
overall balance
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Emerging Countries
• BRIC dynamics is limited. China does not play anymore

the same role than in the past. In China, survey's index
from the manufacturing sector does not deviate
strongly from the threshold of 50.

• It penalizes trades in goods which is a drag for growth
in emerging markets. The other three BRIC countries
are not strong and "big" enough to take over. Each
operates in its market without the ability to create a
break and a strong ripple effect.

• Even if the PMI index was marginally stronger in

August, Brazil is not going well. With two negative
growth numbers in the first two quarters of 2014, Brazil
is in recession.
Except for the second quarter of 2013, Brazil's growth
is very low since the end of 2011 This reflects in
particular a poor investment profile despite all efforts
necessary for the preparation of the World Cup. Since
2012, investment in Brazil was down 7 times out of 10
quarters.

• Companies have not been very active outside of the

preparation of the World Cup. The absence of China
reduces incentives to export and to invest to improve
competitiveness. The internal market lacks robustness.
Elections of October 5 will not reduce this uncertainty.
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Japan
• The dynamics of Japan creates many open questions
• The VAT rate increase has depressed consumer

spending. It is observed on the first graph. After the
sharp rise in March (month before the increase),
spending fell in April without rebounding for now (last
data is July).

• This reflects a loss of purchasing power for workers for
whom wage dynamics is still conditioned by the period
of deflation.

• However, despite the relative failure of the measure,

another VAT rate increase is scheduled for the year
2015. The purpose of these increases in indirect taxes
is to converge to a sustainable path for public finances.

• At the same time, despite the rapid depreciation of the

yen, gains in competitiveness are not observable in the
export profile.

• Demand remains the big question of Japan. I am not at
all certain that a restrictive fiscal policy is the solution
and allow to escape the recession that will sink the
Japanese economy.
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United Kingdom
• In the UK, the business continues to grow rapidly, but
surveys in the manufacturing sector are less bright.
This was seen on the graph page 3.

• Employment also remains on a sustained pace even if

there is a change in trend during the last three months.
Private employment is less strong: the improvement in
jobs has lost momentum in the last three months.
During the same period, government employment
continues to contract. However, we note that even
without returning to the pre-crisis level, the number of
part-time jobs are a bit smaller that a few months ago.
This is a positive development

• This does not resolve the issue of declining productivity.
According to Carney, Governor of the BoE, the decline
in real wages was a strong incentive to create jobs to
the detriment of investment. The wage decline was an
incentive, there is no doubt, but the investment
concerns more sophisticated products.? This suggests
that low-skilled employment has grown very quickly,
probably in services.

• BoE can not spontaneously tighten monetary policy
because these low-skilled people would be directly
penalized, especially if they are indebted.
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Euro Area (1/2)
• Internal demand lacks of momentum. The first chart
breaks down the three contributions to GDP growth
over time.

• The GDP's profile is mainly conditioned by private

demand (in blue). Nevertheless, we find that its
dynamics is less intense and more cushioned from the
beginning of the crisis. This is the issue raised by Mario
Draghi in Jackson Hole. As far as private internal
demand is not on a strong trajectory, it will be difficult
to imagine a strong long-term growth.

• Public demand, in red, which had a positive contribution
until the beginning of this decade. Now its contribution
is neutral. We see the change in the slope at the
beginning of this decade.
Foreign trade has an increasing contribution. This
primarily reflects a decline in imports. It's not very
virtuous.

• Economic policy should support and stimulate private

demand to regain growth potential to create jobs and
income

• It is observed that short-term surveys are not

improving anymore. The peak of the cycle occurred in
the first quarter. There is an urgent need for pro-active
economic policy
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Euro Area (2/2)
• Using the same method as above we see that the

growth patterns are different in France and Germany.
This reflects major differences on the sources of growth
and thus on economic policies to be followed.

• In France, private demand is the main source of

growth. However, since 2011 it is trending downward.
However the contribution of government spending
continues to be positive since 2011 (contrary to what
was seen at the Euro Area level). This means that since
2011 GDP growth was mainly driven by government
spending. The reduction of these expenditures would
create a risk on the economy in the short term.

• German private demand and external demand have

similar contributions. Acceleration in trade, particularly
with emerging, can create an impulse that spreads to
the rest of the economy and does not require strong
action by the government.

• In France one can not expect a boost foreign trade.

Jumping to a higher trajectory requires an impulse that
can be a positive confidence shock but a more
responsive and proactive fiscal policy would probably be
more efficient
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France
• The French economy is slow to converge to a sustained

growth path. Since the first quarter of 2011 its
annualized growth rate is 0.35%. This is much too low
to generate employment and additional income.
A question arises: if potential growth is actually 0.35%,
while the general government deficit to 4.4% in 2014,
there are no justifications for this large deficit. This
would reflect excessive and inefficient public spending.
If, however, the potential growth rate is close to 1%,
then the current public deficit can be justified. That's
what is expected.

• It does not solve everything, however. Growth observed
since the beginning of the crisis is weak (first graph).
We note also the inability of the French economy to
rebound. On the second graph we see that the
economy does not bounce back unlike what it did after
previous recessions. There is no growth momentum.

• This suggests that the rules have changed and that

adjustments have to be made. During the first decade
of the 2000s, the overall growth was strong but not
that much for the French economy: it was close to 2%.
It was not enough in a context of strong overall growth.
The alert was already there. Two shocks later (2008
and 2011) the economy fails to respond. Hence there is
a need to change the rules of the game
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Inflation
• In Jackson Hole, Wyoming, Mario Draghi was concerned
by the drop in inflation expectations. In the first graph
it can be observed that these expectations are trending
downward.

• The problem associated with this is that Mario Draghi

indicated in the Wyoming that the ECB, alone, did not
necessarily have the capacity to fight the risk of
deflation. It explains his wishes for a more balanced
economic policy stance with a stronger role for fiscal
policy.

• The second graph shows that the profile of inflation in
countries of the Euro zone remains very low. Core
inflation is a little higher because the service sector is
not in a direct competition with external competitors.
So companies are able to maintain a positive but
limited upward trend in their prices.

• One reason for the slow evolution of inflation is the

reduced impact of commodity prices. (Seen as the
difference between the 2 measures on the graph).
Another reason is the sluggish demand which does not
create tension on production capacity.

• With the exception of Japan, the evolution of inflation in
the USA and the UK is moderate
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Fed's Monetary Policy
• The Fed has decided to keep its interest rates low for a

considerable period. It was the highlight of the last
meeting of its Monetary Policy Committee. However, the
median value of fed funds rate expected at the end of
2015 increased from 1% in June to 1.375% in
September as shown in the graph.

• The profiles of the two distributions are similar,

however, and we do not know the exact location of
Janet Yellen's dot. Yet this information is critical to
understanding how rates will change. Listening to her
and given the persistent imbalances she is probably not
the most virulent FOMC member to change the interest
rates profile.

• Question: Why wait when the prices of risky assets

(equities, high yield in particular) are high? This usual
question has a simple answer. You have to imagine
three parameters in determining monetary policy: a
triangle with three vertices: the economy and tensions,
property (household wealth) and financial assets. The
Fed favors the economy and real estate. Tensions on
financial assets can be managed through prudential
measures. Directly influence asset prices by increasing
interest rates would be risky for the business cycle and
real estate. Yellen do not want that as it would weigh
directly on employment.
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ECB – Monetary Policy
• At the ECB meeting on 5 June 2014, Mario Draghi

announced a drop in interest rates to stabilize the
money market and forthcoming actions on liquidity
(TLTRO) (Eur 400bn expected for 2014 and up to 1000
billion by end-June 2016 (8 operations in total))

• In Jackson Hole, Wyoming, he has indicated the need

for active monetary policy to fight against deflation (He
also wanted a more effective fiscal policy in demand
management)

• At the meeting of September 4, he again reduced ECB

rate (0.05% for the refi rate) and announced the
establishment of ABS transactions and on covered
bonds on a schedule and technical requirements which
will be announced on 2 October.

• September 18 was held the first TLTRO operation

(liquidity against bank credit to non-financial actors and
excluding real estate). The expectations have been
disappointed with a 82.6 billion operation only. Banks
have largely repaid the former LTRO. Spanish and
Italian banks have subscribed to TLTRO but the overall
balance is reduced.
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Interest Rates' Dynamics
• This relative failure of the strategy of the ECB will not
allow the total of Eur 400bn on the two TLTRO
operations in September and December 2014.

• However, on September 4 Mario Draghi said he wanted

to increase the ECB's balance sheet by Eur 1000bn
taking into account the new operations TLTRO,
reimbursement of past operations and future purchases
of ABS and covered bonds.

• It might not be enough. If the goal is actually to inflate

the ECB's balance sheet to create euros in order to
have an excess of euro and to reduce the European
currency, then an additional operation may be
necessary. This will not be decided immediately, but it
may be that new liquidity transactions are implemented
to achieve 1000 billion raised. (QE on government
bonds in the secondary market?)

• Instruments of monetary policy are partly dependent
on bank behavior; mainly on liquidity support
operations. By operating via the ABS or a global QE
ECB would pass above behaviors to implement its
decisions. This could increase monetary policy
efficiency.
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Euro Exchange Rate
• The ECB decided to collapse monetary interest rates by

reducing the refi rate to 0.05% and lowering the rate of
deposit facilities to -0.2%.

• Its objective is to reduce the slope of the yield curve in
the money market to reduce the incentives to hold the
euro. This should reduce the flow to the euro and
deflate a bit the current account balance.

• This strategy is a long-term guide for the ECB to guide

expectations, indicating that this level of rates would be
maintained at least until the end of 2016. This is in
contrast with the Fed's strategy. The fed fund rate in
the US is expected to creep higher in the second part of
2015 This difference in expectations is found in the blue
line on the first graph.

• The ABS and covered bonds purchases are definitive

purchases and not temporary operations as in the case
of the LTRO-type operations. This will result in a
creation of euros. From the October meeting, the Fed
will not buy financial assets. His record will swell more.

• This rebalancing of the size of balance sheets should
also weigh on the euro.
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Disclaimer
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