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Global economic backdrop   

7ÈÁÔȭÓ new? 
 

 
 

 
 
 
 

 
 

The first synchronized recovery since 2009 
 
 

¶ Global PMI data point to a general pick-up in world economic 
activity driven a steady upturn the pace of manufacturing 
growth.  

¶ Emerging markets continue to trail behind the developed 
world with a PMI of 51.2 compared with 54 for the developed 
world, but the growth differential that has been narrowing 
since 2013 is starting to widen again. 

¶ Economic sentiment indicators are showing some signs of 
ebbing but remain elevated, boding well for economic activity 
in the months ahead. 

¶ Domestic demand remains the cornerstone of the 
economies. 

¶ Global growth is seen to accelerate slightly to 3.4% in 2017 
and 3.6% in 2018, from 3.1% in 2016. In the near term, the 
possible package of U.S. fiscal stimulus could provide a 
stronger boost to global GDP than currently expected. 
However, in the medium term potential disruptions 
associated with US positions on trade policy could damage 
international trade. 

¶ The world potential growth is widely expected to remain 
weak due to structural factors such as lower productivity, 
ageing population, a slowdown in global trade. 

¶ High level of uncertainty persists about the path of future 
growth due to: 
- Geopolitical risks: TrumpΩǎ immigration and trade policies, 

elections in Europe, uncertainty about Brexit negotiations, 
Greece, Russia/Ukraine conflict 

- Rising Chinese debt 
- Higher interest rates and tighter financial conditions to 

have adverse effects on some emerging market countries 
that depend heavily on external financing (eg Mexico and 
Brazil). 

 

A general pick-up in headline inflation 
 

¶ Consumer prices (CPI) and Producer prices (PPI) are creeping 
up globally, driven a recovery in oil and other commodity 
prices. This is more a reflation environment from very low 
levels than the beginning of an outright inflationary scenario. 
The rise in inflation related to the favourable base effect is 
expected to be temporary. 

¶ Core inflation (excluding food & energy prices) remains 
stable, particularly in the US and Europe, indicating underlying 
inflationary pressures remain muted so far. 
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Economic backdrop by country 

USA 
 
Trump inherits an already rebounding economy 

 
  
Upbeat consumers boding well for consumption, 
the main driver of growth 

 
 
Disappointing wage growth keeping a lid on 
inflationary pressures 

 

 

¶ Signs of economic strength are piling up.  Factory activity 
accelerated in January with ISM rising to 56.0 amid sustained 
gains in new orders as domestic demand strengthens. Business 
spending on equipment increased at a 3.1% annualized rate in Q4 
after four straight quarterly declines. Job creation remain solid. 
Private employers added 246,000 jobs in January, up from 
151,000 in December. The four-week average of weekly jobless 
claims fell to a 43 ½ year low in a sign of tightening labor market 
conditions. Still, there is an unusual discrepancy between the 
unemployment rate and the capacity utilization rate in the 
manufacturing sector. The latter is still nearly 5 pp below its long 
term average and using the historical relationship between the 
two this implies an unemployment rate a little above 6%. Existing 
and new home sales figures continue to point to a strengthening 
housing market despite higher prices and mortgage rates. 
Consumer confidence retreated from a 15-year high in January 
likely as some of the election euphoria fizzled, but households 
remained upbeat about the labor market, encouraging them to 
spend. The University of Michigan consumer sentiment index 
suggested a 2.7% annualized growth pace in consumer spending 
this year.The NFIB index of small Business Confidence rose to its 
highest since Dec 2004. Surging optimism form the basis of the 
economic acceleration many expect this year. Rising optimism is 
critical for the economy to expand, as the public and businesses 
often spend more when confidence is on the rise. Existing home 
sales continue to shine with home prices crimping higher as 
fewer homes are available for sale. Wage growth remains 
moderate so far (+0.5% in Q4, + 2.3% yoy). The consensus is for 
GDP growth in a range of 2.1- 2.5% in each quarter. 

 

¶ Details on ¢ǊǳƳǇΩǎ ŜŎƻƴƻƳƛŎ ǇƻƭƛŎƛŜǎ ǊŜƳŀƛƴ scarce, giving the 
Fed less clarity on the direction of US economic policy. ¢ǊǳƳǇΩǎ 
frequent tweeting in lieu of providing details about his policy 
priorities cast doubt on the breadth and depth of his economic 
program. It is unclear how impactful changes to tax policy and 
infrastructure spending can be on worker productivity which 
remains low at +0.2% in 2016 ( vs +0.9% in 2015) still well below 
the long-term rate of 2.1% from 1947 to 2016. Too much fiscal 
stimulus could drive inflation sharply higher, pushing the Fed into 
a steeper path of rate increases. But Trump's threatened trade 
barriers could crush global growth. Recent comments from the 
Trump administration indicated its pro-growth policies may have 
a longer route to implementation. Treasury Secretary Mnuchin 
said growth effects from tax reform and less business regulation 
would not likely start to take hold until next year. The pace of rate 
hikes will probably depend on how much inflation is generated 
from Trump's proposed measures to bolster economic growth. 
Most analysts expect a rate increase in June. A reduction in 
balance sheet is not expected until mid-2018. 
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Euro zone 
 
Euro zone starting the year on a strong note 

 
 
Improvement in economic sentiment driven by 
more optimism in industry and the services 
sector 

 
 
Lending activity remains subdued 

 
 

¶ A broad based upturn. Eurozone private sector growth 
accelerated more than expected in February (Composite PMI up 
sharply to 56.0 from 54.4 in January near a six-year high). Both 
manufacturing and services were buoyant with domestic 
demand strengthening and a weaker euro boosting orders from 
abroad. Job creation reached its fastest since August 2007, 
propelled by strong demand and optimism about the future. 
France finally joined the party with a composite PMI of 56.2, 
ƘƛƎƘŜǊ ǘƘŀƴ DŜǊƳŀƴȅΩǎ рсмΦ DŜǊƳŀƴȅΩǎ LCh ōǳǎƛƴŜǎǎ ǊŜƳŀƛƴŜŘ 
surprisingly buoyant in February despite worries about US trade 
policies and the French elections. German industrial orders 
posted their biggest monthly increase in around 2 1/2 years, 
driven mainly by higher demand at home and abroad. The 
Bundesbank said in its latest monthly report that the German 
economy will stay on a strong footing in the coming months 
thanks to high industrial and construction activity. French 
industrial morale rose to 5 ½ year high in February, above 
expectations. The broad-based acceleration suggests that if 
sustained, euro zone economic growth could hit 0.6 % in Q1 17, 
above predictions of 0.4% earlier in the year. There is however a 
disconnect between bullish businesses and consumers. The euro 
zone final consumer confidence index fell in February, as did the 
GfK German consumer confidence index looking ahead at March, 
posing a threat to future growth.  

 

¶ Inflationary pressures contained so far. The Commission predict 
consumer prices in the euro zone will pick up this year to 1.7% 
ŦǊƻƳ лΦн҈ ƭŀǎǘ ȅŜŀǊΣ ŀōƻǾŜ ǘƘŜ 9/.Ωǎ ŦƻǊŜŎŀǎǘǎ ƻŦ мΦо҈Φ Euro zone 
inflation is expected to slow again in 2018 to 1.4% and core 
inflation, which excludes more volatile prices, is set to rise only 
gradually. Wages in the euro zone are stagnant. 

 

¶ The ECB to remain on the sidelines. While the renewed strength 
in the PMIs should come as a welcome relief to the ECB, no 
substantial policy review is expected in March and the first 
discussion on the next move is not likely until June, after the 
French and Dutch elections. No decision is likely until autumn, 
possibly after the German election in September. Arguing that 
the recent inflation surge was temporary and threats to growth 
remained, policymakers widely agreed in January to continue 
with their bond purchase program but cut its monthly purchases 
to 60 billion euros from 80 billion euros starting April 2017, 
saying they would go on until the end of 2017.  However we 
cannot expect current monetary stimulus to last forever 

 

¶ Risks tilted to the downside: the European Commission said 
uncertainty about US policies, Brexit and elections in Germany 
and France would take their toll on the euro zone economy this 
year. It forecast the euro would slow to 1.6% this year from 1.7% 
in 2016, but would gain speed in 2018 (+1.8%). Lending has been 
on a steady upward path since early 2015 but picked up speed 
only gradually, leading to concerns that ECB measures were 
taking too long to work and were perhaps ineffective. 
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UK 
 

 
 

 
 

 

¶ On course to slow this year albeit less sharply than previously 
expected. Consumer spending, adjusted for inflation, rose just 
0.4% yoy in January, down sharply from 2.5% in December, the 
weakest annual growth rate in over three years, Visa said. 
Robust consumer spending helped Britain's economy to outpace 
its peers last year, even after June's Brexit vote, but rising 
inflation as a result of sterling's hefty slide will eat into growth 
in 2017. British GDP growth is forecast to decline from 2.0% in 
2016 to 1.5% in 2017 and to further slow down to 1.2% in 2018 
as business investment is likely to be adversely affected by 
persisting uncertainty while private consumption growth is 
projected to weaken as growth in real disposable income 
declines. The British unemployment rate is seen rising slightly to 
5.6% in 2018 from 4.9% last year, while inflation will increase 
steeply to 2.5% this year and 2.6% in 2018. 

 

¶ The Bank of England may curtail previously anticipated rate 
cuts due to relatively resilient post-Brexit economic 
performance and concerns about currency depreciation, which 
is already leading to heightened inflation. Consumer inflation hit 
its highest level since mid-2014 in December at 1.6% yoy. Most 
economists expect consumer inflation to climb towards 3%, 
overshooting the Bank of England's target. The BoE has 
predicted that inflation will hit a peak of 2.8% in the first half of 
2018. Yet, British policymakers have said they will not be rushed 
into an interest rate hike because they expect the pick-up in 
inflation prices will be driven by temporary effects from the fall 
in the pound after June's vote to leave the European Union. If 
the trends of higher inflation and higher pay growth continue, 
the BOE may have to sharpen its rhetoric, providing support for 
sterling. 
 

¶ Still plenty of Brexit unknowns. PM Teresa May confirmed that 
Britain will leave the EU single market, stressing that the UK was 
ƴƻǘ ǎŜŜƪƛƴƎ άǇŀǊǘƛŀƭΣ ƻǊ ŀǎǎƻŎƛŀǘŜ ƳŜƳōŜǊǎƘƛǇ ς nothing that 
leaves the UK half in, half out of the European Union. May said 
she wanted Britain to be able to negotiate its own trade 
agreements, as well as tariff-free trade with Europe. May also 
revealed that Britain would take back power to make its own 
laws, decided in Westminster rather than the European Court of 
Justice in Luxembourg. Because Britain will no longer be 
members of the single market, it will no longer be required to 
contribute huge sums to the EU budget, except for some specific 
EU programs. Brexit must mean control of the number of people 
who come to Britain from Europe, ensuring that the government 
can control immigration to Britain from Europe. A hard Brexit 
could constrict the foreign investment needed to fund Britain's 
huge current account deficit, one of the biggest in the developed 
world.  
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Japan 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

¶ Tepid private consumption casting doubts over a sustainable 
recovery. GDP grew at an annualized 1% in Q4 as a weaker yen 
supported exports, but private consumption, which accounts for 
roughly 60 percent of GDP, showed no growth. Manufacturing 
activity expanded in February at the fastest pace in almost three 
years (at 53.5) but inflation-adjusted real wages dropped in 
December for the first time in a year, boding ill for consumer 
spending. GDP growth is expected to remain among the lowest 
in developed countries (+1.2% in the fiscal year starting April 
and 1.0% for fiscal 2018). 

 
 

¶ Growing trade protectionism clouding the outlook. Japan's 
exports rose in January at a slower pace than the previous 
month due to a decline in shipments to the US (-6.6% yoy due 
to fewer shipments of auto and electronic parts) and slower 
shipments to China (+3.1% yoy form 12.4% yoy). Japan's largest 
trading partner, rose 3.1 percent year-on-year in January. 
Japan's trade surplus with the United States fell to 399.3 billion 
yen ($3.54 billion). If the trade surplus with the United States 
starts rising again, it could become a flashpoint after Trump 
singled out Japan, China and Germany for their high exports into 
the U.S. market. But the summit between Prime Minister Shinzo 
Abe and U.S. President Donald Trump earlier this month was 
largely positive. The two leaders agreed to establish a bilateral 
economic dialogue, focusing on issues such as economic 
policies, infrastructure, energy and trade. 

 

¶ The likelihood of more BOJ stimulus is diminishing. The central 
bank has lowered short-term interest rates to -0.1% and bought 
billions of yen worth of bonds and other assets in a campaign to 
boost inflation and growth. With signs of inflation pick-up, the 
BOJ is likely stay the course this year. Japanese policymakers are 
starting to see fiscal stimulus as the most likely next step to spark 
economic growth. 
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China 
 

 
 
 
 

 
 
Slower investment is weighing on GDP growth 

 
 

 

¶ Economic activity is stabilizing.  Services PMI accelerated to 
53.4 in December, a 17-month high mirroring improvements in 
manufacturing surveys. New business for services firms rose at 
the fastest pace in 17 months, though an employment sub-
index remained stubbornly weak and input prices rose the 
fastest in nearly two years. China is slowly making progress in 
shifting its economic growth model away from a heavy reliance 
on exports and investment, with consumption contributing 
71% of growth in the first nine months of 2016. 
 

¶ The momentum is driven by the recovery in prices, especially 
rather than any real return of real demand. Producer prices 
(PPI) surged 6.9% yoy in January. Consumer prices accelerated 
to 2.5% yoy mainly due to a seasonal rise in food and travel 
costs ahead of the Lunar New Year holiday, still within the 
government's comfort zone of 3%, and showing few signs yet 
that the jump in producer prices is filtering through to the 
broader economy. Auto sales are forecast to slow to single-
digit growth this year, home sales are on a downward trend 
and even China's red-hot film industry grew only 3.7% last year. 
Private investment has remained stubbornly weak,  leaving the 
economy dependent on government spending 
 

¶ Even as fears of an economic hard landing have greatly 
diminished, other risks have become more pronounced. The 
foreign trade environment looks increasingly uncertain amid 
threats by US President Trump to impose tariffs on China's 
shipments into its largest export market, and to brand Beijing a 
currency manipulator. Credit is growing significantly faster than 
GDP, hitting a record of 250% of GDP last year. January's new 
yuan loans were the second-highest on record as banks stepped 
up lending, indicating policymakers' efforts to rein in risks have 
not reduced bank credit to the highly-indebted corporate sector. 
Credit risks in the financial sector continue to increase and the 
performance of commercial banks deteriorates gradually, 
increasing the risk of a banking crisis in the next three years. 
Speculation in housing, commodities and even government debt 
markets have raised the risks of asset bubbles as overall leverage 
in the economy is still rising. Capital outflows from China surged 
last year to a record $725 billion and could pick up further if U.S. 
firms face political pressure to repatriate profits. The outflows 
caused a $320 billion decline last year in Chinese foreign 
exchange reserves. 
 

¶ These risks have led to expectations that financial and 
monetary conditions will be tighter this year. China's central 
bank raised short-term interest rates in recent weeks as it looks 
to contain risks from an explosive growth in debt. 

 
 
 
 


