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A late summer despite the swallows 
 Huge spare capacity should provide a good safeguard against inflation: 

the EMU example 
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  In developed countries green shoots are all about a slowdown in, then a halt to, 
the downward adjustment to inventories. Thus, the driving force behind the ongoing 
improvement is unsustainable. In our opinion, there will be no sustained recovery in 
the US economy until the beginning of next year and mid-2010 for Europe. 

 The expansion of central bank balance sheets will not lead to higher inflation, at 
least not in the near term; velocity of money is decelerating and negative output gaps 
are very large. 

 While the (US) consumer of last resort has disappeared, the rebound in emerging-
market growth will be limited, apart from China and India, which should continue to 
benefit from rather strong domestic demand. 
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Editorial: A late summer despite the swallows 
Just as one swallow does not make a summer, the end of the massive destocking in inventories does not imply 
that a sustainable recovery of the global economy is at hand. That recovery will not materialise before the 
beginning of next year in the US and mid-2010 in Europe. A normalisation of economic policies is not imminent. 
 

Equity markets usually lead 
growth recovery 
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A very large negative 
contribution of inventory 
changes to growth 
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Still a lot of weakness from 
final private domestic demand 
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The combination of accumulating signs of an improving economy and 
the four-month equity market rally seems to be sending a consistent 
message about the future trend of the world economy. However, while the 
market rally may find an echo in rising consumer confidence, leading to a self-
reinforcing “virtuous circle,” the effect can lead to increased distortion if the 
feedback from the real economy is not following along at the same upbeat 
tempo. What is the current state of affairs? 

The downturn between Q408 and Q109 was both impressive and 
exceptional. It was impressive given the magnitude of the declines seen in 
developed countries (a cumulative and annualised drop of 6% in the US, 12% 
in Japan and 8% in the Eurozone) and exceptional given the mechanisms at 
work: a massive inventory reduction, a significant drying up of trade finance 
and the closure of certain production units (in the automotive industry for 
example). Confronted with an environment they had never experienced 
before, firms strove to make their balance sheet assets as liquid as 
possible. This survival strategy was seen as the best way to buy time and 
‘keep afloat’ for as long as possible. Unless the crisis starts broadening (now 
seen as unlikely given the strong response by policymakers), better results 
should replace the disaster of the preceding quarter. This is what is now 
happening. The decline in growth in the second quarter will be greatly 
reduced compared with the previous period (by a factor of 3 to 4 depending 
on the area or country) and a stabilisation, or even positive trends, is 
expected in the second half of this year.  

The mechanisms currently at work are the opposite of those 
experienced at the end of last year or the beginning of this year. 
Inventory liquidation is abating and is expected to reverse next year. 
International trade has picked up, with improved financing (as seen in the 
Baltic Dry Indices) and closed factories have for the most part reopened. Of 
course, this is amplified by the economic policy measures taken over the past 
few months (fiscal pump-priming, lower interest rates involving both base 
rates and market rates, and better functioning of money markets). Even so, 
the driving force behind the ongoing improvement is unsustainable. 
Everything revolves around the end of destocking after a massive drawdown 
of inventories last quarter and it can be accomplished without a revival of 
private-sector final demand (household spending, capital expenditure and 
exports). 

However, in order for the pick-up in growth to be sustainable it is 
essential to resuscitate private-sector final demand and gradually bring 
it back to good health. However, there are a number of significant, deeply 
entrenched hurdles to any near-term rebound. The required deleveraging 
process has only just started and is set to continue for some time. It 
involves financial institutions as well as households in many countries 
(primarily the US, but also a number of European countries). This will weigh – 
directly and indirectly – on demand growth. 

The new paradigm over the coming years will probably involve greater 
regulation (although the degree of re-regulation remains unknown) and less 
debt. That will apply to the financial sector and maybe to other sectors (non-
financial services and industries) too. In some countries, after a crisis which 
has been blamed on uncontrolled market forces, the amount of government 
spending could increase and there could be a greater desire to reduce 
inequalities that have become too conspicuous (more so in the US than in 
Europe). Weak demand prospects may lead to downwardly revised 
expectations for the return on equity, which would reduce innovation and risk-
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China and US external 
accounts: rebalancing in 
process 
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Public finances in the US and 
Europe: not really under 
control 
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A really accommodating 
economic policy in the US 
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taking, at least initially. As far as supply is concerned this can clearly be 
interpreted as hindering growth.  

At a global macro level, whilst there is a shared aim to rebalance the 
conditions for growth to prevent the accumulation of excessive debt and the 
formation of asset price bubbles, it is important to reduce external trade 
imbalances. Simply speaking, this means drastically reducing both the 
US trade deficit and the Chinese surplus. Of course, it is unclear how far 
the process must go. (A return to equilibrium has not been mentioned on 
either side.) Nonetheless, the fact that US households are losing their status 
as the world’s ‘consumers of last resort’ will have important consequences in 
terms of reallocating factors of production. Two of them are obvious: a 
devaluation of a fraction of capital, via further bankruptcies, and 
unemployment remaining at relatively high levels. Observed and expected 
growth will be influenced by these adjustments.  

We believe that current economic developments, at least in developed 
countries, have more to do with a correction than a recovery; and the 
prospects for the coming years are hindered by the necessary rebalancing 
process described above. At this stage, it is difficult to know exactly when 
there will be a switch from one process to the next. In our opinion, there will 
be no sustained recovery in the economy until the beginning of next 
year in the US and mid-2010 in Europe. Even so, the accommodative 
stance of economic policy must not be jeopardised in the near future.  

Economic policymakers have to tread a fine line. On the one hand, they are 
convinced that it is not yet time to tighten their stance. Historical evidence 
supports this patient view. On the other hand, they cannot dismiss the signals 
sent out by the markets. The latter may be too quick to spot a cyclical 
recovery without regard to the structural constraints weighing on growth. 
Nonetheless, heightened market confidence goes towards improving the 
overall economic situation, and thereby serves collective interests. Similarly, 
concerns over soaring public debt and the projected normalisation of 
monetary policy are useful reminders that the path must now be laid with 
more conservative regulation for when the time comes. Governments and 
central banks will probably not tighten their stance until 2011. This may 
seem far off at present, which is a good reason to act quickly in 
informing markets on the ways and means policymakers will achieve 
their goals.  

Market expectations still call for some fine-tuning, at least given our 
scenario. Three points are important: a clearly sustainable recovery will occur 
later than expected by the market; the tightening of economic policy will be 
delayed relative to views expressed by investors; medium-term economic 
prospects will likely be less robust than suggested by the historical patterns. 
Generally speaking, preference will be given to saving relative to spending, 
which would imply a gradual decline in our risk aversion indicator.  

We see three different phases in equity market performance under our 
scenario. The rebound recorded in March and April was clearly related to the 
appearance of ‘green shoots’ and to more confidence in the US banking 
industry following the release of the stress test conclusions. The second 
phase, which began in early May, reflects the expected timing of the 
sustainable recovery and the current value of market prices relative to this 
expected timetable. Based on our growth forecasts, especially for the US, the 
second phase could end sometime in the third quarter, perhaps more towards 
the end. In the third phase, the trend of equity markets will be more solidly 
upwards, even if the pace will depend on profit expectations, which should be 
lower than is usually the case. This should contribute to new downward 
pressures on the USD and a rise in long-term Treasury rates.  
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Do central banks move in mysterious ways? 
Central banks do not just act: they also communicate about what they do. Transparency in their decision-making 
has gradually become a necessary norm served by a well-oiled communication policy. But with the crisis things 
have changed, challenging a strategy where words sometimes supplant deeds. 
 

Fed/ECB: balance sheet size in 
USD 
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Fed: 3M predictability 
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ECB: 3M predictability 
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In normal times, such a communication strategy is logical. The time has long 
gone when monetary issues were discussed in secret and the surprise factor 
was deemed effective. In recent years, central banks have realised the 
benefit of maintaining an open dialogue with the public and in particular with 
the markets. Greater transparency and improved predictability for 
monetary policy decisions help to reduce financial market uncertainty 
and volatility at the same time as they contribute to the rational 
formation of expectations. More than deeds, words – and the information 
they carry – are meant to nudge agent expectations towards the most likely 
interest rate trajectory. In the case of efficient markets, which adjust 
instantaneously, this strong anchoring guarantees efficiency and contributes 
to an improved transmission of monetary policy. In other words, deeds and 
words echo each other to serve central bank objectives effectively. 

The present crisis has put this central bank communication policy to 
the test. Disoriented operators have fixed their attention on them in the hope 
of gleaning a few certainties in a prodigiously uncertain climate. Everything 
emerging from these institutions has been minutely dissected and analysed. 
At times this has played a stabilising role, at others it has also catalysed 
anxieties – proof that communication can be a two-edged sword.  

On the one hand, the banks’ firm commitment to provide liquidity at all costs 
in order to ease tensions on the money markets and help banks refinance 
has without doubt helped to safeguard the core of the system. On the other, 
their intervention as lenders of last resort or their rescue operations for 
troubled financial players have shaken the markets with emotive spasms. 
Hence the run on Northern Rock after the Bank of England admitted 
releasing emergency aid. The rules of transparency have made recourse to 
the discount window inoperative as it is deemed to carry too much stigma, 
forcing the central banks to innovate so that they can continue to play their 
role as lenders of last resort. We have also witnessed the Fed’s 
powerlessness to prevent the wave of financial panic in the aftermath of the 
Lehman bankruptcy. Transparency and communication rules that are useful 
for pursuing conventional monetary policy proved deficient, if not counter-
productive, when there was a need to preserve financial stability. At a time 
when the role of system guarantor is regaining currency, this raises a number 
of doubts.  

With the crisis, moreover, central banks have shifted into unconventional 
gear after exhausting all their conventional policy levers. From 
straightforward intermediaries they have sometimes become full-blown 
arbiters of trading on markets disrupted by the crisis. How then can they 
communicate, since this kind of ‘shot in the arm’ interferes with the 
elementary rules of the ‘pure and perfect’ competition so dear to the 
markets? How, too, can they convince people of their complete 
independence at a time when some of them are buying up sovereign debt? 
And how can they extricate themselves from the exceptional measures 
agreed at the height of the crisis and revert to more conventional types of 
intervention? Each of these questions represents a challenge that the central 
banks will have to take up. It is clear that, because their communication 
policy has now moved outside its well-established field, dialogue with 
the markets is entering a new learning curve.  

We must hope that the learning process ends up making central bank 
communication sufficiently audible and does not transform the open dialogue 
with the markets into a dialogue of the deaf. 

isabelle.job@credit-agricole-sa.fr 
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Interest Rates: Revisiting 4% 
In the first attempt at 4% by the UST, the market was probably running six months ahead of itself, but by the end 
of 2009 GDP growth should be pushing the zero barrier so investors can cease talk of changes in the second 
derivative of growth and start thinking of actual positive changes in output. This should quash much residual talk 
of deflation and allow a final curve steepening in the US.  
 

Real US 10Y and trend GDP 
growth 
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Estimate for the 10Y yield 
using trend growth and 
adaptive inflation 
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Eurodollar futures path 
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Is a 4% UST yield really so high? 
The near doubling in US 10Y yields from 2% to 4% in the first five months of 
this year took many people by surprise. The move to 4% has since 
retraced but we expect to see it hit and then be breached over the 
coming year. 

There is no doubt that when yields were at 2% they reflected a large deflation 
threat and that there was a massive risk-aversion trade benefiting bonds. 
Thus, it did not take much positive news to break the deflation trade and, 
combined with heavy supply, there was little that the Fed could do to prevent 
a very large rebound in yields. The discussion point is whether they have 
gone too far.  

We argue that, so far, the rebound has taken yields closer to where they 
should be and that, even incorporating a view that the economic recovery 
may be slow and the near-term outlook for inflation is negative, we are still 
talking about a 10Y and not a 2Y yield.  

To give an idea of the point of gravity for yields, we have taken a medium-
term approach. Over a long time period, US nominal GDP has almost 
averaged the same as the 10Y UST yield. It turns out that the real 10Y yield 
tends to oscillate around trend GDP growth (we use a Hodrick-Prescott filter). 
We then estimate inflation expectations adaptively using an exponentially 
weighted core inflation rate. Combining trend growth and our inflation 
estimate gives us a strong feel as to what a ‘normal’ 10Y yield should be. At 
the moment, it says that something around 4% is normal. Of course, across 
the economic cycle the yield will sometimes be above and sometimes below 
such estimates.  

Other models we have suggest a current yield level of 3.4% would be normal, 
although if the ISM indicators continue to rise to around 50 then 4% should 
be hit by the end of the year. 

The recovery is likely to be slow, but we believe that this is what is 
discounted by the libor futures. Libors usually rise at a pace of at least 
50bp per quarter in a hiking cycle; the slope of the current libor futures is less 
than half this pace even though the starting point is lower. Because of this 
slow pace of recovery being discounted, we fear that next year the bearish 
market is likely to be increasingly driven by the front end of the curve. 

For 2009 we see a less conventional bear market curve steepening. We 
note that usually the front end of the yield curve is more volatile, ie, in 
economic recovery a curve flattens and vice versa. However, this relationship 
inverts when there is a deflation threat and this is one of the reasons why the 
curve has steepened so much recently. There are enough market 
commentators still talking about deflation to allow a little more curve 
steepening in response to stronger economic data. Additionally, the Fed is 
likely to scale down or even end Treasury purchases, which would expose 
the bond market to the full force of Treasury issuance. 
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German yield curve 
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5Y Sovereign CDS 
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Eurozone bond ‘sweet spot’ at 20Y 
We are not unhappy with current valuations for European bonds 
following the rise in yields since the start of the year. The deflation threat is 
very remote in Europe. In addition, the size of the securities purchases by the 
central bank is on a different scale to the US and UK and so we do not see 
much in the way of risk-free curve distortions once the covered bond 
programme kicks off. 

The growth dynamic for the Eurozone looks similar to that in the US, ie, a 
shocking Q1, a bad Q2 with growth nudging the zero barrier in the second 
half of the year. Thus, it is no surprise that our forecasts entail a grind 
higher in 10Y yields for the remainder of 2009, and continuing in 2010 
as anaemic growth resumes against a backdrop of still-heavy bond 
supply. 

There are not too many points of the curve that we would buy, except 
perhaps the 20-25Y maturity spectrum. Globally speaking, long bond yields 
are at fairly similar levels now as early 2007. The very long end of the curve 
has picked up a considerable term risk premium because of the cash flowing 
into the economy from the expansion of the central bank’s balance sheets. A 
large proportion of the term risk premium is justified because of the additional 
volatility that such large monetary and fiscal injections imply for GDP and 
inflation growth.  

The term risk premium is the price of fear, and we believe that the 
current premium is creating a good level of protection should the inflation 
rate and growth accelerate more rapidly than the really benign consensus. 
We would pick the rather odd maturity of 20-25Y as our favourite because, at 
higher tenors, the extra convexity advantage causes yields to decline quite 
rapidly. 

Austrian and Irish spreads stand out 
Sovereign spreads have also improved quite markedly in the past few 
months, alongside the better liquidity conditions prevalent in the market and 
the decline in risk aversion. There are two sovereigns that stand out as 
cheap when compared with their ratings: Austria and Ireland. The latter 
has been under exceptional duress in cash and CDS markets. Assuming that 
the world moves further away from the abyss that it looked into in Q408, then 
we would expect to see these two debt markets be the best both core and 
high-yielder markets in H209. 

Irish bonds are particularly cheap and clearly incorporate a huge 
premium for the various contingent liabilities to which the government is 
exposed in terms of the banking sector. In the cash bond market the Irish 
10Y trades more akin to a single-A than a double-A. In the sovereign CDS 
market it is a common feature that countries with a stressed banking sector 
are being punished relatively more, and the Irish CDS certainly displays this. 
It trades around 75bp higher than the much lower rated Greece. 

In recommending Irish debt we do not assume that Ireland’s ratings will 
be stable henceforth, only that the market has perhaps been a little too 
scared by Icelandic analogies.  

david.keeble@uk.calyon.com 
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Exchange rates: Losing faith in the dollar 
Currency markets continue to be driven by risk aversion, which will play more negatively for the USD as risk 
appetite improves. Nonetheless, we look for a slower pace of USD weakness in the months ahead. The EUR will 
struggle to take too much advantage of USD weakness due to bank worries and expectations of slower recovery.  
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Diversification away from USD 
is ongoing but not rapid 
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Currency markets have remained highly correlated with equity market 
performance, and in turn risk aversion, and there is little sign of this 
relationship breaking down. The USD effectively lost ground over most of the 
last quarter as a host of factors weighed on the currency. The USD had been 
a key beneficiary of rising risk aversion due to US investor repatriation and 
strong safe-haven demand for US Treasuries, but as risk appetite has 
improved the USD has borne the brunt of pressure. We expect the USD 
to continue to weaken over the coming months but believe that the pace of 
weakness will slow as the currency looks increasingly oversold at present. In 
the near term we expect the USD to consolidate against most currencies. 
Our FX forecasts are mainly predicated on a continued improvement in 
risk appetite through the remainder of 2009 and into 2010, which will 
imply further downside for the USD and further upside for risk currencies.  

It is not only improved risk appetite that has weighed on the USD. Many 
official investors and sovereign names have been reported to be 
growing increasingly nervous about holding US debt against the 
background of massive bond supply to fund the burgeoning US fiscal deficit, 
potential inflationary impact of US quantitative easing and fears over a 
downgrade to US credit ratings. The danger to US markets if foreign 
investors shift rapidly away from US assets is significant. Foreign investors 
hold around 51% of the USD6.36trn in marketable US government debt 
outstanding. In 2008 foreign purchases of US Treasuries amounted to 77% of 
total buying of US securities. A drop in inflows to the US could lead to an 
acceleration in the pace of the decline in the USD.  

A shift away from the USD as a reserve currency is undoubtedly taking place 
but it will be gradual and an ongoing process. It would be self-defeating for 
foreign official investors to move quickly out of USD assets. Therefore, 
investors should not be in a rush to sell USD on the basis of fears about 
diversification alone, given that such fears are overdone. Comments from 
large reserve holders reflect these issues and, even though these same 
countries are actively looking to reduce their reliance on the USD, they will 
not risk anything that will result in a rapid depreciation in the USD. The USD 
will continue to weaken as risk appetite improves further over coming 
months. Further out, the prospects of the USD will depend on the ability of 
both the Fed and the US administration to remove quantitative easing in a 
timely manner and reduce the fiscal deficit to a more manageable level. 
There is no guarantee of either occurring, but for now foreign central banks 
will have to take the gamble and not rush for the exit.  

The EUR has managed to capitalise on general USD weakness but is 
likely to be restrained due to concerns about the pace of economic 
recovery and the banking sector. While the US economy is set to see 
positive growth next year, albeit below trend, the Eurozone economy could 
see another year of decline in 2010. Moreover, the drop in growth in the 
Eurozone in 2009 is likely to be far steeper than in the US. The EUR has 
perversely benefited from relative inaction from the ECB as policy has been 
far more aggressive in the US in terms of quantitative easing, but the flipside 
of this is that Eurozone economic recovery will be far slower than in the US, 
which in turn will limit the potential for further EUR appreciation to around 
1.42 by year-end. The JPY has been more resilient and has surprisingly not 
weakened despite the improvement in risk appetite. We do not expect this to 
continue and look for the JPY to weaken to 105 by year-end.  
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Energy: Recent price rally appears overdone 
Oil prices remain close to USD70/bl, consolidating gains versus April/May levels. Looking at fundamentals, 
however, the recent rebound in prices appears overdone and we expect prices to return to USD60/bl in Q3 before 
increasing to USD68/bl in Q409, as balances tighten.  
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Current fundamentals appear very weak, with high stocks, very weak 
demand and refiners under pressure. In addition, one of the factors 
supporting physical crude demand has disappeared: China announced on 3 
June that it has stopped buying crude for its SPR (Strategic Petroleum 
Reserve). 

After months of secrecy China started to communicate regarding its Strategic 
Petroleum Reserve. Under the SPR programme China bought 100Mbl of 
crude, mainly sour/heavy grades, at USD58/bl on average. Filling the SPR 
has added 110kbd to Chinese oil demand in the past two and a half years, on 
average. The buying binge for SPR has come to an end as current capacity is 
full and will resume only when capacity of the second phase, construction of 
which has recently started (170Mbl), is completed.  

Strong imbalances are developing on the product side. While gasoline 
remains supported by lower YoY prices and the start of the driving season in 
the US, gasoil demand remains mediocre. Gasoil demand, closely related to 
industrial/trade activity, has suffered considerably from the current recession. 
Gasoil produced in excess goes to stocks, a situation made possible by the 
prevailing contango on the diesel market (while gasoline is in backwardation), 
allowing traders and companies to store excess gasoil in vessels. Refiners, 
having to meet gasoline demand while not increasing diesel supplies too 
much, are put in a very difficult situation and are keeping runs low worldwide. 

 

Metals: Anticipating a demand-led recovery  
Industrial metals have gained around 45% since hitting a tough run in February, in response to the stabilisation of 
the global economy and financial markets, with a demand-led recovery anticipated over the coming months. A 
weakening USD and rising inflation expectations continue to underpin both gold and silver, although improving 
risk appetite is likely to cap rallies in the short term. 
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The current strength in copper prices is due more to positive market 
sentiment rather than any discernible improvement in the fundamental 
picture. Chinese stock-building and a shortfall in scrap are important factors 
accounting for a drawdown in refined copper inventories.  

Prices recently peaked at just over USD5,300/t (240c/lb), an increase of 70% 
since the beginning of the year, as stabilisation of the global economy and 
financial markets (ie, not getting any worse) prompted waves of short-
covering and fresh buying. A pullback to USD4,000/t (181c/lb) is likely over 
the coming months as there is scope for disappointing macroeconomic 
data to emerge and demand will slow over the summer period resulting 
in a rise in inventories. 

A rally towards USD6,000/t (272c/lb) by year-end is indicated, provided 
we have clear evidence of a sustainable recovery in global economic 
growth and demand. This would be consistent with copper’s role as a 
barometer of economic strength and a developing world infrastructure metal. 
Global inventories are likely to peak below the levels seen in previous 
recessions.  

Investors buy copper as a hedge against a falling USD and rising inflation 
expectations, as well as to gain exposure to strengthening global growth. 
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US: Weak recovery with low inflation 
The worst is likely behind us as the US economy begins to stabilise in the second half of 2009. However, 
stabilisation does not mean strong growth. Households need to save more and the impact of deleveraging will 
dampen the cyclical rebound. The large output gap suggests decelerating core inflation over the next year or so. 
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The US economy is beginning to stabilise. Initial claims for unemployment 
insurance have likely peaked and monthly payroll employment losses are 
expected to diminish in the months ahead, even though the unemployment 
rate (a lagging indicator) is expected to climb to about 10% this year.  

Consumer spending remains soft as households cut back on spending 
to increase savings. The higher savings rate is a response to the almost 
USD14trn decline in household net worth between Q207 and Q109 and to 
the increased risk of a period of unemployment. Retail sales have been 
running about 10% below prior-year levels, and automotive vehicle sales 
have been quite depressed and remain well below the level of replacement 
demand. Some of the weakness in automotive sales may reflect tighter credit 
conditions. It is hoped that the Fed’s term asset-backed loan facility (TALF) 
will increase liquidity in the market for securitised auto loans, increasing loan 
availability. Increased savings will eventually restore consumers’ willingness 
to spend, and pent-up demand will result in a boost to consumer spending.  

Another sign of stabilisation is evident in the housing sector. Much of the 
inventory overhang has been whittled away. Home price declines in many 
markets have increased demand from first-time homebuyers as well as 
investors who seek rental income. Single-family housing starts appear to 
have turned and overall residential investment spending is expected to be 
positive by Q4 despite a decline of over 20% for the year as a whole. Home 
prices will likely decline further this year as foreclosures increase; however, 
the rate of decline is expected to slow, helped by foreclosure prevention 
programmes implemented by Washington; by the second half of 2010 we 
look for home price declines of 2-5% versus 18% in mid-2009. In non-
residential sectors, such as shopping centres, vacancy rates continue to 
climb and many smaller regional lenders have significant exposure to the 
sector, which may see credit availability constrained. 

Business investment spending has been weak as firms faced with 
uncertain demand have tried to reduce costs by cutting or postponing 
capital spending plans. Given record-low rates of capacity utilisation, we do 
not anticipate a genuine pick-up in investment spending until the second half 
of next year. The lack of investment does have the pernicious effect of 
lowering the economy’s potential long-term growth rate, as the newest 
productivity-enhancing technologies are not being incorporated into the 
capital stock. 

Firms have drawn down inventories significantly and further reductions are 
expected for Q2. However, the decline in business inventories is slowing (a 
positive for GDP growth) and eventually some restocking will be needed as 
growth revives. This will lead to a pick-up in orders and shipments, providing 
a temporary lift to output. This will be evident in a rising ISM purchasing 
managers’ index. 

The recovery that we project in 2010 (+1.5%) is well below what one 
might expect given the historical pattern that severe recessions are 
generally followed by strong recoveries. We see the business cycle 
recovery weighed down by the impact of deleveraging. The 
accompanying chart illustrates that the debt to GDP ratio moved significantly 
above its long-term trend and will likely take several years to revert.  
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The challenge of deleveraging 
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The policy response to the worst downturn since the Great Depression 
has been quite significant. The fiscal stimulus package passed by 
Congress is expected to result in a budget deficit of almost USD1.8trn or 
about 13% of GDP. That could add around 1.4 percentage points to growth 
this year and another point in 2010. The effectiveness of the spending impact 
may be somewhat reduced by higher interest rates due to government debt 
issuance to finance the burgeoning deficit. Financial market participants 
remain concerned over the longer-term debt to GDP ratio, which is projected 
to rise from around 41% in 2008 to over 82% in 2019 under current policies.  

The Fed’s response has also been very assertive. The chart below left 
indicates that if one were to use the FOMC’s assumptions on inflation, growth 
and the unemployment rate and incorporate them into a prescriptive Taylor 
Rule, the fed funds rate should be set at -5.0%, indicating that monetary 
policy should be extremely accommodating. This is why the fed funds rate is 
currently set at the lower bound of 0.00-0.25%. The credit-easing policies 
followed by the Fed have targeted liquidity to important markets, such as the 
commercial paper and asset-backed securities markets. In addition, the 
expansion of the Fed’s balance sheet includes the purchases of USD1.25trn 
in MBS and USD300bn of longer-dated Treasury securities in an attempt to 
keep long-term interest rates low.  

The expansion of the Fed’s balance sheet from around USD900bn to 
over USD2trn has raised concerns that the increased reserves in the 
banking system will eventually lead to higher inflation. We do not share 
these concerns. As indicated in the accompanying graph, the velocity of 
money has decelerated sharply and the rise in excess reserves suggests that 
they are not flowing into productive investment in the economy. Therefore, 
the risk of near-term inflation appears very low. Over the longer term, 
however, the Fed is committed to removing the exceptional accommodation 
that it has put in place. A good portion of the increase in the balance sheet is 
composed of relatively short-term paper that can roll off the books quite 
quickly, but the increase in longer-dated paper (MBS, Treasuries) will be 
more difficult; however, the Fed believes that it has the tools necessary to 
meet its goals. 

We believe that the large output gap, as indicated in the accompanying chart, 
will take a long time to reduce given the sub-par recovery that we forecast for 
2010. The large amount of slack in labour and product markets will lead 
to a deceleration in the rate of growth of core inflation in our view, and 
we see the core CPI slowing to under 0.5% in H210. If our inflation 
expectations are correct, then the Fed may not have to alter the target fed 
funds rate for an extended period. While we see some steepening of the 
curve as the recovery reduces the risk reversion that has benefited 
Treasuries, our inflation forecast suggests that there is a limit to the upside 
movement in long rates as a sharp rise in real rates could put the recovery at 
risk of a relapse in 2011.  

  

michael.carey@us.calyon.com  
+1 212 261 7134 



29 June 2009  Macro Insight 
 

Hélène Baudchon 11  

US Focus: Recovery in sight, but no done deal 
If we are to believe a number of leading indicators in both the financial and real economy sectors, the business 
cycle could be close to bottoming. However, the exact timing and strength of the recovery remain shrouded in 
uncertainty. 
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The bottom of the cycle officially marks the end of the recession and the 
beginning of the recovery. The trough corresponds to the low point in 
economic activity, with the National Bureau of Economic Research making 
the determination of business cycle peaks and troughs on the basis of four 
monthly coincident indicators (jobs, income, retail sales and industrial 
production) and quarterly GDP. The recovery is not yet at hand as activity 
continues to contract, but the rate of decline has slowed significantly, 
and a number of leading indicators in the financial sector and real 
economy alike suggest that the recovery may not be far off.  

In the financial sector, the rebound in the equity market, the easing of risk 
premiums, the steepening of the yield curve and the return to ‘business as 
usual’ on the interbank market are all signs of reduced risk aversion. This 
makes for a better transmission of monetary policy to economic activity, 
facilitating a virtuous circle. The new-found calm on the financial markets 
mechanically adds value to assets, with attendant beneficial effects on 
balance sheets, lending and wealth and hence on economic growth. Thus, 
disruptive risk aversion is followed by constructive confidence.  

The signs of a recovery are there, but they need to prevail. However, 
stock markets could relapse as they need continued upside surprises to fuel 
the rally. Their hopes of a rapid, strong recovery may be overly optimistic. 
This is why the recovery is not yet a done deal. Nonetheless, the 
necessary conditions appear to be falling into place.  

The stock market rebound is not the only signal; the steepening yield curve is 
also a leading indicator of economic recovery. If the increase in long-term 
interest rates reflects market concerns over ballooning public debt levels and 
the threat of inflation embedded in the Fed’s balance sheet expansion, rather 
than the normalisation of economic activity and dissipation of risk aversion, 
then the signal would be attenuated. However, in our view, the signal is valid 
insofar as: (1) monetary policy is ultra-accommodative and its effects have 
yet to be felt (in addition to those of the fiscal stimulus); (2) confidence is 
returning; (3) the credit crunch is becoming less tough; and (4) monetary and 
financial conditions are less unfavourable. 

On the real economy front, the strongest signal is the uptick in confidence. 
This is a decisive factor in cyclical upswings. Higher confidence levels 
are favourable to more active spending behaviour. However, it should be 
noted that surveys are still at depressed levels. The ISM survey of business 
sentiment in the manufacturing sector, in particular, is still a long way from 
the critical 50-point threshold, above which activity in this sector is expanding. 
The surveys show that the easiest leg of the journey has been travelled, 
namely to correct the excesses of the post-Lehman sell-off.  

But will the upturn in confidence be self-sustaining? The answer is yes, 
provided expectations materialise. Yet to our mind this is not guaranteed. The 
road to recovery is not all mapped out and looks set to be long and 
convoluted, as there are many brakes on recovery, including higher 
unemployment, limited access to credit, negative wealth effects and over-
capacity.  

The fall in the number of people filing for unemployment insurance benefits, 
the stabilisation in building permit numbers and the rebound in delivery times 
should all be added to the list of encouraging, but still timid, changes. We 
should remember that the level of 500,000 weekly filings for initial 
unemployment insurance benefits is seen as a critical threshold below which 
the signal of the end to recession is unmistakable. One must guard against 
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relying on a single indicator but it could be a worthwhile indicator to follow. A 
few signals are still missing, such as an upside trend in weekly working hours 
in manufacturing, and new orders. 

We will be certain that recovery is underway when we see corroborating 
signals that activity is picking up and that growth is looking healthier, 
ie, when we have evidence testifying on the one hand that agents have a 
new-found ability and desire to spend, and on the other that they intend to 
spend more actively or are effectively committed to doing so. In the first 
instance, the lagged indicators come into play, and in the second, the leading 
indicators.  

For the time being, all we are seeing is a slowdown in the rate at which 
activity is shrinking and not a genuine upturn; nor is stability synonymous with 
recovery either. But we will probably pick up the signal of recovery before the 
signal of restructuring. Judging by debt ratios and inventory-to-sales ratios in 
the trade, manufacturing and real estate sectors, there are still large-scale 
imbalances to correct. The process of purging these has, nevertheless, 
begun: the lagging economic index has been falling for some months and at 
a faster rate than the coincident composite indicator.  

Ultimately, predicting a precise date for the trough is still very risky. The 
outlook for recovery over the coming months in the four coincident indicators 
is anything but similar, and they are unlikely to materialise simultaneously. 
We will also probably have to cope with an additional difficultly, namely that 
of a (third) jobless recovery. At present, we believe the cyclical trough will 
come between late 2009 and early 2010. It is impossible to be more 
definite. 
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Japan: Stops contracting at last… 
After losing 8.4% of value-added in the space of four quarters, the quarterly growth rate is finally expected to turn 
positive in Q309 albeit with zero growth expected for Q2. On the fiscal front, we do not share the concern that 
Japan will suffer from the ‘twin deficits’ of budget and current account. 
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After real GDP posted a record contraction in Q408 of -3.6% QoQ 
(annualised -13.5%), this record was then pushed into second place by a loss 
in value-added in the following quarter with Q109 real GDP of -3.8% QoQ 
(annualised -14.2%). With the quarterly growth rate remaining negative for 
four consecutive quarters, the Japanese economy has shrunk by as much as 
8.4% compared with the peak in Q108. 

The breakdown of the loss in real GDP shows the clear impact of the 
global economic recession. Since the previous expansionary period started 
with January 2002 as a trough, the Japanese economic structure has been 
that much of economic growth is driven by exports, which is also supported 
by China’s participation in the World Trade Organization in December 2001 
and accompanying steady demand for capex to support export-driven 
production. This is well evidenced by looking at the percentage share of 
capex and exports, with the former growing steadily to make up 16.1% of real 
GDP as of Q108 compared with 13.8% in Q102, and the latter increasing its 
presence to 16.4% compared with just 10.4%. With this economic structure 
and given the collapse in global demand, capex has contracted by 20.1% and 
exports by 36.8% compared with Q108, thus explaining much of the overall 
real GDP contraction during this crisis period. 

Looking ahead, we expect that quarterly real GDP growth will finally 
stop contracting in Q209 with zero growth, with the rebound in 
household consumption and exports offset by the continuing 
contraction in capex and residential investment. While exports are 
showing signs of recovery, imports are also picking up, and as a result the 
contribution of net exports will not improve much. While our forecast stands 
that the quarterly real GDP growth rate will then turn positive in Q309 
assuming a continued recovery in exports, with economic activities expected 
to stay well below trend or at least take some time to recover to pre-crisis 
levels, labour market conditions will be severely hit by the process as the 
recovery in the labour market tends to lag the pick-up in production, and the 
unemployment rate will rise to close to 6% towards the end of 2009. 

On the market front, there appears a rising concern, given the significant 
impact of global economic recession on Japanese trade and thus 
current account surplus, that Japan might suffer from the ‘twin deficits’ 
of budget and current account, with the large stimulus package expected to 
weigh on the government’s already weak fiscal position. We do not share 
this concern and expect the government to have no major problem 
financing its deficit. While the current account surplus might become 
narrower in periods ahead due to a smaller trade surplus and less interest 
income on foreign bond holdings due to JPY appreciation and 
accommodative monetary policies globally, remember Japan still has a huge 
accumulation of external assets and thus is a ‘mature creditor nation’, with a 
positive net asset position that should create a steady flow of income.  

In addition, despite the Japanese debt-GDP ratio being above 170%, given 
increasing government bond issuance in other major economies and higher 
volatility in currency markets, will Japanese investors, famously known as 
excessive savers, stop buying JGB on concerns that the government might 
stop paying interest and redemptions? After all, more than 90% of JGB are 
held by domestic investors and they now have even fewer choices. 
Ultimately, while the government sector’s deficit is likely to be wider, it should 
have no problem financing its borrowing. 
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Eurozone: No genuine recovery before 2010 
The recession worsened in the Eurozone in Q109, with GDP shrinking 2.5% QoQ. External support factors and 
fiscal and monetary stimuli raise hopes that activity will stabilise in the second half of the year, with a gradual 
recovery in 2010. 
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The worsening of the recession in Q1, when GDP shrank 2.5% QoQ 
compared with 1.8% QoQ in the previous quarter, can be put down to the 
collapse in both domestic demand and exports. Inventory downsizing also 
adversely impacted the quarterly growth figure (-0.9 percentage point). The 
fall-off in activity is affecting all the Eurozone countries, but it has been 
particularly severe in Germany, at 3.8% QoQ.  

We are forecasting a less marked fall in GDP in Q2, of 0.8% QoQ, and 
we expect to see it stabilise by year-end 2009. The improvement noted in 
most surveys since April suggests that the business climate is on the mend, 
although the present level of these indicators actually suggests that activity is 
still shrinking. By year-end, growth should become slightly positive on the 
strength of a less negative global environment and fiscal and monetary 
support measures. In the meantime, cyclical effects could come into play via 
the rebuilding of inventories and industrial capacities, thereby introducing 
volatility into the national accounts data. All in all, GDP is forecast to fall by 
4.5% over 2009 as a whole. 

No significant pick-up in activity seems likely this year, insofar as uncertainty 
remains high and domestic risk factors have stacked up. The bleak outlook 
for demand, the low levels of confidence and industrial capacity utilisation 
suggest that business investment will continue to trend down until year-end. 
Household consumption has every chance of remaining weak as the situation 
on the labour market is adversely affecting income. The unemployment rate 
is forecast to stand at 9.8% by end-2009. 

The positive effects of support factors should be felt more some time 
around mid-2010. Exports will benefit from the upturn in global trade, 
especially in the most open economies. Overall, growth should come in at 
only a scant annual 0.2% in 2010 given unfavourable base effects. 

Despite the severity of the recession, the ECB has consistently rejected 
calls for a zero interest rate policy and quantitative easing measures 
along the lines of those applied by the Fed and the Bank of England. It 
justifies its overall approach, qualified as “indirect or endogenous credit 
easing”1, by the preponderant role of banks in financing a European economy 
that is still largely intermediated. The ECB cut its main refinancing rate from 
1.5% to 1.0% in Q2, and it is highly likely that it will hold it at this level, which 
it considers “appropriate”, for several quarters. At the same time, it has again 
extended its measures to enhance interbank liquidity by offering 12M loans to 
banks at full allotment. The fall in money market rates has gathered pace 
and, at the end of the chain, the interest rates applied by commercial banks 
to new loans to the private sector have also significantly decreased.  

The ECB also took the markets by surprise by announcing a 
programme to purchase EUR60bn-worth of covered bonds, albeit placing 
large-scale restrictions on eligible assets. Its aim is to ease banks’ medium-
term financing constraints and encourage the distribution of credit. Just how 
effective such measures are, though, is debatable, as is the related exit 
strategy. 

                                                      
1 Lorenzo Bini Smaghi, Conventional and unconventional monetary policy, 28 April 2009. 
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Eurozone Focus: Is core inflation under threat? 
The slump in inflation has revived deflation worries in the Eurozone, but the probable fall in the level of potential 
growth suggests less downward pressure on prices. We are forecasting that core inflation will remain moderate 
until end-2010. 
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The Eurozone’s harmonised index of consumer prices (HICP) reached 
the psychological threshold of 0% YoY in May, versus 0.6% in April. This 
disinflation trend can mainly be explained by the powerful base effect brought 
about by the collapse in oil prices since last summer (-11.6% YoY). Although 
the May figure revived fears of deflation, what we are currently seeing is less 
an across-the-board fall in prices than a deformation of relative prices, which 
could be short-lived. Energy prices could again contribute to inflation from 
year-end, and base effects could become unfavourable for food prices. In 
view of this, it seems more to the point to consider the trends in core inflation. 

To date, core inflation as measured by the HICP excluding energy, 
tobacco products and non-processed foods stands at around 1.5%, 
slightly lower than the levels recorded late last year. In particular, the rate 
of increase in prices for services (up 2.1% YoY) and non-energy 
manufactured products (up 0.8% YoY) has been slowing gradually since the 
start of this year, but these essential inflation components, which account for 
41% and 30% of the HICP, respectively, show no clear sign of stalling at 
present. Furthermore, deflationary fears have not materialised in economic 
agent expectations. While it is true that businesses, households, forecasters 
and investors are all expecting to see a marked slowdown in the rate of 
inflation over the next two years, there is no way that inflation rates will 
remain negative for any extended period of time. 

The concerns are no less real for all that, as the fall-off in activity entails a 
considerable downside threat to core inflation. The overcapacity inherited 
from the crisis, together with higher unemployment and an extremely 
negative output gap, normally drives downward pressures on all prices. The 
question is, how far?  

Over the longer term, one can see a strong correlation between changes in 
the output gap and changes in core inflation over one year. A negative output 
gap goes hand in hand with a slowdown in core inflation as seen in 1996-98 
and 2003-06, with a time lag of about four quarters (see chart). But these 
changes in the output gap are based, as so often, on the assumption that 
potential GDP growth is stable at around 2% over the period. Yet the scale 
of the shock to European economies has probably triggered a reduction 
in potential GDP via the collapse in investment, shrinking capital stock 
and falling productivity. Most international institutions are effectively 
forecasting a net fall in potential GDP in 2009-10 whatever the methods used 
for the estimates (production function or statistical method such as the HP 
filter). According to the European Commission, France and Germany may 
shed around 0.4 of a point and Spain 1.4 points. Yet the scale of deflationary 
pressures applied by the output gap, which in a sense measures the tensions 
in the productive sphere, will depend on fragile assumptions concerning the 
level of potential GDP. We can, however, argue that the probable fall in long-
term growth will limit downward pressures on core inflation.  

The current period is characterised by considerable volatility in headline 
inflation as well as core inflation, but on the basis of our forecasts the latter 
should gradually moderate, falling to 1% by end-2009. The transmission of 
lower energy prices to some sectors is not yet complete, notably as regards 
the reduction in the cost of intermediate consumption. The slowdown in 
activity will also lead to a moderation in price increases, notably in services. 
Finally, the rate of increase in nominal salaries is also likely to slow rapidly 
this year. All in all, the presence of non-negligible nominal rigidities in 
Europe combined with a likely drop in potential GDP means that we are 
unlikely to see a deflation scenario materialise in the medium term. 

olivier.bizimana@credit-agricole-sa.fr / frederik.ducrozet@credit-agricole-sa.fr  
+33 1 43 23 67 55 / + 33 1 43 23 18 89 
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France: Fragile stabilisation in sight 
French growth fell sharply in Q109 (-1.2% QoQ). We are forecasting a more modest fall-off in activity in Q2 and a 
stabilisation in H209. Over the full year, GDP is forecast to shrink by 3%. 
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Economic activity again contracted sharply in Q109, by 1.2% QoQ. 
Domestic demand fell due to further drops in investment spending by 
business and households. Private consumption continued to grow. Foreign 
trade made no contribution to growth, while changes in inventory levels 
continued to affect growth adversely. 

In the short term, the available data suggests that activity bottomed out 
in Q109. That said, caution is in order, as the economic situation is still 
extremely fragile. Confidence surveys point to a further deterioration in 
activity in Q2, but at a slower pace than in the two previous quarters. For our 
central projection, we are forecasting that GDP will shrink by around 0.7% 
QoQ in Q209. 

Beyond this, emerging from recession is likely to be a delicate process. 
By year-end, we expect confidence to improve gradually and the economic 
deterioration to peter out. A marked rebound in activity levels seems unlikely 
as the positive effects of the government’s support measures are more than 
offset by a range of negative factors such as weak global demand, sharply 
rising unemployment and general uncertainty. Accordingly, we should be 
looking at a very sluggish, U-shaped recovery, with virtually no growth at all 
in H2. Over 2009 as a whole, French GDP should shrink by 3% on average. 

The rate of growth in household consumption is set to slow sharply, but 
should remain at a positive 0.6% in 2009. For one thing, in the short term 
household purchasing power will benefit from disinflation (0.1% in 2009), 
from increased benefit payments and the raft of measures enshrined in the 
recovery plans, such as the vehicle-scrapping scheme, or tax cuts for low-
income families. For another, the rate of increase in gross disposable income 
should slow sharply, since lower job creation and rising unemployment are 
likely to adversely impact income from activity. As a result, households will, in 
all likelihood, step up their precautionary savings, taking the personal savings 
ratio in 2009 to an average 15.7%, compared with 15.3% in 2008. 

Firms’ investment spending is set to fall sharply in 2009, by a forecast 
7.7%. Industrial capacity utilisation rates have hit record lows and are still 
falling, and the outlook for demand is unpromising. Corporate profitability has 
also deteriorated markedly and lending conditions remain difficult. A slight 
pick-up in capital investment is expected in 2010, once activity has stabilised. 

Residential investment should also continue to fall, by 6.5% in 2009. 
The housing market as a whole continues to shrink due to ‘wait-and-see’ 
buyers, general uncertainty and high prices. Even so, in the short term, the 
new housing market is showing signs of recovery as inventories fall and sales 
start to pick up on the strength of attractive offers from promoters and the 
fiscally attractive Scellier scheme. 

Foreign trade should have a further severely adverse impact on growth 
in 2009, and a little less in 2010, at -0.8 and -0.4 percentage points, 
respectively. We are expecting a marked drop in exports, especially in 2009 
(-10.6%). Imports are unlikely to fall as much (-7.3%), because private and 
pubic sector consumption spending continues to grow, albeit slowly.  

The scale of the deterioration in the labour market is the main risk to 
our medium-term central projection. We saw a sharp drop in employment 
in early 2009, with a fall of 192,000 jobs in Q1, mainly in the traded sector. 
Given that employment generally adjusts to changes in activity levels with a 
time-lag, there is the threat of a further deterioration over coming quarters. 
This would further impact domestic demand and could compromise the timid 
uptick in the French economic cycle forecast for 2010 (+0.5% on average). 

olivier.bizimana@credit-agricole-sa.fr 
+33 1 43 23 67 55 
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Germany: Unprecedented shock and residual risks 
Activity is forecast to stabilise after GDP slumped in the first quarter (-3.8% QoQ), but uncertainty remains high. 
Rising unemployment, the restructuring of the banking sector, and slippage in the public finances could all 
adversely affect Germany’s medium-term growth prospects. 
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Germany: public finances 
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1 Estimate based on European Commission 
fiscal multipliers (Economic Forecasts – 
Spring 2009, box 1.6.1). 

Germany has suffered the biggest shock in the Eurozone. The record 
3.8% QoQ contraction in activity in Q1 (15.2% annualised) has resulted in a 
7% cumulated fall in real GDP since early 2008. By way of comparison, 
activity has shrunk by ‘only’ 3% in France and 4% in the UK. 

The collapse of GDP at the start of the year can mostly be explained by 
falling exports (down 9.7% QoQ) and investment (down 7.9% QoQ). External 
demand made a negative contribution to growth for the third quarter running, 
at 2.3 percentage points. The shock is especially brutal for a country like 
Germany, where the share of exports in GDP, especially to Eastern Europe 
and Asia, has been growing steadily since the late 1990s. 

The slump in addressed demand and profits (down 15% QoQ in Q1) led 
to massive corporate disinvestment. Investment spending on capital 
goods, at nearly 45% of the total, is in free-fall, down 16.2% QoQ in Q1. The 
rate of capacity utilisation in the industry has continued to fall in 2009, to a 
record low of 71.5%. In view of this, it seems unlikely that we will see any 
lasting recovery in investment in the short term, a surmise borne out by 
business leader investment intention surveys. In the short term, the drop in 
industrial production, low investment spending and firms’ continued 
inventory cuts could lead to further GDP shrinkage in Q2. The inventory 
component of PMI and EC surveys effectively suggests that downsizing still 
has some way to run; however, the rate of GDP contraction is set to be more 
modest than in Q1 in view of the likely stabilisation of net exports.  

The main unknown quantity is the household spending profile. Private 
consumption rebounded by 0.5% QoQ in Q1, sustained by one-off incentives 
like the vehicle-scrapping scheme, but the ongoing deterioration in the labour 
market poses a medium-term threat to household confidence and spending. 
The economic recovery plan, the full effects of which should be felt in H209 
as a result of tax cuts and lower social security contributions, should stave off 
a collapse in consumption.  

Overall, the fiscal stimulus represents around 1.5% of GDP in 2009 and 1.0% 
in 2010, for an estimated total impact on growth of +1.75%1. However, the 
combination of these discretionary measures and the rise in the cyclical 
component of the deficit driven by the automatic stabilisers threatens 
to send public spending soaring. The Finance Ministry is currently 
forecasting a public deficit of 4.4% of GDP in 2009, compared with a deficit of 
0.1% in 2008. Not only could this forecast prove over-optimistic, but the 
deficit also threatens to grow still further in 2010 to over 5% of GDP. 
According to the EC, public debt is also likely to increase rapidly, from 65.9% 
of GDP in 2008 to nearly 80% in 2010 as a result of bank recapitalisations 
and public guarantees for new bank debt via the Soffin market stabilisation 
emergency fund. The change in German fundamental law, however, sets 
limits on the public finances by banning regional governments from 
increasing their net debt from 2020, and by requiring stable federal public 
debt levels from 2016, except in exceptional cases.  

Finally, the situation of the banking sector, which is in the middle of a 
restructuring, is another weak point for the economy. Despite recent 
state intervention, German banks could post substantial losses linked to their 
large-scale exposure to the US property market and their operations in 
Eastern Europe. The government’s guarantee plan for toxic assets seeks to 
clean up the sector’s financial situation, but there are grounds for worrying 
that the process could take longer than planned. 

index: 1960=100 

recessions in grey 
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UK: Light at the end of the tunnel? 
Following a record fall in real GDP over the past nine months, the UK economy is starting to show signs of 
improving. In our view, though, we should not expect the economy to recover very rapidly in the months ahead. 
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After shrinking 1.6% QoQ in Q408, UK GDP shrank again by 1.9% QoQ in 
Q109 – its worst performance since 1979. In the space of three quarters, 
GDP has slumped by a total 4.1%, the biggest fall since quarterly growth 
figures were first published in 1955. Domestic demand continued to fall in 
the early part of the year. On the one hand, consumption saw further falls, of 
1.2% QoQ, notably due to negative wealth effects as a result of the continuing 
downtrend in house prices, and to the sharp rise in the unemployment rate (at 
its highest since 1997). On the other hand, capital investment collapsed again, 
shedding 3.8% QoQ, largely due to the credit squeeze. Above all, however, it 
is the phenomenon of massive inventory downsizing that has contributed 
most to the record fall-off in UK GDP, the scale of which (with negative 
contributions to growth of 1.6% in Q408 and 0.6% in Q109) actually suggests 
over-adjustment on the part of firms.  

The question is whether there are grounds for believing in a rapid UK 
recovery. The latest available data does suggest a rapid improvement in the 
British situation. PMI indices, for example, after bottoming in late 2008, have 
rebounded strongly since the start of this year. In the manufacturing sector the 
index regained over 10 points to stand at 45.4 in May, while in services it 
bounced back nearly 12 points, above the 50 point threshold, which equates to 
expansion. The composite index seems to suggest zero or slightly positive 
growth in Q2, while industrial production rebounded in April by 0.3% MoM for 
the first time since February 2008. The housing market was also showing signs 
of stabilising, as reflected in a sharp recovery in the RICS survey, increased 
mortgage lending, and stabilising house prices. However, although the UK 
could emerge rapidly from recession, partly due to inventory volatility and the 
possibility of a ‘technical rebound’, we nevertheless favour a scenario involving 
a modest contraction in GDP over the coming quarters.  

It is true that the effects of the fiscal and monetary stimulus and GBP’s 
sharp depreciation are starting to make themselves felt. In our view, 
though, this is not enough to nurture hopes of a very rapid recovery. The 
UK banking crisis is far from over. Lending restrictions and the sharp rise in the 
unemployment rate, which could go as high as 9% next year, are likely to affect 
consumption adversely and could send the still-fragile housing sector tumbling 
once more. External demand is unlikely to explode despite the competitive 
advantage of weak GBP. Not to mention the fact that a possible tightening of 
fiscal policy next year to mitigate currently burgeoning public spending (public 
debt has already risen from 36% of GDP to over 53% in just two years) could 
prove disastrous for a convalescent economy. We are therefore still forecasting 
a drop of 4% in GDP this year and a modest recovery in 2010 (+0.7%). 

Despite the notable improvements in recent weeks, the BoE seems to be 
cautious in its analysis of the situation, as suggested by the minutes of 
its most recent meetings. Before it even considers increasing its key rate (in 
our view unthinkable before the end of 2010), it will first have to put an end to 
its QE policy. Yet at its May meeting, the MPC members unanimously voted to 
extend the amount allocated to QE from GBP75bn to GBP125bn. The BoE 
could even decide to increase the amount in the months ahead. For the time 
being, the Treasury has authorised it to acquire up to GBP150bn-worth of 
securities, but the MPC members have asked the Governor to write to the 
Chancellor to ask him to set the limit higher to further extend QE should it prove 
necessary. The BoE has already acquired GBP86bn-worth of assets, but if the 
Governor asks for a GBP50bn extension, the BoE could very soon own some 
GBP175bn-worth of gilts – the equivalent of this year’s entire planned UK 
public deficit, ie, 12% of GDP, which could make the exit strategy from QE 
increasingly complicated. 

gregory.claeys@credit-agricole-sa.fr 
+ 33 1 57 72 03 29 
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Australia: Showing resilience 
Australia has undergone a relatively mild economic contraction and growth is expected to turn positive by year-
end. Strong fiscal and monetary policy measures have helped to provide a buffer to the economy, and we do not 
believe the RBA needs to cut interest rates further. The AUD is set to appreciate further over the medium term.  
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Australia’s relative economic resilience has continued over the past few 
months and, although economic conditions have deteriorated, the contraction 
has been relatively mild. Weaker private demand has been the major cause 
of economic weakness but Australia has not faced the financial excesses that 
have proven problematic in other countries. As a result recovery is likely to 
be quicker, and there are signs that confidence is stabilising following 
425bp of monetary easing and significant fiscal stimulus.  

We look for the economy to regain positive traction by year-end but there will 
be no rush to raise interest rates. Although we look for monetary policy to 
remain on hold at 3% through the remainder of this year there remain 
downside risks to interest rates. Inflation pressures are set to continue to 
decline over the coming months, which will keep the door open to further 
easing. Nonetheless, we believe the RBA will allow the massive monetary 
and fiscal stimulus in the pipeline to continue to work its way though the 
economy and will refrain from further easing.  

The AUD has recovered strongly over recent months and we look for some 
consolidation in the weeks ahead as the gains in AUD look overdone relative 
to interest rate differentials and commodity prices. Further out, we look for 
AUD/USD to continue to strengthen and see it reaching 0.83 by end-
2009.  

 

New Zealand: Recovery by year-end 
The economy has suffered relatively more than Australia but is likely to begin growing by year-end. Official policy 
rates are likely to be cut at least once more in the current cycle to 2.25% and will not be raised until well into 
2010. After a period of consolidation we expect the NZD to appreciate further over the coming months.  
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The New Zealand economy has suffered relatively more than Australia but 
even here there are increasing signs of stabilisation. The economy is set to 
grow by year-end but the pace of recovery is likely to be very gradual, 
with the labour market likely to continue to deteriorate well into 2010. Indeed, 
an expected further worsening in labour market conditions will weigh on any 
recovery in consumer spending.  

We believe the central bank, RBNZ, will cut interest rates at least once 
more in the current cycle to help shore up the economy, with interest rates 
likely to bottom at 2.25%. Inflation risks continue to ease, providing ample 
leeway for the RBNZ to ease further. There is some risk to growth, from both 
the rise in long-term bond yields and the appreciation in the NZD, which 
could in turn add to the pressure to cut short-term interest rates. In any event, 
interest rates are unlikely to be raised until later into 2010.  

The NZD has appreciated strongly this year but has lagged behind the even 
stronger appreciation in the AUD. Like the AUD it has been boosted by 
strengthening commodity prices and general USD weakness, and we expect 
these factors to continue to lend support. We look for further appreciation 
over the coming months but at a more gradual pace. In the interim, over the 
coming weeks we expect the NZD to consolidate around current levels. Our 
end-year forecast for NZD/USD is 0.66.  

mitul.kotecha@hk.calyon.com 
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Canada: Waiting for a US recovery 
The Canadian economy continues to suffer from the effects of the severe recession in the US – the destination 
for nearly three-quarters of Canadian exports. However, as the US economy stabilises in the second half of the 
year and growth resumes in 2010, albeit at a sub-par pace, output growth in Canada will follow. 
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Real GDP contracted at an annualised rate of 5.4% in Q109. Declines in 
exports accelerated (-30% annualised) due to weakness in demand for 
machinery and equipment. A pick-up in exports, particularly vehicle exports, 
will have to wait for a recovery in US growth. 

Business investment in Q1 recorded its largest contraction since 1982. The 
investment shortfall has led policymakers to envisage slower productivity 
growth and a slower potential rate of economic growth over the near term.  

Job market conditions continue to deteriorate. Employment fell by 42,000 
in May and since its peak last October has declined by 363,000 (2.1%). The 
May unemployment rate (8.4%) was the highest in 11 years.  

The decline in activity has opened up a growing output gap that implies 
a low profile for core inflation. This has led the Bank of Canada to 
commit to holding its policy rate unchanged at 0.25% until the summer 
of next year, inflation conditions permitting. The Bank continues to expect 
that the global and Canadian recoveries will be more muted than usual given 
the deleveraging process and restructuring in many sectors that had 
experienced significant imbalances.  

The Canadian financial system has weathered the financial crisis better than 
some given lower debt levels of households and businesses and that 
Canadian banks have increased their already strong capital ratios with new 
private funds. 

 

Central Europe: A political argument in favour of 
the euro 
The interesting feature of the transition is the ever-greater decoupling of the economy and financial markets from 
the politico-electoral cycle among the NMS. Eventual Eurozone membership will enhance this process. 
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The economies and financial markets of the new member states (NMS) have 
been more volatile in recent years than those of older EU members. An 
interesting research paper by two ECB economists2 shows that EUR 
adoption by Italy in 1999 appears to have significantly reduced the 
destabilising effects of domestic political events on its financial markets. This 
finding reflects a narrowing of the risk premium required by international 
investors in Italian assets. The authors suggest that a similar approach could 
be extended to other, politically less stable countries, particularly those in 
Eastern Europe, which are contemplating replacing their national currencies 
with the EUR. Most economic assessments of EMU membership by the 
NMSs’ central banks have concluded that benefits would greatly 
outweigh the cost, particularly for small open economies. Adding the 
political economy argument, if corroborated by the empirical research, would 
significantly strengthen the case for carrying the economic integration of the 
NMS with the EU-16 to its logical conclusion, ie, monetary union 
membership. 

                                                      
2 “Does it pay to have the euro? Italy’s politics and financial markets under the lira and the euro” by M. Fratzscher and L. Stracca, ECB Working 
Paper No. 1064, June 2009. 
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Emerging countries: Green shoots lacking fertilizer 
Emerging markets have bottomed out. Beyond a possible rebound in market volatility, capital flows should 
continue to come back into 2010. However, a tepid recovery in the G3 implies a mixed outlook for EM exports 
and GDP growth. EM growth may remain sub-trend in 2010.  
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Green shoots have blossomed in emerging markets over the past few 
months. With a few exceptions, PMIs and confidence indices have improved 
from the dire levels recorded at end-2008/start of 2009. The most obvious 
example is China, where the investment surge should allow the economy to 
reaccelerate later this year despite very weak exports. The factors behind this 
improvement are two-fold. On the one hand, a strong policy reaction has put 
a floor under recession and in some cases even triggered the beginning of an 
economic rebound. The significant decrease in policy interest rates has likely 
helped, although the strong disinflation has actually pushed up real interest 
rates. Large budget stimulus has likely played a stronger role. For instance, 
in the BRICs, stimulus packages have reached as much as 4.4% of GDP 
in 2009 (weighted average). On the other hand, the moderation of systemic 
fears, and the gradual normalisation on global financial markets (also thanks 
to plans to allocate more resources to the IMF), have allowed liquidity 
constraints to be lifted. As a result, EM bond and CDS spreads have 
narrowed significantly in Q2, corporate debt issuance seems to have 
restarted since April 2009, and portfolio flows have come back rather strongly 
to EM equity markets since mid-March.  

What next for capital flows? During the past two crises that hit the EM 
universe (Asian/Russian crisis and the bursting of the IT bubble), the money 
leak from EMs lasted about two years (1997-98 and 2001-02). The same kind 
of time-span could apply on this occasion. Beyond a possible correction in 
Q3, as the market may need some time to digest the strong rally seen in Q2, 
inflows should continue in Q409 and into 2010. Firstly, the crisis has raised 
doubts about the US and European financial systems, and may at the 
end of the day accelerate the rise of emerging markets versus 
developed, triggering some flows to those regions, which are likely to play an 
increasing role in global growth in years to come. Secondly, the banking 
sector’s appetite will likely come back gradually, following the improvement in 
banks’ results already seen this year. Anecdotal evidence suggests that 
the competition for market share is already gaining momentum in some 
EM regions, like Asia, where the competition between ‘Western’ banks and 
regional banks (including Chinese) is intensifying, fuelled by future growth 
prospects. In its last analysis on Capital Flows to Emerging Market 
Economies, the IIF suggested that private flows to EMs could rebound from 
USD140bn in 2009 to USD373bn in 2010 (bank flows: from -USD92bn to 
USD58bn). In our view, such a projection looks realistic. 

However, improved access to financing may not be enough to return growth 
to a strong level. At some point green shoots may lack fertilizer. As a 
matter of fact, our G3 scenario stands below consensus. In the US, in 
particular, we expect GDP growth at only 1.5% in 2010 vs 2.0% for the 
consensus. The tepid recovery we expect in G3 economies will translate 
into weak exports, depriving EMs of what was a major source of growth 
for many of them before the crisis. This is actually the main reason why 
our 2010 EM growth forecasts stand significantly below trend growth for most 
of the emerging markets. True, for emerging markets as a whole, we expect 
economic growth to recover from 1.8% in 2009 to 4.8% in 2010. This looks 
like a decent rate of growth. However, it is way below the average for 2003-
07 (7.6%). In addition, this decent re-acceleration owes a lot to China and 
India, which should continue to benefit from rather vigorous domestic 
demand. Excluding China and India, EM economic growth may rebound from 
-2.3% in 2009 to only 2.5% in 2010. 

sebastien.barbe@hk.calyon.com 
+852 28 48 98 02 
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Russia: the end of winter? 
The Russian economy is stabilising and may start to pick up slightly by the end of the year. With RUB on a firmer 
footing and lower inflation, the central bank has started an easing cycle which will last until 2010. However, the 
environment is still risky and the recovery will not be a smooth process. 
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The worst seems to be over. The stimulus package, firmer oil prices and the 
crackdown on RUB speculation are bearing fruit. The latest PMIs show some 
improvement on the supply side, suggesting that the economic recession is 
losing some pace. However, with an awful first quarter the Russian 
economic landing will be hard with a 6.5% YoY contraction in 2009. 

Thanks to a firmer RUB and some signs of inflation easing, the central bank 
(CBR) will continue its new easing cycle, which is likely to bring rates to 
9.5% by the end of the year. The economic position is not yet rosy and it 
would be premature to expect a rapid and firm recovery. Indeed, domestic 
demand has not yet shown signs of improvement and achieving a rise in the 
unemployment rate will be a long process.  

Nevertheless, the CBR clearly has to remain cautious as inflation is not 
yet completely under control. Despite its strengthening the RUB remains 
fragile as well, which may floor the rate-easing cycle. Firstly, the CBR has to 
deal with non-performing loans, which are rising fast and may reach 20% by 
the end of the year. This may trigger a new bout of risk-aversion and weigh 
on the RUB. Secondly, the recent RUB strengthening is partly oil-related, and 
short-term weakness led by crude prices is likely this summer when China 
stops building up inventories. We would therefore expect a short RUB 
retracement this summer and a firmer outlook from Q3 onwards. 

 

Turkey: Tempered optimism 
The Turkish economy is doing better, although it remains in fragile health. A relapse is not improbable, especially 
if the government decides to pursue its fairly expansionary fiscal policy at the expense of an agreement with the 
IMF and its market credibility. 
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Signs of stabilisation and even an improvement in the Turkish economy 
are multiplying. The markets have been perking up for three or four months 
now. The rate of fall in industrial output is slowing. This began in March and 
continued in April. The industrial capacity utilisation rate has been rising 
steadily and rapidly since February. Finally, confidence levels among 
households and (manufacturing) businesses are at a 9- to 12-month high. 

There is a need for cautious confidence, however. The market rebound 
has been very rapid, given the outlook for growth, and is running ahead of the 
still-uncertain signing of an agreement with the IMF. The situation still looks 
fragile, therefore. The improvement on the economic activity front can be 
partly attributed to the rebuilding of inventories and temporary, targeted fiscal 
measures. Because it is not entirely autonomous, growth therefore still looks 
shaky. The need for external financing also remains considerable in the short 
term, leaving the Turkish economy vulnerable to any event that might alter 
market sentiment. 

However, it is the government’s fiscal policy that is undermining the 
outlook for recovery in the short term. Its policy, which is expansionary 
and not ringed about by reforms designed to ensure the sustainability of the 
public finances in the medium to long term, is complicating negotiations with 
the IMF and could, at the end of the day, generate macroeconomic and 
financial instability. 
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India: Post-election optimism 
The strong mandate of the new government will give a boost to ongoing reforms and capital flows. We have thus 
revised our growth projection upwards in FY10 and FY11. Public finances will still remain the weak point and are 
expected to worsen slightly this year. 
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The overwhelming victory of the Congress-led coalition party for a second 
consecutive mandate has injected optimism into India. Ongoing reforms 
including privatisation, corporate governance and security issues are 
expected to be pushed further. Moreover, the enhanced stability of the 
political climate will attract more FDI and portfolio flows in the short term. This 
wave of confidence will thus be beneficial to the Indian economy in addition 
to the fact that it was already expected to rank among the best-performing 
economies in the region this year. We revise our growth projections 
upwards to 6% in FY10 (year ending March 2010) from 5.5% previously 
and to 7% in FY11.  

However, this forecast still marks a significant slowdown compared with 6.7% 
in FY09 and 9% in FY08. Further fiscal stimulus can therefore be expected in 
July (FY10 budget) to stimulate growth despite a worsening trend of public 
debt (81% of GDP in FY09). In the short term, public debt is still sustainable 
as 95% of it is contracted on the domestic market. Once the global crisis 
calms down, there will be strong pressure on the authorities to reverse the 
fiscal trend in order to prevent crowding out of the private sector. 

 

China: A self-centred boost 
China is reaccelerating. The surge in credit in Q109 is fuelling a so-far impressive bounce in investment, which 
may last into next year. But this boost is self-centred and will benefit the rest of the world only marginally. 
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Better-than-expected data released in recent months suggests that China’s 
economy is reaccelerating. After having slowed to ‘only’ 6.1% in Q1, GDP 
could rebound to about 8.0% on average in Q2-Q409, lifting full-year GDP 
growth to about 7.5%. 

The improvement mainly comes from stimulus-driven investment. 
Investment accelerated from 22% YoY in December 2008 to almost 39% YoY 
in May 2009. Moreover, the boom in bank loans in Q1 suggests that 
investment could continue to accelerate and remain strong in the next three 
to four quarters. Investment amounts to more than 40% of GDP; such a 
surge could send GDP growth to 8% despite the still very challenging 2009-
10 export outlook. 

In addition, the recent acceleration in retail sales, combined with the 
surge in property sales (+45% YTD YoY in May compared with -19% YoY 
in 2009), suggests that the stimulus plan is also gaining traction from 
the household sector. We revise our 2009 GDP growth forecast from 6.5% 
to 7.5% and keep our 2010 forecast at 8.0%.  

However, it should be noted that this China bounce is very much self-centred. 
Chinese imports have remained weak despite the rise in investment. 
The infrastructure-related stimulus will barely benefit other economies, 
apart from commodity exporters. The Chinese boost will mainly benefit 
China and the rest of the world only marginally. 
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Mexico: Sharp recession, urgent reforms 
The crisis has had a very brutal impact on Mexico’s economy and we have again revised our forecasts for 2009 
downwards to -5.0%. Mexico also urgently needs structural reform in the areas of taxation, oil and energy to 
relaunch growth and preserve its sovereign rating. 
 

Mexico: activity indicators 
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GDP fell by 8.2% YoY in Q109. INEGI’s business confidence index, which 
has been a fairly good leading indicator for activity, recovered in April 
only to fall again slightly in May, affected no doubt by the swine flu 
epidemic. All the indicators confirm the slowdown, with exports, for example, 
down 32.8% YoY in April.  

Standard & Poor's revised Mexico’s outlook in May from ‘stable’ to ‘negative’. 
Mexico is still well within the investment-grade band (BBB+), but S&P is 
considering a downgrade if the government does not increase its fiscal room 
for manoeuvre in 2009. In Mexico, budgetary adjustments have been made 
via straight spending cuts, and despite efforts to expand the tax base non-oil 
tax receipts still amount to scarcely 10% of GDP. This situation is 
unsustainable in the longer term, especially as oil production is trending 
downwards. In early June the governor of the Bank of Mexico called for tax 
reform and regretted the “low productivity in some sectors”, a scarcely veiled 
allusion to the liberalisation of the oil and energy sectors, and also referred to 
the risk of a downgrade. This would not be dramatic for the sovereign 
borrower, but would be costly for firms, which have debt of USD18bn 
maturing in 2009 (excluding the finance and trade finance sectors), in a 
probably weakened environment for MXN. This scenario can, however, be 
avoided in our view. 

 

Brazil: Last in, first out 

Brazil was severely hit by the crisis in H208, but there are good reasons to believe its recovery will come more quickly 
than in most countries. Job losses were only moderate and real labour income is still rising. The local financial system is 
well capitalised and credit is growing again. Monetary and fiscal policies focus on supporting aggregate demand. 
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Although the Brazilian economy continued to contract in Q109, there are 
signs that suggest that the worst may be over. PCE is rising again and will 
probably lead the recovery. The relatively mild reaction of the labour 
market to the crisis and the fact that households are not overindebted are 
both helping to sustain private consumption. Government expenditure will 
probably accelerate in the next few quarters, since the primary surplus target 
was revised down for 2009. Residential investments will probably recover 
soon, since there was no real estate ‘bubble’ in Brazil preceding the crisis. 
Housing activity has suffered from rising funding costs, but demand is still 
strong and inventories are not excessive. The main drags on GDP growth will 
be non-residential investments, which are likely to remain depressed as long 
as the slack on capacity utilisation remains high, and net exports since they 
depend on commodity prices and demand. We currently expect a 
contraction in GDP of 0.5% in 2009 followed by growth of 3.7% in 2010. 

The monetary policy response to the crisis was initially timid but, as it 
became clear that falling commodity prices and the widening output gap 
would keep prices under control, the BCB has adopted a more dovish 
approach. Since January 2009, the Selic rate has been cut by 450bp and 
we expect a further 50bp before the easing cycle is over. However, if the 
economy rebounds as we expect in 2010, a tightening cycle is likely to 
start in H210.  
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Middle East: Fiscal caution bears fruit 

The fall in oil prices since the 2008 peak has slashed growth rates in the oil-producing countries. Some 
economies were even expected to shrink in 2009, but the rise in prices since January could change this 
expectation. 
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Tumbling to less than USD40 per barrel in late 2008, the fall in oil prices 
raised concerns about large-scale budget deficits in 2009 for the oil-producing 
nations. Some, like Kuwait, Saudi Arabia and the UAE, even seemed likely to 
see their economies contract. However, the price rises over the past four 
months (a barrel is currently trading close to USD70) could change the 
situation, with only Iran and Bahrain running a deficit. The same impact has 
been felt on current accounts: except in the case of Iran and Oman, they all 
balance when the oil price is above USD50 per barrel. If prices were to 
stabilise around the current level, practically all the oil-producing 
countries would generate relatively comfortable additional reserves, 
running counter to most earlier forecasts.  

However, while the price increases are good news for oil producers and their 
budgets, the price volatility is not without damaging effects. It stalled plenty of 
investment projects in the petroleum sector for all countries in the MENA 
region. One notable exception to this is Saudi Arabia, the only country to have 
maintained all its investment objectives despite the economic crisis. Because 
Saudi Arabia has been pursuing a resolutely counter-cyclical policy in times of 
both growth and recession, it has shown its ability to cope with the ups and 
downs of oil cycles. Other oil-based economies, like the UAE, could follow 
Saudi’s example to cope with the inevitable next series of price fluctuations. 

 

South Africa: Recession and external deficit 

South Africa is in recession. Counter-cyclical monetary and fiscal policies should minimise its scale, but these will also 
help to widen external deficits, which are starting to look worrying. 
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South African GDP fell by 1.8% QoQ in Q408 then by 6.4% in Q109. The 
current quarter will be no better, as industrial production fell by 21.6% YoY in 
April. We are forecasting a drop in GDP of at least 4.0% in 2009, prior to a 
modest rebound in 2010. 

The balance of payments is starting to look worrying. Until 2006, its deficit had 
always been more or less financed by capital inflows. However, it has 
continued to widen, rising to 8.0% of GDP in 2008, and in our view (not the 
consensus view) it is likely to widen still further in 2009 due to poor external 
demand and deteriorating terms of trade and base effect, at the same time as 
financing it will become more difficult. There are only two possible outcomes: 
a weakening of ZAR (which would decrease imports rather than stimulate 
exports) and/or a sharp, painful contraction in domestic demand. In the 
medium term, the present level of current account deficit is unsustainable. 
The reasons for this are well-known: growth is too household-consumption-
driven, the investment ratio is too low, and the South African economy is not 
competitive enough. 

The 22 April elections were a triumph for the ANC. The cabinet formed by 
Jacob Zuma had a fairly reassuring effect, even if the new duties of the former 
finance minister, Trevor Manuel, as President of the National Planning 
Commission, remain unclear. 
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Exchange rate forecasts 
29-Jun Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10

USD Exchange rate
Industrialised countries
    Euro EUR/USD 1.40 1.40 1.42 1.44 1.46 1.47 1.48
    Japan USD/JPY 95 101 105 110 112 115 115
    United Kingdom GBP/USD 1.65 1.69 1.75 1.80 1.83 1.88 1.90
    Switzerland USD/CHF 1.09 1.12 1.12 1.11 1.10 1.10 1.09
    Canada USD/CAD 1.16 1.09 1.07 1.03 1.01 1.00 1.00
    Australia AUD/USD 0.80 0.80 0.83 0.84 0.85 0.86 0.86
    New Zealand NZD/USD 0.65 0.64 0.66 0.67 0.68 0.69 0.69

Asia
    China USD/CNY 6.83 6.83 6.83 6.80 6.70 6.60 6.50
    Hong Kong USD/HKD 7.75 7.76 7.80 7.80 7.80 7.80 7.80
    India USD/INR 48.12 47.00 46.00 45.00 43.00 43.00 43.00
    Indonesia USD/IDR 10260 10500 10000 9800 9700 9600 9500
    Malaysia USD/MYR 3.54 3.60 3.50 3.42 3.38 3.33 3.30
    Philippines USD/PHP 48.3 50.0 48.3 48.0 47.7 47.3 47.0
    Singapore USD/SGD 1.45 1.50 1.45 1.42 1.40 1.38 1.37
    South Korea USD/KRW 1286 1250 1200 1160 1140 1120 1100
    Taiwan USD/TWD 32.9 33.5 32.5 31.7 31.0 30.5 30.0
    Thailand USD/THB 34.1 35.0 34.0 33.5 33.0 32.5 32.0
    Vietnam USD/VND 17802 18000 17700 17500 17350 17100 17000

Latin America
    Argentina USD/ARS 3.80 3.90 3.90 4.00 4.00 3.90 3.80
    Brazil USD/BRL 1.94 2.00 1.90 1.86 1.84 1.82 1.80
    Mexico USD/MXN 13.24 13.90 13.65 13.30 12.90 12.70 12.40

Africa
    South Africa USD/ZAR 7.90 9.00 8.80 8.70 8.50 8.20 8.10

TRY/ZAR 5.14 5.45 5.68 5.84 5.78 5.66 5.70

Emerging Europe
    Poland USD/PLN 3.20 3.52 3.20 3.02 2.78 2.63 2.50
    Russia USD/RUB 31.25 32.20 31.47 30.82 30.35 30.16 30.04

Basket/RUB 36.92 38.00 37.42 36.93 36.63 36.53 36.53
    Turkey USD/TRY 1.54 1.65 1.55 1.49 1.47 1.45 1.42

Euro Cross rates
Industrialised countries
    Japan EUR/JPY 134 141 149 158 164 169 170
    United Kingdom EUR/GBP 0.848 0.830 0.810 0.800 0.800 0.780 0.780
    Switzerland EUR/CHF 1.53 1.57 1.59 1.60 1.61 1.61 1.62
    Sweden EUR/SEK 10.95 11.00 10.70 10.50 10.50 10.00 10.00
    Norway EUR/NOK 9.09 8.50 8.00 7.80 7.80 7.60 7.60

Central Europe
    Czech Rep. EUR/CZK 25.97 26.50 25.00 24.00 23.00 23.00 22.50
    Hungary EUR/HUF 277 295 280 275 260 260 260
    Poland EUR/PLN 4.49 4.30 4.00 3.90 3.70 3.60 3.50
    Romania EUR/RON 4.21 4.40 4.50 4.40 4.30 4.30 4.30

 

Sources: Bloomberg, Calyon  

 
 



29 June 2009  Macro Insight 
 

 27  

Interest rate forecasts – developed markets 
29-Jun Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10

USA 
    Fed funds 0.25 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25
    3 month 0.60 0.50 0.50 0.50 0.50 0.60 0.70
    2Y year 1.11 1.25 1.45 1.75 2.25 3.00 3.50
    10 year 3.53 4.00 4.20 4.20 4.30 4.50 4.50

Japan
    Call 0.11 0.10 0.10 0.10 0.10 0.10 0.10
    3 month 0.46 0.60 0.60 0.70 0.70 0.70 0.70
    2Y year 0.32 0.45 0.50 0.60 0.70 0.75 0.80
    10 year 1.39 1.45 1.45 1.50 1.50 1.60 1.60

Eurozone
    Repo 1.00 1.00 1.00 1.00 1.00 1.00 1.00
    3 month 1.12 1.15 1.15 1.15 1.20 1.25 1.25
    2Y year 1.34 1.65 1.70 1.80 2.20 2.75 3.25
    10 year (Ger) 3.39 3.80 4.00 4.10 4.10 4.20 4.30

United Kingdom
    Base rate 0.50 0.50 0.50 0.50 0.50 0.50 0.50
    3 month 1.20 1.00 0.90 0.80 0.90 1.00 1.10
    2Y year 1.15 1.40 1.60 1.70 1.90 2.00 3.00
    10 year 3.66 3.90 4.10 4.10 4.30 4.40 4.50

Sweden
    Repo 0.50 0.50 0.50 0.50 0.50 0.50 1.50
    3 month 0.96 1.00 1.20 1.20 1.20 1.20 1.30
    10 year 3.46 3.75 3.95 4.10 4.10 4.20 4.30

Norway
    Deposit 1.25 1.25 1.25 1.25 1.50 2.00 2.50
    3 month 1.90 1.90 2.00 2.10 2.25 2.25 2.35
    10 year 4.18 3.75 3.70 3.80 4.25 4.40 4.50

Switzerland
    3 month 0.40 0.25 0.25 0.25 0.25 0.25 0.25
    10 year 2.33 2.35 2.35 2.35 2.35 2.50 2.70

Canada
    Overnight Target 0.25 0.25 0.25 0.25 0.25 0.25 0.25
    3 month 0.30 0.50 0.50 0.50 0.50 0.50 0.60
    10 year 3.41 3.60 3.70 3.85 3.90 4.00 4.00

Australia
    Cash Target 3.00 3.00 3.00 3.00 3.00 3.25 3.50
    3 month 3.23 3.40 3.45 3.50 3.55 3.70 4.00
    10 year 5.48 5.80 5.90 6.00 6.20 6.35 6.50

New Zealand
    Official Cash Rate 2.50 2.25 2.25 2.25 2.25 2.50 2.75
    3 month 2.88 2.85 2.85 2.85 2.90 3.20 3.65
    10 year 5.97 6.10 6.20 6.30 6.40 6.50 6.60  
Sources: Bloomberg, Calyon  

 
 



29 June 2009  Macro Insight 
 

 28  

Interest rate forecasts – emerging markets 
29-Jun Sep-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10

Asia
    China 1Y lending rate 5.31 5.31 5.31 5.31 5.58 5.85 5.85
    Hong Kong Base rate 0.50 0.50 0.50 0.50 0.50 0.50 0.50
    India Repo rate 4.75 4.50 4.50 4.75 5.00 6.00 6.00
    Indonesia BI rate 7.00 6.75 6.75 6.75 7.25 7.50 8.00
    Korea Call rate 2.00 2.00 2.00 2.00 2.25 2.50 3.00
    Malaysia OPR 2.00 2.00 2.00 2.00 2.25 2.50 2.50
    Philippines Repo rate 4.25 4.00 4.00 4.00 4.50 5.00 5.00
    Singapore 6M SOR 1.17 1.20 1.30 1.30 1.40 1.40 1.50
    Taiwan Redisc 1.25 1.25 1.25 1.25 1.50 1.75 2.00
    Thailand Repo 1.25 1.00 1.00 1.50 2.00 2.50 2.75
    Vietnam Prime rate 7.00 7.00 7.00 7.00 7.00 7.00 7.00

Latin America
    Argentina 3M deposit 13.53 10.00 10.00 10.00 10.00 10.00 10.00
    Brazil Overnight/Selic 9.25 8.75 8.75 8.75 8.75 9.50 10.50
    Mexico Overnight rate 4.75 4.25 4.25 4.25 4.25 4.25 4.25

Emerging Europe
    Czech Rep. 14D repo 1.50 1.50 1.50 1.50 1.50 1.50 1.50
    Hungary 2W repo 9.50 9.00 8.50 8.00 8.00 7.50 7.50
    Poland 7D repo 3.50 3.50 3.50 3.50 3.50 3.50 3.50
    Romania 2W repo 9.50 9.00 8.50 8.00 8.00 7.50 7.50
    Russia Refinancing rate 11.50 10.50 9.50 9.50 9.50 9.50 10.00
    Turkey Overnight 8.75 8.50 8.50 8.50 8.50 8.50 8.50

    South Africa
    South Africa Repo 7.50 7.25 7.25 7.25 7.25 7.25 7.25  
Sources: Bloomberg, Calyon  
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Economic forecasts 

08 09 10 08 09 10 08 09 10
USA 1.1 -2.8 1.5 3.8 -0.8 1.2 -4.7 -3.0 -3.2
JAPAN -0.7 -6.4 1.7 1.5 -1.1 -0.1 3.2 1.8 2.9
EUROZONE 0.6 -4.5 0.2 3.3 0.4 1.4 -0.5 -0.7 -0.7
       Germany 1.0 -6.1 0.3 2.8 0.4 0.9 6.6 4.2 4.5
       France 0.3 -3.0 0.5 2.8 0.1 1.6 -2.3 -2.8 -3.1
       Italy -1.0 -5.4 0.2 3.5 1.0 1.7 -3.4 -3.3 -3.0
       Spain 1.2 -4.0 -0.9 4.1 -0.4 2.1 -9.4 -6.8 -6.5
       Netherlands 2.1 -4.4 0.5 2.2 1.7 1.1 7.5 6.0 5.5
       Belgium 1.1 -3.5 0.3 4.5 0.5 1.4 -2.6 -2.5 -2.7
    United Kingdom 0.6 -4.0 0.7 3.6 1.6 1.4 -1.9 -1.5 -2.0
    Norway 2.5 -0.5 1.2 3.2 1.4 1.9 16.2 13.8 14.0
    Sweden 0.6 -3.8 0.7 3.8 -0.2 1.6 7.0 6.2 7.0
    Switzerland 1.6 -2.8 0.0 2.4 0.0 0.5 0.9 0.6 0.7
    Canada 0.4 -2.3 1.8 2.4 0.5 1.8 0.5 -2.4 -2.2
    Australia 2.2 -1.0 0.5 4.2 1.0 1.8 -4.4 -4.9 -5.5
    New Zealand 0.4 -2.5 0.6 3.9 1.5 1.4 -9.4 -6.5 -6.0
Asia 6.8 4.3 6.3 7.0 0.8 3.6 4.7 4.1 4.1
    China 9.0 7.5 8.0 5.9 0.0 3.0 10.0 7.0 7.0
    Hong Kong 2.5 -4.5 3.0 4.3 0.7 1.8 14.2 8.5 9.0
    India (2) 6.7 6.0 7.0 9.1 0.8 5.0 -3.1 -0.7 -1.0
    Indonesia 6.1 3.0 4.0 9.8 4.9 5.8 0.1 0.0 1.0
    Korea 2.5 -5.0 2.0 4.7 2.7 3.0 -0.5 2.5 1.5
    Malaysia 4.6 -2.0 3.0 5.4 1.0 2.0 13.0 9.0 11.0
    Philippines 4.6 1.0 3.0 9.3 3.5 4.5 1.5 0.5 1.5
    Singapore 1.1 -8.0 3.0 6.5 0.0 2.5 14.8 12.5 15.5
    Taiwan 0.1 -6.0 4.0 3.5 -0.5 1.5 6.4 7.0 6.5
    Thailand 2.6 -3.0 3.0 5.5 -0.8 2.5 -0.1 3.0 3.0
    Vietnam 6.2 2.5 4.0 23.1 6.6 10.0 -13.2 -8.0 -5.0
Latin America 4.1 -2.4 2.8 8.5 6.9 5.5 -1.0 -2.0 -1.4
    Argentina 7.0 -3.0 1.0 24.0 17.7 12.0 2.3 0.5 1.0
    Brazil 5.1 -0.5 3.7 5.7 4.5 4.5 -1.8 -2.0 -1.8
    Mexico 1.3 -5.0 2.5 5.1 5.0 3.7 -1.5 -3.3 -2.0
Emerging Europe 4.3 -4.6 0.8 10.4 7.4 6.5 0.3 -1.9 -1.5
    Czech Republic 3.3 -3.0 0.2 6.4 1.2 1.5 -3.3 -2.7 -3.0
    Hungary 0.6 -5.0 -0.5 6.1 6.0 3.5 -4.5 -4.0 -3.5
    Poland 4.8 0.5 2.0 4.2 2.5 2.8 -5.4 -4.5 -4.0
    Russia 5.6 -6.5 0.5 14.1 11.0 9.0 6.1 0.5 1.0
    Romania 7.4 -4.0 0.0 7.9 6.0 4.0 -0.8 -7.5 -6.5
    Turkey 1.5 -5.0 1.0 10.4 6.0 7.0 -5.7 -3.5 -3.5
Africa & Middle East 5.3 0.0 3.1 12.9 5.2 5.2 7.7 -2.4 1.1
    Algeria 3.2 3.0 4.5 4.5 4.0 3.5 22.4 4.5 7.0
    Egypt 7.2 3.5 4.0 18.3 9.2 7.0 -3.1 -0.8 -2.0
    Kuwait 8.5 -0.5 4.5 10.6 7.5 6.0 39.2 15.0 20.0
    Lebanon 6.0 2.5 3.0 10.0 3.0 3.0 -11.0 -8.0 -10.0
    Morocco 4.9 2.0 3.0 3.9 2.7 2.3 -5.5 -2.5 -2.0
    Qatar 13.5 9.5 20.0 15.1 0.0 5.0 19.5 6.0 20.0
    Saudi Arabia 4.2 -0.7 3.5 9.9 2.8 3.0 26.2 -7.0 1.0
    South Africa 3.0 -4.0 1.0 11.5 7.0 6.0 -8.0 -9.5 -6.0
    United Arab Emirates 7.4 -0.5 2.5 20.0 4.5 6.5 14.3 2.0 6.0
    Tunisia 4.5 2.0 3.0 5.0 2.8 2.8 -4.2 -2.0 -2.5
Total 2.9 -1.5 2.6 5.4 1.1 2.5 0.6 0.0 0.2
Industrialised countries 0.7 -3.8 1.0 3.3 -0.2 1.1 -1.7 -1.3 -1.3
Emerging countries 5.9 1.7 4.8 8.2 3.0 4.4 3.6 1.8 2.3

Real GDP (YoY, %) Current Account (% GDP)CPI  (YoY, %)  (1)

 
(1) For India: wholesale prices; for China, retail price index; for Brazil: IPCA; for Norway: CPI-ATE; for Sweden: UND1X 

(2) For India: Fiscal year ending in March. 

Source: Calyon  
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Economic forecasts 

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Real GDP growth, %

USA (annualised) 0.9 2.8 -0.5 -6.3 -5.5 -1.5 -0.5 0.7 1.9 2.8 2.9 2.7

JAPAN 0.4 -0.6 -0.7 -3.6 -3.8 0.0 0.5 0.4 0.6 0.3 0.2 0.6

EUROZONE 0.7 -0.3 -0.3 -1.8 -2.5 -0.8 -0.2 0.0 0.1 0.1 0.2 0.3

    Germany 1.5 -0.5 -0.5 -2.2 -3.8 -0.8 0.5 0.1 -0.1 0.1 0.2 0.3

    France 0.4 -0.4 -0.2 -1.5 -1.2 -0.7 -0.1 0.1 0.2 0.3 0.3 0.3

    Italy 0.5 -0.6 -0.8 -2.1 -2.6 -0.8 -0.2 0.1 0.1 0.1 0.3 0.2

    Spain 0.4 0.1 -0.3 -1.0 -1.9 -1.2 -0.7 -0.6 -0.1 0.1 0.2 0.3

United Kingdom 0.3 0.0 -0.7 -1.6 -1.9 -0.8 -0.2 0.3 0.2 0.3 0.5 0.4

Consumer prices, YoY %

USA 4.2 4.3 5.2 1.5 -0.2 -1.1 -2.2 0.3 1.3 1.3 1.3 1.1

JAPAN 1.0 1.4 2.4 1.0 0.0 -1.0 -2.2 -1.1 -0.6 -0.1 0.3 0.2

EUROZONE 3.4 3.6 3.8 2.3 1.0 0.2 -0.1 0.7 1.4 1.5 1.4 1.3

    Germany 3.1 3.0 3.3 1.7 0.8 0.3 -0.2 0.6 1.0 1.0 0.7 0.8

    France 2.9 3.3 3.3 1.8 0.6 -0.2 -0.5 0.5 1.4 1.5 1.7 1.7

    Italy 3.3 3.8 4.1 2.9 1.4 0.9 0.8 1.0 2.0 1.6 1.5 1.6

    Spain 4.5 4.7 5.0 2.5 0.5 -0.8 -1.3 0.2 1.5 2.2 2.3 2.3

United Kingdom 2.4 3.4 4.8 3.9 3.0 1.9 0.8 0.9 1.2 1.3 1.5 1.7

Unemployment rate, %

USA 4.9 5.4 6.1 6.9 8.1 9.3 9.5 9.9 9.9 9.8 9.8 9.7

JAPAN 3.8 4.0 4.1 4.0 4.4 5.1 5.7 5.8 5.6 5.5 5.3 5.0

EUROZONE 7.2 7.3 7.5 8.0 8.7 9.2 9.4 9.8 10.0 10.1 10.4 10.4

    Germany 8.1 7.9 7.7 7.6 8.0 8.2 8.7 9.2 9.5 9.7 9.9 9.9

    France 7.2 7.4 7.4 7.6 8.7 9.0 9.3 9.5 9.6 9.7 9.9 10.0

    Italy 6.6 6.8 6.7 7.0 7.3 7.8 8.1 8.4 8.6 8.7 8.8 8.9

    Spain 9.2 10.5 11.9 14.0 16.5 18.5 19.1 19.3 19.4 19.3 19.1 18.9

United Kingdom 5.5 5.7 5.8 6.3 6.9 7.5 8.0 8.5 8.8 9.1 9.4 9.2

2008 20102009

 
Source: Calyon  
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Commodities forecasts 
 
Supply, demand and price forecasts: Oil (Mbd) 
Mbd 2006  2007  Q108 Q208 Q308 Q408 2008 Q109 Q209 Q309 Q409 2009  Q110 Q210 Q310 Q410 2010 
Demand                         
OECD 49.6 49.2 48.9 47.2 46.6 47.3 47.5 46.7 45.0 45.6 46.3 45.9 46.5 45.4 46.2 46.7 46.2
Non-OECD 35.5 36.9 37.9 38.5 38.6 37.7 38.2 37.4 38.1 38.6 38.2 38.1 38.5 38.7 39.3 39.0 38.9
Total Demand 85.1 86.0 86.8 85.7 85.2 85.0 85.7 84.1 83.1 84.2 84.5 84.0 85.0 84.2 85.6 85.7 85.1
Supply                                   
Non OPEC  51.1 50.0 50.9 50.8 50.0 50.6 50.6 51.1 50.3 49.9 50.2 50.4 50.8 50.6 49.9 50.4 50.4
OPEC Crude 29.7 30.7 31.6 31.5 31.6 30.6 31.3 28.6 28.4 28.5 28.5 28.5 28.5 28.8 29.3 30.0 29.1
OPEC NGLs 4.6 4.8 4.5 4.5 4.6 4.7 4.6 4.7 4.9 5.2 5.4 5.1 5.4 5.4 5.4 5.4 5.4
Total Supply 85.4 85.5 87.0 86.8 86.2 85.9 86.5 84.4 83.6 83.6 84.1 83.9 84.7 84.8 84.6 85.8 85.0
Annual Variation                  
Total OECD  -0.26 -0.41 -0.87 -0.96 -2.23 -2.57 -1.66 -2.18 -2.26 -1.02 -1.02 -1.62 -0.23 0.46 0.65 0.39 0.32
Total Non-OECD 1.36 1.35 1.55 1.59 1.71 0.40 1.31 -0.54 -0.39 0.01 0.49 -0.10 1.08 0.65 0.72 0.83 0.82
Total Demand 1.10 0.94 0.68 0.63 -0.52 -2.17 -0.35 -2.72 -2.65 -1.01 -0.53 -1.72 0.85 1.11 1.36 1.22 1.14
Total Non-OPE  0.69 -1.02 0.49 0.61 0.39 0.67 0.54 0.18 -0.49 -0.09 -0.36 -0.19 -0.31 0.31 -0.05 0.13 0.02
OPEC Crude -0.03 0.95 1.31 1.30 0.98 -0.94 0.66 -3.04 -3.05 -3.13 -2.14 -2.84 -0.11 0.37 0.84 1.57 0.67
OPEC NGLs 0.13 0.18 -0.27 -0.27 -0.21 -0.16 -0.23 0.26 0.39 0.60 0.68 0.48 0.66 0.50 0.19 0.00 0.34
Total Supply 0.79 0.11 1.53 1.64 1.16 -0.44 0.97 -2.60 -3.15 -2.62 -1.82 -2.55 0.24 1.17 0.98 1.70 1.02
Implied Stocks Var 0.31 -0.53 0.18 1.02 1.01 0.93 0.79 0.30 0.53 -0.60 -0.35 -0.03 -0.32 0.59 -0.99 0.13 -0.15

 
 Q108 Q208 Q308 Q408 2008 Q109 Q209 Q309 Q409 2009 Q110 Q210 Q310 Q410 2010
WTI, USD/bl 98 124 118 59 100 43 58 60 68 57 70 65 65 75 69
Brent, USD/bl 97 121 115 55 97 44 57 58 66 56 69 63 63 73 67

Source: Calyon, 26 June 2009 
 
Price forecasts: Metals 

 2008 2009 2010 2011 
 Q4 Year Q1 Q2 Q3 Q4 Year   Long-term Prices 

Aluminium (US$/t) 1,837 2,579 1,366 1,425 1,375 1,515 1,420 1,600 1,800 2,650 (120c/lb) 
% chg* 0.0% 0.0% 0.0% 0.0% 0.0% 1.0% 0.2% 0.0% 0.0%  

Copper (US$/t) 3,943 6,968 3,460 4,500 4,000 4,600 4,140 5,000 7,000 4,960 (225c/lb) 
% chg* 0.0% 0.0% 0.0% 12.5% 5.3% 0.0% 4.4% 0.0% 0.0%  

Nickel (US$/t) 10,963 21,146 10,550 12,000 10,000 12,250 11,200 12,000 14,000 15,432 (700c/lb) 
% chg* 0.0% 0.0% 0.0% 20.0% 11.1% 0.0% 7.2% 0.0% 0.0%  

Zinc (US$/t) 1,199 1,886 1,183 1,425 1,375 1,555 1,385 1,500 1,600 1,764 (80c/lb) 
% chg* 0.0% 0.0% 0.0% 14.0% 18.0% 11.1% 10.8% 7.1% 0.0%  

Lead (US$/t) 1,257 2,096 1,166 1,400 1,300 1,535 1,350 1,450 1,500 1,323 (60c/lb) 
% chg* 0.0% 0.0% 0.0% 21.7% 8.3% 18.1% 12.1% 0.0% 0.0%  

Tin (US$/t) 13,162 18,461 11,103 13,000 12,000 15,135 12,810 14,000 16,000 15,000 (680c/lb) 
% chg* 0.0% 0.0% 0.0% 10.8% 9.1% 16.4% 9.4% 12.0% 14.3%  

Gold (US$/oz) 797 872 909 920 940 970 935 975 1,025 650 
% chg* 0.0% 0.0% 0.0% 1.1% 1.1% 2.1% 1.1% 0.0% 0.0%  

Silver (US$/oz) 10 15 13 14 15 17 15 15 16 7 
% chg* 0.0% 0.0% 0.0% 7.7% 7.1% 6.3% 4.6% 0.0% 0.0%  

Platinum (US$/oz) 859 1,568 1,023 1,120 1,050 1,265 1,115 1,100 1,300 1200 
% chg* 0.0% 0.0% 0.0% 17.9% 5.0% 1.2% 6.1% 9.1% 3.8%  

Palladium (US$/oz) 186 348 198 250 280 325 263 300 350 300 
% chg* 0.0% 0.0% -0.3% 0.0% 0.0% 0.0% -0.2% 0.0% 0.0%  

Source: Calyon, 5 June 2009 

*chg from last forecast 27 April 2009 
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