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With inflation rates close to targeted levels and interest rates starting to fall, it is
tempting to say that the central banks’ mission has been accomplished. But caution

prevails and risks remain.

The temptation to “declare victory and retreat” must, among
central bankers, run high. Since the Spring/Summer of 2022,
their primary focus has been on bringing inflation back to
target. On the basis of the latest inflation data, that has
broadly been achieved. Three-month annualised rates of
inflation (which give a more timely picture of developments
than the year-on-year rates that are more commonly quoted)
are close to 2% (see Figure 1). That is as much of an
achievement for the Bank of Japan - which fought deflationary
pressures for more than three decades - as it is for the US
Fed, the European Central Bank and the Bank of England
which battled high inflation for less than three years.

1. Advanced economies: inflation rates
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It could be, of course, that this success does not last. Service
sector inflation and wage growth are still elevated in the US,
UK and eurozone. The current success in controlling inflation
owes much to weaker goods prices - notably for energy.
However, longer-term inflation expectations (on the generally-
preferred measure - inflation over five years, five years
ahead) have eased back (see Figure 2). This is a welcome
indication that inflation expectations have not become
unanchored, as some feared just a short while ago.

Looking ahead, however, the route for the global economy
may well resemble more of an obstacle race rather than a
central bankers’ lap of victory. Three such obstacles are
clearly evident.

Obstacle 1: political uncertainty

After a year of political uncertainty, the main event - the US
Presidential election - looms large. The set of policies floated
by Donald Trump - imposing 10% additional tariffs on US
imports from all sources and 60% on imports from Ching;
deportation of up to 8 million unauthorized immigrants; and

' Peterson Institute for International Economics. https://tinyurl.com/3r&hmjzx
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2. Expected inflation rates (5-year average, 5 years ahead)
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greater presidential control over the Fed - are treated with
scepticism by mainstream economists. The combined effect
of all three would likely result in lower US real growth, lower
employment and higher inflation, according to one study." In
the UK and eurozone, following recent elections, the direction
of policy is also uncertain, particularly given the desire to
address high government deficits and debt levels.

Obstacle 2: recession risks

The US has, notably, avoided recession in 2024, but the risks
remain. The inverted yield curve - long a reliable indicator of
recession — has been signalling a recession for almost two
years. It could well be that one finally arrives in 2025.
Recessions tend to develop quite quickly when they occur and
are not well predicted. The International Monetary Fund (IMF)
has assessed its own track record and finds that it failed to
predict more than 80% of all recessions between 1991 and
2016 (see Figure 3). Even for 2009, the year after Lehman
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Brothers collapsed, only six advanced economies (and no
emerging market and developing economies) had been
predicted to enter into a recession; subsequently, almost half
the economies in the world did so. Private sector economists
fare only marginally better. Maybe chastened by such errors,
in late 2022, 70% of economists expected the US economy to
enter recession in 2023. That did not happen.

4. Terminal policy interest rates
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Obstacle 3: deciding on a terminal rate?

Assessment of the appropriate terminal rates for policy
interest rates is a third obstacle. For most economies, there is
a good deal of uncertainty about the appropriate rate to aim
for (see Figure 4). For the UK, for example, it is estimated at
between 2.5% and 4.6%; for Japan 1% either side of zero. These
estimates are based on the neutral real interest rate (so-
called r-star) plus expected long-term inflation (almost
universally, 2%). There is much discussion in central banks
about the level of the neutral real rate. Before the Covid
pandemic, it had been steadily falling for many years. The
‘global savings glut, identified by Ben Bernanke? and low
levels of investment were seen as the main explanation. Now,
the combination of ageing and retiring populations (leading to
a rundown of accumulated savings) and higher investment
needs (notably for the three “Ds” of Digitalisation,
Decarbonisation and Defence) are generally seen as putting
upward pressure on neutral real rates.? Some argue that the
financial markets’ obsession with prospects for policy interest
rates is misguided. After all, no households or businesses
borrow at the Fed funds rate or the ECB deposit rate; market-
determined rates (such as mortgage rates and corporate
bond rates) are more important for consumers and businesses,
respectively; and the behaviour of the equity market is often
(and 2024 is a prime example of this) disconnected from
changes in Fed rate expectations.* The counter to this

? https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/

argument, a forceful one, is that developments in key market
rates — notably the US 10-year Treasury yield - are almost fully
driven by movements in the three days around Fed meetings.®

Too much leverage?

Hitting one or more of these obstacles can, as the events of
early August 2024 show, destabilise markets. Then, concerns
about weaker US economic growth (Obstacle 2, above) and a
change in policy rates in Japan (Obstacle 3, above) led to a
sharp drop in the US equity market and a substantial
strengthening of the yen. High levels of leverage exacerbated
the move, especially the rapid unwinding of the Japanese yen
carry trade. Certainly, borrowing by hedge funds and, more
generally, in the global economy remain a source of
vulnerability (see Figures 5 and 6, respectively). However, the
rapid recovery from that August shock demonstrates a
resilience in financial markets. This resilience may well be
tested again.

5. US hedge fund borrowing
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6. Global debt (of non-financial sectors)
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3 See, in particular, the speech R(ising) star? by Isabel Schnabel, ECB Board member. https://tinyurl.com/5tskaknn

“ See Aswath Damodaran, for example. https://tinyurl.com/ywketfy6

5 Sebastian Hillenbrand, The Fed and the secular decline in interest rates. https://tinyurl.com/4r4zukd2

InSight Q4 2024 | 3


https://www.federalreserve.gov/boarddocs/speeches/2005/200503102/ 
https://tinyurl.com/5t4kaknn 
https://tinyurl.com/ywketfy6
https://tinyurl.com/4r4zukd2

Global equity market gains of over 19% in US dollar terms were the most notable
feature of the first three quarters of 2024. Emerging market bonds and equities also
produced strong returns.

Asset market performance 8. Bond market returns
Total returns from global equities in US dollar terms were
19.3% in the first three quarters of 2024 (see Figure 7). The
US market made a large contribution to that return but 6
emerging markets, notably China, performed strongly after
new government stimulus measures were announced in
late September. An easing of global inflationary pressures % 24
and the start of policy interest reductions contributed to

positive returns from bonds across most of the major regions,
according to the Bloomberg Barclays Global Bond Indices. 2
Japan was the exception to that trend, with official interest
rates and bond yields rising.
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Source: LSEG Data and Analytics. 10-year benchmark bond total returns. Data for year to date as at 30 September 2024.
Past performance is not necessarily a guide to the future.

7. Asset market performance
25

Equity markets

The announcement of new economic stimulus measures

in China helped both it and Taiwan produce strong gains
towards the end of September. However, that was after a long
period of relatively weak performance (total returns from

the MSCI China index are minus 15% in US dollar terms over
the last three years). The Indian equity market, in contrast,
remained strong with total returns in the first three quarters
of 2024, amounting to 25%. Total returns over the last three
years are as high as 41% in US dollar terms, marginally higher
than returns from the US market. The 10% returns from the
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(FEESE PENETERICE [ (28 (asesavilly & gifiels @0 i (Htie UK equity market in local currency terms in the first three
quarters were augmented, in US dollar terms, by the strength

After continued strength in the first half of the year, the US of sterling. Sterling has recovered strongly from the low point

dollar lost ground in the third quarter. The net result was of almost parity with the US dollar in late 2022.

that the dollar’s DXY index was marginally lower at the end

of September than it was at the end of 2023. Of the major 9. Equity market returns

currencies, sterling was the strongest against the dollar.
40 7

Bond markets 30
With the exceptions of Japan and France, returns from 10-year
government bonds were positive in both local currency and
US dollar terms in the first three quarters of the year (see % 10
Figure 8). In France, political uncertainty contributed to a
widening of the 10-year yield spread with Germany, leading
to marginally negative local currency returns. In Japan, the 404
central bank raised its benchmark interest rate to 0.25% in

July and outlined plans to halve its monthly bond purchases. bzl | Japan | Austaia | Us | chna |
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US dollar. Past performance is not necessarily a guide to the future.
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°> The Bloomberg Barclays Global Aggregate Bond Index is a benchmark of government and investment grade corporate debt from developed and emerging markets
issuers in 24 countries. The MSCI World Index represents large and mid-cap equity performance across 23 developed market countries.
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With inflation now close to target and the first US interest rate cut having taken
place, the Fed's focus will be on the labour market. But financial markets’ attention
will be squarely on US politics in the final quarter of the year.

US inflation close to target

On the Fed’s preferred measure,” inflation is now pretty close
to target: the year-on-year rate was 2.7% in August; the three
month annualised rate 2.1%. The latter is the same rate as

in January 2021, before the surge in inflation started. In that
sense, inflation has been successfully tamed. That means
there is now greater attention on the second element of the
Fed's dual mandate - maximum employment.

10. US Beveridge Curve
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Labour market: normalising or deteriorating?

Assessing employment trends is complicated by the fact that
the relationship between the unemployment rate and job
vacancies - the Beveridge Curve (see Figure 10) - changed
markedly during Covid, its aftermath and the recent surge in
inflation. The latest data show it back in line with the pre-
Covid relationship. One widely-expressed concern is that the
employment situation may now deteriorate quite quickly. One
widely-watched short-term indicator, the Sahm Rule, indicates
the US may be on the brink of recession. However, overall
economic growth remains firm (see Figure 11). Consumer

11. US GDP growth
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7 The price index for personal consumer expenditure, excluding food and energy.

spending has been supported by a run-down of savings
accumulated in the pandemic, strong wage growth and strong
(overall) household finances. Household net worth (see Figure
12) is more than seven times personal disposable income,
although the distribution remains highly uneven.

12. US: Household assets, liabilities and net worth
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The political cycle

The next scheduled Fed meeting on 6-7 November is just
after the US presidential election on 5 November. Financial
markets, always highly influenced by Fed decisions, may well
find that period difficult.

So far, however, the four years of the current presidential
cycle - from 2021-2024 - have seen equity market
performance similar to the historic pattern. In 2024, for
example, the maximum drawdown of the S&P 500 index

(8.5% to 5 August) was not far from the average drawdown in
previous cycles and there has been a 10% recovery since then.
Of course, history never repeats itself, but it does rhyme.

13. S&P 500 by presidential cycle
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The new labour government has had a difficult start in terms of its popularity and
public perception. Economic growth has flatlined, consumer and business confidence
has deteriorated sharply and many are unsettled by potential policy changes.

The £22bn black hole

Commentary on the UK’'s economic and fiscal position has
been dominated, in the first few months of the new Labour
government, by the £22bn fiscal 'black hole’ that the new
finance minister claims to have discovered. This is taken

as evidence of irresponsible management by the previous
Conservative government. The precise details have not been
disclosed but the broad contributions are estimated in Figure
14. The two main items are previously undisclosed spending
on asylum and immigration (£6.4bn) and public sector pay
awards (granted in the early days of the new government’s
term). So far, only a sharp reduction in winter fuel payments
to pensioners (raising no more than £1bn) has been put
forward as a solution. But given the size of the shortfall a
wide range of other measures have been floated as potential
revenue-raising measures. The shape of the measures will be
disclosed in the Budget on 30 October.

14. The £22bn “black hole”
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Public Health

Cautious consumers

In those circumstances it is no surprise that the GfK Consumer
Confidence Index showed its biggest September drop since
1976. Consumers are cautious. Excess savings (assessed as
those in excess of the pre-Covid normal rate of household
savings) have continued to rise and currently represent around
one quarter of personal disposable income. In contrast,
similarly-measured US excess savings have largely been run
down (see Figure 15). With consumer spending accounting

for 60% of GDP and investment spending still subdued, it is
unsurprising that economic growth remains weak (see Figure
16). Real GDP has grown at an annualised rate of just 0.7% since
December 2019, immediately before Covid.

Longer-term challenges

The big longer-term challenges for the UK - raising
productivity and financing higher public spending - are clearly

6 | InSight Q4 2024
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identified by the incoming government. Boosting public and
private investment spending is seen as the key to raising
productivity growth. The new government plans to stimulate
investment through public sector support for private sector
initiatives, especially through a freeing up of the planning
system. There will be direct government spending as well,
notably on housing and green investment. But the scope for
expansionary fiscal policy is very limited.

Maintaining the freeze on personal income tax thresholds
until 2028, a measure introduced by the previous government,
should contribute £15bn per year by 2028. Although even
maintaining the former government’s (somewhat soft) target
- of debt falling between the fourth and fifth years of the
budget forecast - will be hard. The solution may well be to
change the rules, with a concentration on the public sector’s
net worth and a changed treatment of the Bank of England'’s
government bond holdings.

16. UK monthly GDP
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Two questions loom large in the future of the eurozone. How can productivity and
growth be reinvigorated? And where will the leadership come from?

Calling Europe

The late Henry Kissinger reportedly asked, “Who do | call if |
want to speak to Europe?” With concerns about the leadership
in Germany and France, Ursula von der Leyen (VDL),
reappointed to a second five-year term as president of the
European Commission, may fit the bill.

17. Follow the leader?
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The strength of the smaller states

German leadership in the eurozone has been questioned
given the sluggish performance of the economy over the last
ten years (see Figure 17). German GDP per head has grown by
43% over that period, a growth rate which has been clearly
exceeded by smaller member states: Ireland, Croatia, Cyprus,
Malta and Lithuania are the top five. Germany still stands as
the anchor example of fiscal rectitude, close to abiding by the
founding deficit and debt rules of the eurozone. But here,
also, smaller economies fare as well or better than Germany.
France will always vie for the position of eurozone leader, but
the sharp widening - and, now persistence - of the yield
spread between France and Germany (see Figure 18), coupled

18. Macron moment?
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19. Eurozone labour productivity relative to the US
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with the fact that France scores badly in terms of fiscal
responsibility, cast a shadow over that status.

What to do?

What can be done? The answer, as in the UK, lies in boosting
potential growth. The eurozone’s labour productivity has lagged
behind that of the US since the 1980s, according to new research
presented to the European Central Bank (ECB) - see Figure 19.
Assessing the ways of boosting that was the task handed to
Mario Draghi, former head of the ECB. His report identifies the
need for extra spending on three initiatives: Decarbonisation (of
the energy and transport systems); Digitalisation (in terms of
both adoption and innovation); and Defence (see Figure 20). The
annual investment needs are assessed as EUR 750 billion per
year over the next five years. That will need to come from the
private as well as the public sectors. Interestingly, the criticism
of this assessment from several smaller countries is that what is
needed is greater flexibility and less centralised bureaucracy.
European Commission requirements often stifle enterprise.
They should call VDL.

20. Annual investment needs, 2025-2030
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The Swiss National Bank (SNB) has cut its policy rate three times in 2024,
taking the rate to 1.00%. A further cut in December is feasible, although it is
dependent on Swiss growth and the behaviour of the Swiss franc.

The SNB's third cut

At the last SNB Board meeting chaired by Thomas Jordan, the
policy rate was reduced by 0.25% to 1.00% (see Figure 21).2
Market expectations in the run up to the announcement
attached a 50% probability to a larger cut, of 0.50%. This likely
contributed to the moderate appreciation of the exchange
rate following the SNB’s announcement.

21. Switzerland: inflation and interest rates
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The SNB has significantly revised downwards its conditional
inflation forecasts for 2025 and 2026 to 0.6% and 0.7%,
respectively (see Figure 22)° The drivers behind the lower
forecast are: the appreciation of the Swiss franc over the
summer; the drop in oil prices; and the reduction in Swiss
electricity tariffs from January 2025.

22. SNB conditional inflation forecast

354
3.0

2.5
20 SNB's 0-2% target range
154

% 1.0+
0.5-_\
0.0

-0.54
1.0+

5]
2019

T T T T T T T T
2020 2021 2022 2023 2024 2025 2026 2027

—— nflation

June 24 forecast* September 24 forecast**

*With policy rate at 1.25%; **With policy rate at 1.00%. Source: SNB. Data as at 1 October 2024.

Moderate growth outlook

Furthermore, the prospect of GDP growth in line with or
slightly below potential, and still subject to mainly downside
risks, will help to limit inflationary pressures.”® The slight
rebound in the Swiss composite PMI index (see Figure 23)
points to reduced downside risks to the economy but its level
remains consistent with moderate growth.

23. Switzerland: business confidence and GDP growth
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Further rate cuts feasible

The macroeconomic outlook therefore supports the
expectation of further cuts of the SNB policy rate but does
not point to the need of aggressive policy easing. This
scenario is also supported by the comments of the SNB which
noted that “further cuts in the policy rate may become
necessary in coming quarters”, an unusually explicit signal
about future monetary policy moves. In addition, a further
downward adjustment of the policy rate to 0.50% cannot be
ruled out in the first part of 2025. If the SNB's conditional
inflation forecast proves right, such an interest rate path
would keep the real interest rate, adjusted for headline
inflation, close to the SNB's estimate of the neutral rate of
around zero.

The central bank has also reiterated its intention to
intervene in the foreign exchange market, most likely with
the intention of preventing an overly rapid rise in the Swiss
franc exchange rate.

8 As of 1 October, Martin Schlegel is the new Chairman of the SNB, taking up the role Mr. Jordan held since 2012.

° See ‘Good news on Swiss electricity prices, EFG Macro Flash Note, 19 July 2024.
0See ‘Swiss summertime blues, EFG Macro Flash Note, 13 August 2024.
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Broad deflationary trends are evident in China. The government has
responded, but will their actions be enough, especially in a less benign global

environment?

China: broad deflation

The broadest measure of overall price changes in any
economy is the GDP deflator (the difference between GDP

in nominal and real terms). It takes into account prices not
just for consumer products (as measured by consumer price
indices), but also industry costs and prices (as measured by
producer prices) and prices in external trade (import and
export prices). For China, its trend is worrying. It shows broad-
based deflation for five consecutive quarters, the longest run
of deflation since the late 1990s (see Figure 24).

24. China: broad deflation
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In response, a range of stimulus measures have been
announced. On the monetary front, a decrease in interest rates
and a reduction in banks' reserve requirements. On the fiscal
front, a range of additional support for consumers and local
governments. Also, a fund to support equity markets. For long-
time observers of Asian markets, the reaction is understandably
“So far, so Japanese”. That is, the measures look similar to those
which Japan used - repeatedly and unsuccessfully - to address
its deflationary slump, which started in the early 1990s and,
arguably, has finished only recently.

25. China: exports, production and retail sales
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China (might just) be different

China might be different. China is still an economy with a
well-established, large-scale, efficient manufacturing base
that is hard for other economies to compete with. That is
evident, currently, in areas such as battery and electric
vehicle production. Although industrial production and retail
sales might still be in the doldrums (see Figure 25), exports
are recovering. China is taking a larger share of world exports
as Japan and the EU falter (see Figure 26).

26. China gaining market share
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Domestic demand and structural reform

However, China has undoubtedly seen the waning of its
period of very rapid economic growth. India and Indonesia,
on our assessment, may now take up the lead (see Figure 27).
That still means that the Asian region will likely be the most
dynamic area of economic growth over the coming decades.
Other Asian economies can take the best elements of China’s
growth template (export-led growth followed by substantial
investment spending and strengthening consumer spending)
to grow strongly. Now, they are also aware of the potential
pitfalls (excessive debt and over-investment).

27. Future drivers of Asia Pacific growth
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Brazil will be the centre of attention in November 2024, when it hosts the G20 Summit
and again, a year later, when the climate change conference, COP30 is held there. It is

very well-suited to be a venue for both.

Latin America: low carbon emissions

Carbon emissions are low across Latin America, averaging 3.5
tonnes per head, just a third of the emissions of the main
advanced economies. (see Figure 28). The low emissions in
Brazil reflect the fact that 89% of all electricity is generated
from renewable resources. Certainly, emissions tend to grow
as economies become more prosperous so a key issue is
whether the region can resist that trend. But the path to
greater economic prosperity has not been smooth across the
region. Brazil almost reached high income status in 2010 but
has since fallen back. Argentina has been in a long-term
relative decline. So, the first challenge for the region is
achieving growth while keeping emissions low.

28. Latin America: low €0, eq emissions”
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Sources: 2024 Energy Institute Statistical Review of World Energy and LSEG. Data as at 1 October 2024.

Commodity curse

Part of the explanation for Brazil not holding onto its near-
high income status is that it suffered a form of the Dutch
Disease. Resource-rich economies tend to see their exchange
rates appreciate, making other sectors of the economy less

29. Brazilian real and commodity cycle
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Sources: LSEG and EFGAM calculations. Data as at 1 October 2024.

competitive in international markets. Brazil certainly suffered
in that respect during the commodity boom of the early
2000s, when its exchange rate was driven to overvalued levels
(see Figure 29). That problem may well arise again. Brazil's
second largest export, after soya, is crude and refined oil (see
Figure 30). It is set to become one of the major five oil
producers in the world in the coming years. That raises a
specific challenge for Brazil: avoiding excessive currency
appreciation as oil exports increase. And a general one for
the region: managing the conflict between oil extraction and
clean energy.

30. Brazil's major exports
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Source: OEC World. Data as at 1 October 2024.

Monetary management

Brazil has been successful in bringing inflation down,
increasing interest rates early and aggressively (see Figure 31).
However, with a recent increase in interest rates, real interest
rates are particularly high. Controlling inflation without
excessively high real rates is the final challenge

31. Brazil: inflation and policy rate
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The UK will host an international summit on Energy Security in 2025. Its mission Is
to assess the risks facing the global energy system and the solutions and
opportunities available. There is much to do.

What type of energy security?

UK Energy Secretary Ed Miliband considers that the aim of the
UK-hosted energy security summit should be to “mobilise
international action for cheap, clean, secure energy”.
Achieving that trio of objectives is going to require a
considerable amount of investment and massive restructuring
of the energy supply system. An important focus now, and
indeed the main focus of the UK government, is producing
electricity from renewable sources. Globally, hydroelectric,
wind, solar and other renewables account for 30% of
electricity production. Nuclear power adds a further 9% (see
Figure 32).

32. Global electricity generation
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Source: 2024 Energy Institute Statistical Review of World Energy. Data as at 1 October 2024.

Role of nuclear

The UK is one of the leaders in producing electricity from
renewables (see Figure 33), accounting for almost a 50% share.
With nuclear power adding a further 14%, the share from fossil
fuels is more than one third. The UK's last coal-fired power
station has recently closed. In the US, the expected electricity
demand from tech companies - especially cloud computing

33. Share of electricity production from renewables
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- is contributing to a renaissance of the role of nuclear power.
The UK currently has 14 gigawatt (GW) of offshore wind
capacity fully commissioned. The aim is to have 50GW of
offshore wind capacity by 2030 and the current project
pipeline is for a further 77GW. However, the 2023 auction for
development rights failed to attract any bids and the ceiling
price for the next round has been raised.

Electricity: a small share of overall energy needs

How far that takes the UK towards self-sufficiency in low
carbon electricity remains to be seen. Currently, electricity
consumption is only 15% of total UK power consumption (it is
slightly higher than that for the entire world, 17%). As
transport, heating and industrial processes become
electrified, the demand for renewable electricity will rise.

Steel is one particularly problematic area. The world steel
industry currently accounts for 8% of global carbon dioxide
emissions. Moving to low carbon steel production would be
very electricity intensive. Decarbonising just the UK's
relatively small domestic steel production (7 million tonnes
per year) would require 30 megawatts (MW) of electricity
capacity (so more than double the current installed offshore
wind capacity). Ground source heating, cloud computing, air
conditioning and EV charging will also weigh on demand for
electricity in the future. The IEA forecasts a 4% rise in global
electricity demand this year, with demand in some countries
growing far faster than that (India by 8%, for example).

So, despite sharp increases in renewables capacity, global
power generation from coal is unlikely to decline this year.
The demand for oil has been weaker than many expected, but
for oil-rich economies energy security has another meaning:
OPEC economies have reserves accounting for 100 years at
current usage (see Figure 34).

34. Oil: reserves to production ratio
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