
  

	
OVERVIEW	-	GLOBAL	ECONOMY	

	
United	States	
	

From	20	January	2017	Donald	Trump	will	assume	the	US	Presidency	with	the	new	Congress	in	place	from	3	

January.	That	will	see	the	Republicans	‘controlling’	the	White	House,	Senate	and	House	of	Representatives.	It	does	

not	mean	that	the	new	President	will	have	free	rein	to	implement	his	far	reaching	election	trail	promises.	The	

balance	of	power	in	the	Senate	is	such	that	the	Democrats	can	readily	filibuster	(delay)	proposals.	And	even	

amongst	the	Republicans	in	Congress,	Mr	Trump	will	need	to	moderate	his	plans	to	gain	widespread	approval,	

particularly	on	the	fiscal	front.	Indeed,	we	note	that	recent	Republican	tax	plans	(the	Brady/Ryan	plan)	were	made	

in	a	more	conservative	fiscal	framework	than	Mr	Trump’s	ideas.		

		

	

	

The	President-Elect	succeeded	in	the	election	campaign	by	appealing	to	the	‘squeezed	middle’,	many	of	whom	

have	been	frustrated	that	their	income	has	shrunk	over	President	Obama’s	recent	term	(Chart	8).	We	imagine	Mr	

Trump’s	advisers	are	telling	him	that	he	has	to	get	incomes	growing	again	to	maintain	support	of	these	groups.	In	

that	context	it	is	not	surprising	that	Mr	Trump	has	touted	a	huge	fiscal	stimulus	and	massive	tax	cuts	over	the	

election	campaign,	with	the	aim	of	getting	growth	up	to	3-4%.	Mr	Trump	has	talked	of	$550bn	of	infrastructure	

spending	and	tax	cuts	that	could	amount	to	2-3½%	of	GDP	over	the	next	few	years.	Given	Congressional	restraints	

we	do	not	expect	all	this	to	be	approved,	but…			



	

	

…even	working	off	conservative	estimates	of	fiscal	multipliers	from	the	Congressional	Budget	Office,	our	analysis	

points	to	a	notable	uplift	to	growth	(Chart	9).	Our	expectation	is	that	H2	2017	and	2018	is	when	the	stimulus	boost	

really	arrives	with	the	new	Treasury	Secretary,	Steven	Mnuchin	driving	this	forward,	within	Congressional	

constraints.	We	look	for	GDP	to	expand	by	2.8%	in	2017	(prev.	2.5%)	and	3.0%	in	2018.	However	we	note	that	any	

boost	to	growth	could	prove	temporary;	unless	Mr	Trump	tackles	issues	such	as	labour	force	growth	and	the	US’s	

low	productivity	growth,	ambitions	of	returning	to	3-4%	rates	permanently,	may	well	be	a	tall	order	(Chart	9).	

	

	

At	face	value	the	Trump	fiscal	plans	have	significant	implications	for	the	public	debt	trajectory.	Under	current	law	

debt	is	forecast	to	rise	from	77%	to	86%,	of	GDP	by	2026.	Under	Trump’s	plans,	the	Committee	for	a	Responsible	

Budget	estimates	that	debt	would	be	up	to	127%	by	2026.	And	whilst	we	expect	only	a	partial	enactment	of	

Trump’s	plans,	these	numbers	give	us	a	firm	steer	on	the	direction	of	trend.	Alongside	markets	betting	that	the	

stimulus	will	lead	to	higher	inflation	too,	Treasury	yields	have	moved	up;	indeed,	Chart	10	shows	how	the	yield	

curve	has	reverted	to	its	year	open	position	post-election,	as	if	the	low	yield	period	never	happened.	Our	

expectation	is	that	Treasury	yields	will	continue	to	drift	upwards	over	the	next	two	years;	we	forecast	3.00%	end-

2017.	



	

	

	

Steady	Fed	tightening	will	be	one	driver	alongside	rising	inflation	expectations	and	a	rising	debt	trajectory.	The	

election	has	budged	interest	rate	expectations	up,	closer	to	our	own	prediction	(50bp	of	increases	this	year,	with	

the	Fed	funds	rate	at	1-1.25%	end-2017).	One	debate	has	been	over	whether	the	Fed	will	tighten	more	quickly	on	

expectations	that	a	looser	fiscal	stance	will	spark	too	much	inflation.	However	Fed	Chair	Yellen	is	cautious	and,	at	

least	until	her	term	ends	in	2018,	we	expect	the	Fed	to	tread	carefully	waiting	for	greater	clarity	on	how	much	

stimulus	Mr	Trump	enacts.	We	expect	that	Dr	Yellen	will	be	replaced	with	a	Trump	pick	once	her	term	ends	in	

February	2018,	but	it	may	not	be	a	radically	more	hawkish	candidate,	given	the	President-Elect’s	growth	

ambitions.		

		

	

	

Near	term,	it	seems	likely	that	the	Fed	funds	target	rate	will	be	raised	from	0.25-	0.50%	to	0.50%-0.75%	on	14	Dec.	

We	expect	this	to	help	the	dollar	hold	its	recent	strength	at	end-2016.	However,	with	more	Fed	tightening	‘priced-

in’	through	2017	we	expect	that	the	year	ahead	could	bring	something	of	a	retracement	in	the	dollar,	particularly	

as	the	ECB	talks	more	about	bringing	its	QE	purchases	to	a	halt.	Hence	our	forecast	is	for	the	Euro	stand	at	$1.14	



against	the	USD	at	end-2017.	However	we	caution	that	any	visible	steps	by	Mr	Trump	that	ignite	fears	of	a	tariff	

war,	could	spark	greater	dollar	strength	as	investors	seek	safe	haven	cover.	

	

Eurozone	
	

2017	is	set	to	be	a	critical	year	for	politics	in	the	Euro	area	with	a	long	string	of	elections	scheduled,	possibly	

including	an	election	in	Italy	after	the	‘no’	vote	in	the	constitutional	reform	referendum.	The	obvious	context	is	the	

rise	of	anti-establishment	parties	and	the	threat	to	‘risk	on’	markets.	But	we	are	tempted	to	question	this	given	

economic	or	market	reactions	to	‘protest’	results	such	as	the	UK’s	EU	referendum,	Donald	Trump’s	victory	and	the	

Italian	‘no’	vote.	One	lesson	may	be	that	markets	are	resilient	to	such	outturns,	perhaps	as	they	are	sceptical	over	

how	much	policy	will	change	for	the	worse.	And	when	there	is	a	‘negative’	reaction	it	can	be	restricted	to	certain	

markets.	That	said,	a	government	threatening	to	leave	the	euro	might	face	a	different	reaction.		

		

	

	

Ten	years	ago,	several	of	these	‘protest’	parties	did	not	exist,	including	Spain’s	Podemos,	Italy’s	5	Star	and	

Germany’s	AfD.	And	whilst	‘protest’	parties	are	evident	in	a	number	of	geographies,	not	all	represent	the	same	

ideology;	it	is	those	that	pursue	an	active	desire	for	euro	or	EU	membership	referenda	which	are	of	most	concern.	



In	particular,	the	5	Star	in	Italy	and	Geert	Wilders’	Freedom	Party	in	the	Netherlands	are	two	such	worries,	with	

both	polling	strongly.	However	it	should	be	noted	that	even	if	5	Star	were	to	gain	power,	constitutionally	a	euro	

referendum	might	be	difficult	to	achieve,	and	a	majority	remains	in	favour	of	euro	membership.	Meanwhile	an	EU	

referendum	in	the	Netherlands	is	also	seen	as	facing	notable	legal	issues.	

		

	

	

There	are	many	diagrams	depicting	the	extent	to	which	markets	have	persistently	overestimated	central	bank	

interest	rates	and	bond	yields.	So	when	we	restate	our	Euro	area	growth	forecast	of	1.8%	this	year,	after	1.7%	last,	

it	might	be	met	with	relative	disdain.	But	consensus	forecasts	have	not	proved	overoptimistic	in	recent	years.	As	

Chart	15	shows,	GDP	growth	in	2014	and	2015	overshot	expectations	at	the	start	of	the	year,	with	forecasts	for	

2016	seemingly	spot	on.	Stronger	world	growth	should	be	one	driver	(though	as	we	note,	not	really	due	to	US	

fiscal	reflation),	with	the	competitive	level	of	the	euro	and	positive	credit	dynamics	helping.		

		

	

	

The	spectre	of	deflation,	which	hung	over	the	eurozone	at	the	start	of	2016	looks	set	to	fade	further	over	2017.	

HICP	inflation	should	trend	back	above	1%,	due	to	the	fading	effects	of	past	energy	price	falls.	Meanwhile	a	key	

focus	for	the	ECB	will	be	the	progress	of	core	inflation	towards	2%.	On	this	front,	a	firming	in	employee	



compensation	thanks	to	falling	unemployment	and	a	closing	output	gap	generally,	should	be	supportive.	The	ECB’s	

own	forecasts	envisage	pay	growth	strengthening	to	1.7%	in	2017	and	2.1%	2018.	The	European	Commission	

forecasts	a	closing	in	the	output	gap	to	-	0.2%	in	2018,	from	the	current	estimate	of	minus	1.0%.			

	

	

In	the	short-term	however,	ECB	policy	is	set	to	remain	highly	accommodative.	December’s	Governing	Council	

meeting	saw	the	ECB	extend	asset	purchases	for	another	9	months	beyond	the	current	end	date	of	March	2017,	

although	this	is	at	a	reduced	pace	of	€60bn.	This,	as	President	Draghi	stressed,	is	not	a	taper.	Our	expectation	is	

that	a	formal	tapering	of	asset	purchases	will	be	an	issue	that	becomes	significant	for	markets	towards	the	end	of	

2017.	We	anticipate	that	the	pace	of	purchases	would	be	wound	down	over	the	first	half	of	2018	with	the	ECB	not	

raising	rates	(deposit	rate)	until	a	year	later	in	June	2019.		

		

	

	

ECB	policy	will	be	a	key	driver	in	a	euro	appreciation	this	year,	overshadowing	any	short	term	political	bouts	of	

volatility.	Whilst	the	re-pricing	of	Fed	policy	has	supported	the	USD,	we	suspect	that	an	end	to	ECB	QE	will	see	a	

similar	euro	revaluation	pushing	€:$	to	$1.14	by	end-	17.	The	expectation	of	the	ECB	halting	QE	purchases	and	the	

prospect	of	ECB	rates	moving	higher	at	some	point,	might	have	a	similar	effect	to	when	the	Fed	started	winding	

down	QE	purchases.	Between	the	Fed	taper	announcement	in	Dec-13	and	the	halting	of	purchases	in	Oct-14,	the	



USD	strengthened	13%	against	the	euro,	with	the	introduction	of	a	negative	ECB	deposit	rate	a	further	drag	on	the	

euro.	Our	$1.14	target	would	imply	a	rise	of	half	this	magnitude.		

	

United	Kingdom	
	

2017	is	likely	to	mark	the	start	of	two	difficult	years	(plus)	of	negotiations	over	the	UK’s	Brexit	arrangements.	

Current	plans	see	‘Article	50’	being	triggered	in	March	2017.	But	this	timing	of	formal	Brexit	talks	could	slip	if	legal	

proceedings	currently	underway	rule	that	Parliament	needs	to	be	given	a	vote.	The	British	government	would	

clearly	like	to	have	its	cake	and	eat	it,	seeking	to	maintain	as	much	access	to	the	single	market	as	possible	whilst	

also	seeking	to	limit	migration	markedly.	But,	consistent	with	the	mood	of	their	electorates	(Chart	19)	EU	officials	

have	been	clear	that	the	UK	cannot	end	up	with	better	terms	than	existing	members,	for	fear	it	might	trigger	more	

exit	momentum.			

	

	

While	migration	limits	are	a	government	priority,	UK	public	opinion,	faced	with	the	migration/trade	dilemma,	

might	be	more	nuanced	than	the	headlines	suggest.	Chart	20	shows	that	about	one	half	of	UK	voters	would	allow	

‘free	movement’	in	return	for	‘free	trade’	(of	course	the	definitions	are	open	to	interpretation).	Interestingly,	this	

broadly	reflects	the	result	of	the	EU	vote	itself.	The	Cabinet	appears	to	be	divided	over	this	too,	not	helping	the	



government	develop	a	clear	negotiating	plan.	Our	hope	is	that	an	optimal	point	along	this	trade-off	can	be	reached	

this	year.	Recently,	talk	has	been	over	the	UK	entering	a	transitional	arrangement	when	the	negotiating	period	

ends	in	spring	2019.		

		

	

	

Transitional	arrangements	might	include	the	government	paying	into	the	EU	budget	after	2019	to	maintain	trade	

access	whilst	new	trade	deals	are	struck.	This	possibility	has	sparked	something	of	a	recovery	in	the	pound	which	is	

now	6%	above	October	lows,	in	trade-weighted	terms.	Our	expectation	is	that	with	UK	Bank	rate	steady	through	

2017	(see	below)	and	Fed	rate	moves	‘priced-in’,	we	see	sterling	climbing	a	little	above	its	extremely	undervalued	

level	(Chart	21);	we	forecast	$1.35	versus	the	USD	end-2017.	We	note	that	sterling	gains	will	drag	on	UK	

corporates’	dollar	denominated	earnings.	So	the	sterling	related	fillip	to	the	FTSE	100	seen	since	the	Brexit	vote	

might	start	to	unwind.			

	

	

The	economy	has	held	up	remarkably	well	since	the	Brexit	vote.	Higher	uncertainty	has	not	led	businesses	to	slash	

investment	and	hiring.	With	Q4	data	to	be	published,	we	see	2016	GDP	growth	of	2.0%,	close	to	last	year’s	2.2%.	

But	challenges	lie	ahead.	For	one,	we	do	still	expect	corporate	spending	to	be	soft	this	year,	given	continued	

Brexit-related	uncertainty.	And	although	the	weaker	pound	should	provide	a	fillip	to	exporters,	we	think	it	will	also	



drive	CPI	inflation	to	3%-plus	by	the	end	of	this	year.	Although	we	see	nominal	wage	growth	rising	a	little	this	year	

(Chart	22)	higher	inflation	will	squeeze	real	household	incomes	and	spending.	So	we	think	that	growth	will	slow	(to	

1.4%)	this	year.		

		

	

	

With	the	UK	only	set	for	a	moderate	slowing,	the	new	Chancellor	has	seen	little	need	to	loosen	fiscal	policy	

dramatically.	While	Philip	Hammond	has	ditched	George	Osborne’s	plan	to	close	the	budget	deficit	by	the	end	of	

the	decade,	consolidation	is	set	to	continue	–	the	OBR	expects	government	spending	to	fall	from	22%	to	20%	of	

GDP	between	now	and	2022.	But	the	tone	of	debate	has	changed	a	little.	‘Word	clouds’	comparing	Mr	Osborne’s	

2010	Autumn	Statement	with	Mr	Hammond’s	2016	speech	show	fewer	mentions	of	"responsibility"	and	"balanced	

budgets"	and	more	nods	to	"investment"	and	"infrastructure".			

	

	

Faced	with	an	economic	outlook	outlined	above,	the	Bank	of	England	faces	a	dilemma.	The	3%-plus	inflation	rate	

we	are	forecasting	this	year	is	well	above	the	MPC’s	2%	target.	But	with	the	economy	set	to	slow	(albeit	modestly)	

our	view	is	that	the	unemployment	rate	will	begin	to	edge	upwards	(Chart	24).	But	the	currency	effect	on	inflation	

should	drop	out	over	the	following	two	years.	Mindful	of	this,	and	aiming	to	guard	against	sharper	rises	in	



unemployment,	we	see	the	MPC	standing	pat	on	policy	for	the	whole	of	this	year,	with	Bank	rate	at	0.25%.	The	risk	

of	the	wage-price	spiral	necessitating	sharp	rises	in	Bank	rate	is	a	low	one.		

		

	
	


