Report from the Hague on the Consequences of the US Federal Reserves Market Manipulation

The Chart of the Week shows 10-year government bond yields of Spain, Italy and the Netherlands. Global debt levels have risen to levels that are only sustainable if interest rates remain low, suggesting that real economic growth has to remain low indefinitely as higher growth would most likely coincide with higher interest rates. Last week also visualised our argument that central banks cannot control everything. After all, the ECB would have to purchase all eurozone countries' government bonds to reduce bond yields, which would come at a cost (e.g. most likely a sharp depreciation of the euro). Accordingly, financial market participants' hope that central banks will be the 'saver of last resort' may vanish soon if bond yields keep trending higher.

United States

· It was all about the Federal Reserve and Bernanke last week. It was a disappointment for financial markets that Bernanke signalled a willingness to taper in case economic data continued to improve the coming months. Equity markets declined and interest rates rose quite sharply after the FOMC statement and Bernanke's press conference, and clearly not only in the US. The Fed's FOMC unemployment rate projections even suggested that interest rates could be raised late-2014 or early-2015.

· However, the Fed's Chairman suggested that these 'targets' are flexible and could be adjusted going forward, while saying that higher policy rates are nowhere near. Indeed, interest rate hikes in 2014/2015 are far from certain and even though we still believe that the Fed could start to taper QE in September (last week's meeting increased probabilities for that to happen), we are also less sure about the end of QE around mid-2014, as Bernanke suggested last week.

· Financial markets will likely be hypersensitive to words from the Fed's central bankers and incoming macroeconomic data the coming months. Volatility guaranteed!

· The Fed's message was also bad news for Emerging Markets. These markets were already under pressure and last week's developments increased pressures: currencies plunged (e.g. the Indian Rupee and the Philippine peso), stocks declined and several EM countries scaled back or even cancelled bond sales as borrowing costs jumped.

· Additionally, China is getting increasing attention due to concerns about slower economic growth. The manufacturing PMI was below the 50 level for a second consecutive month in June, suggesting that activity in the manufacturing sector contracts, while money-market rates surged to record high levels. Indeed, the intra-day rate of the one-day rate even surged temporarily to 30% that day! A day later, pressures eased after the People's Bank of China was said to have injected funds into a number of banks, but interbank rates remained at relatively elevated levels. A deleveraging process is probably the best case scenario if tight liquidity conditions remain.

· In the past we more than once showed the exorbitant Chinese M2 growth to demonstrate that money growth has been excessive, while we also highlighted that even Chinese general government debt has probably risen to high levels. Slowing economic growth will accelerate China's debt problems in the private sector, but also of the (local) governments. So, is the credit bubble in China breaking? At least some cracks have appeared, suggesting that economic growth will slow further on the back of a deleveraging process at best. However, we wouldn't be surprised when the economic correction turns out to be more stringent. 

Eurozone

· A lot has been said about the eurozone's problems and we don't foresee the negative news flows to end soon. We are also still bearish on economic growth prospects and see more trouble ahead, including debt write-downs. However, there are some glimmers of hope, for example that governments have been given more time to repair their weaknesses as borrowing costs are lowered thanks to the ECB.

· Unfortunately, last week showed that conditions can quickly change as interest rates jumped after the Feds FOMC meeting. Whereas some governments might have thought that the ECB, or central banks in general, wouldn't risk an escalation of the sovereign debt crisis, they may not have taken into account that a central bank cannot prevent all crises, including a sovereign debt crisis.

· Moreover, central bank actions and the extension of deficit targets by the EU may have mitigated political risks somewhat as it reduced financial market pressures and gave voters at least the impression that their countries' government had still some control. However, this doesn't mean that political risks have been evaporated. From that perspective, developments in Greece remain on our radar screens.

· We can't help thinking that the Greek crisis will flare up again in the second half of the year, for example as discussions about new austerity measures loom. We are certainly not in the camp that thinks that a euro exit is impossible and we therefore also think that an increase in political risk in Greece could easily backfire on the rest of the eurozone.   

· Back to the glimmers of hope, the eurozone PMI composite index improved to 48.9 in June from 47.7 in May. Nevertheless, we don't want to run ahead of ourselves knowing that the index is still below the 'neutral' 50 level, suggesting a quarterly GDP contraction of about 0.2%.

United Kingdom

· Macroeconomic data confirmed our expectations for only modest economic growth this year. Retail sales volumes were boosted by food sales after a sharp fall in April and surged 2.1% in May, which indicated that the growth trend of retail sales remains modestly positive. In fact, we continue to see downside risks.

· One of the main reasons for this expectation (actually over the past years) continues to be that inflation weakens the purchasing power of consumers. Inflation likely continues to outpace earnings growth and we are therefore concerned that this was not the last month for consumers in which they face negative earnings growth in real terms.

Additionally, inflation developments may keep a majority within the BoE's MPC cautious with introducing new monetary policy measures. For the short-term we don't expect an increase in the size of the asset purchase facility given the modest pick-up in economic growth and elevated inflation rates, but expectations about additional policy measures seemed to be quite high with Carney as new BoE Governor. The BoE's new 'chief' may therefore have a tendency to give a gesture to financial markets, for example by giving some verbal easing.
