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Nothing is changing 
When the Global Financial Crisis (GFC) spread across the world 
through 2007-2008, the economic impact was deep and 
significant, leading to recession in many of the world’s major 
economies. This recession was then followed by a solid recovery 
in 2010 (see Chart 1), as both fiscal and monetary policy action 
was taken to restore growth.

However, as also demonstrated in Chart 1, since 2012 global 
economic growth has been stuck at around 3% pa each year. 
2016 and 2017 look like they will see growth very close to 
this level, despite the extraordinary amount of policy easing 
currently in the global economy.

In many ways, the current economic environment is nothing 
new. The world seems trapped in a low growth; low  
inflation; low interest rates environment. We expect this 
situation to persist.

The Economic Landscape

Carlos Cacho 
Analyst, Economic and Market Research
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Chart 1: Global economic growth 2007-2017
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Source: IMF data as at October 2016.

 

One important feature of the world economy that is worth 
remembering is that although 3% pa global economic growth is 
well below the pre-GFC trend (which was a little over 4%), it is far 
from a disaster. Indeed, as shown in Chart 2, 3% pa global gross 
domestic product (GDP) growth is evidently enough to support 
the labour market, with the unemployment rate trending down 
in all major economies. Importantly, this improvement in the 
labour market is not associated with rising wages pressure. 

Chart 2: Major economy unemployment rates
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Source: Bloomberg. Data to 12 October 2016.

 

Low inflation almost everywhere
One of the major features of the post-GFC world is the fact 
that inflation is low almost everywhere. In our view, there are 
a number of reasons for this global low inflation environment; 
some cyclical and some structural.

In cyclical terms, inflation is being held down by the modest 
level of global economic growth as well as the low level of 
wages growth, which is partly a result of the large increase in 
the global supply of labour coming from countries such as China 
and India. Lower commodity prices, especially oil, have also had 
a noticeable impact on inflation and inflation expectations.

These cyclical developments have been aided by  
two major structural trends; demographics and technology.  
It is our view that demographics are playing a key role in 
subduing inflation, where aging populations in some of 
the world’s major economies, especially Japan, are putting 
downward pressure on prices. 

Technology has played a crucial role. With the rise of online 
shopping and the availability of an ‘app’ for everything, 
technology has enabled the supplier of any good or service to 
get much closer to the buyer, thereby removing many layers  
of ‘middle-men’ and significantly lowering costs and prices. 

Chart 3: Inflation is low almost everywhere
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Monetary policy
The low inflation environment is critical to the outlook for 
financial markets, as it is having a significant impact on global 
monetary policy. As is well known, most major central banks 
target inflation at 2% ie. US Federal Reserve (Fed), Bank of 
England (BoE), European Central Bank (ECB), Bank of Japan (BoJ)
and the Bank of Canada (BoC). The Reserve Bank of Australia 
(RBA) and the Reserve Bank of New Zealand (RBNZ) have more 
flexible arrangements, targeting 2-3% and 1-3% respectively.  
For much of the time, these central banks have worked with  
a 2% inflation target, the primary goal was to get inflation down 
to 2%. Now the challenge is to get inflation up to 2%.

This desire to increase inflation to the 2% target has led  
to the implementation of extraordinary monetary policy 
measures across most of the world’s major economies. 
Quantitative easing ie. central bank balance sheet expansion by 
asset purchase programs, has become common-place in the US, 
UK, Europe and Japan. 

Official interest rates have been cut dramatically across nearly 
all major central banks, while six central banks currently have 
their official interest rate set in negative territory ie. in Europe, 
Japan, Denmark, Switzerland, Sweden and Hungary. For further 
details on the impact of negative interest rates, please see our 
report published in July 2016, Negative Rates: Are there any 
positives?

Chart 4: Major central bank policy rates
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Chart 5: Six central banks have gone negative

2006 2008 2010 2012 2014 2016

%

— Danmark NationalBank    — European Central Bank
— Bank of Japan    — Swiss National Bank

— Swedish Riksbank    — Hungarian National Bank

-2

0

2

4

6

8

10

12

Source: Bloomberg. Data as at 12 October 2016.

Negative interest rates
It is also interesting to note the impact of negative interest  
rates in places where they have been implemented.

One initial response of negative interest rates was an increase  
in the cost of funding for many banks around the world,  
with considerable uncertainty over what impact negative 
interest rates would have on the profitability of many  
banking models. This was especially the case in Japan  
and the European Union (EU).

In addition, negative official interest rates have had a significant 
impact on global bond markets. As shown in Chart 6, over  
the past year or so, there has been a surge higher in the share  
of the world’s sovereign bond markets that are trading with  
a negative yield. 

Bonds with negative yields now represent around 30% of the 
World Government Bond Index – which is over $US10 trillion 
worth of sovereign bonds – with most of these in Japan or the EU.

http://www.cfsgam.com.au/au/insto/Insights/Negative_Rates__Are_there_any_positives_/
http://www.cfsgam.com.au/au/insto/Insights/Negative_Rates__Are_there_any_positives_/
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Chart 6: Share of WGBI in negative yield
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Source: Citigroup as at July 2016.

It is also interesting to observe human behaviour due to the 
effects of negative interest rates. Over the past year, the value 
of high-denomination bank notes in circulation in the EU, 
Switzerland and Japan has increased sharply. Data from Japan 
also shows a surge in the number of household safes being  
sold in order for individuals to keep high denomination notes  
at home and consequently earn a return greater than negative, 
ie. zero.

The ‘new normal’
In this environment of very low and negative interest rates, 
there is a lot of talk of the ‘new normal’. One way to represent 
this view is through Charts 7 and 8. From 1992 to 2008, the 
US economy averaged nominal economic growth each year of 
approximately 5.75% pa (split between real growth of around  
3% and inflation of approximately 2.75%). Ten year bond yields 
averaged a little below this rate at approximately 5.35%, while 
the Fed Funds rate averaged just under 4%.

Chart 7: The ‘new normal’
US 1992-2008
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Source: Bloomberg. Data as at 30 September 2016.

Since the GFC, however, this situation has changed significantly. 
Nominal economic growth in the US has averaged closer to just 
2.8% pa (split between real growth of 1.5% and inflation a little 
lower than 1.4%). Ten year bond yields have average just under 
2.5%, while the Fed Funds rate has barely been above zero.

Chart 8: The ‘new normal’
US 2009 – present
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To our mind, the ‘new normal’ represents the fact that whatever 
the given level of economic growth, the inflation rate and 
interest rates, and therefore the return on investments 
associated with that economic growth, is now likely to be  
much lower than in the past.

Another way to put this is that the ‘new normal’ is not a period 
of below-potential economic growth, but that potential growth 
itself has declined.

This is the defining issue for the post-GFC world and does  
not look like changing anytime soon.

We remain in a low growth, low inflation, low interest rate  
global environment.

Everything is changing

One area that is subject to constant change however,  
is global politics.

As we have written about previously (see First Insights, July 
2016), there is a strong anti-globalisation trend underway in  
the political landscape of many countries. This is clearly 
demonstrated in the run-up to the US Presidential election  
and the ‘Brexit’ result in the UK Referendum, but also evident  
in recent elections in Europe and Australia.

While there are some justifiable concerns that the benefits 
of globalisation have not been evenly shared across nations 
and within nations, the political promise to either ‘solve’ these 
concerns or somehow turn-back time on globalisation carries 
with it great risks.

http://www.cfsgam.com.au/au/insto/Insights/First_Insights_quarterly_update_-_July_2016/
http://www.cfsgam.com.au/au/insto/Insights/First_Insights_quarterly_update_-_July_2016/
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In our view, any implementation of anti-globalisation policies 
could lead to:

−− Less global trade – which would be bad for global growth.

−− Less immigration – which would be bad for the demographics 
of many countries.

−− Governments are likely to become more interventionist  
and short-term in nature.

−− Government resources could then be ‘wasted’ on less 
productive spending and attempts to ‘protect’ some 
economic sectors, rather than encourage the development  
of new sectors.

−− Larger budget deficits and more government debt could result.

−− Productivity enhancing micro-economic reform is less likely  
to be undertaken.

−− This could further reinforce the recent trend towards more  
of the heavy lifting to create economic growth being put  
on central banks.

−− This could exacerbate the trend to lower interest rates.

−− This could also create increased volatility in global FX markets 
as countries try and ‘borrow’ economic growth from others, 
rather than create more economic growth.

Upside risks
One potential source of upside risk for the global economy  
and markets could be developments in fiscal policy. We are  
now seeing the beginnings of a debate that suggests, 
with monetary policy potentially reaching the limits of its 
effectiveness, fiscal policy should play a greater role in helping 
to create economic growth.

With interest rates and government bond yields near historically 
low levels, the idea would be for governments to borrow and 
invest in productivity-enhancing assets, especially infrastructure. 
We have already seen this type of policy implemented in 
Japan and Canada, while the new UK Prime Minister and both 
Presidential candidates in the US have talked about using 
such policy and/or increasing infrastructure spending. Some 
jurisdictions in Australia have also been increasing infrastructure 
spending and this proved to be a solid source of support for  
the economy in the recent Q2 16 National Accounts.

As illustrated in Chart 9, after a number of years of a declining 
trend in government capital spending, plenty of upside remains.

Chart 9: Government fixed capital spending – % of GDP
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Source: CBA as at February 2016.

Conclusion: Implications of low nominal GDP
It would appear that not much is likely to change in the 
economic outlook for the remainder of 2016 and into 2017. 
Over the year ahead, we are expecting the situation of low 
economic growth, low inflation, and low interest to persist.

This in turn is expected to keep the pressure on central banks 
to maintain, or even increase, the amount of monetary policy 
easing applied to support growth. The US Fed is expected to 
raise interest rates only very gradually, including a rate hike in 
December 2016 and two more in each of 2017, 2018 and 2019 
to reach a peak of around 2%.

Both the ECB and BoJ are predicted to retain their extraordinary 
easy monetary policy conditions for some time to come.

Both the RBA and RBNZ are expected to ease monetary  
policy further.

Upside risks to growth could come from a greater focus on  
fiscal policy, with governments using the historic low level 
of interest rates and bond yields to borrow and invest in 
productivity-enhancing infrastructure.

A source of risk, however, is the concerning anti-globalisation 
trend now evident in the politics of many countries and the 
temptation for governments to ‘intervene’ or attempt to turn 
back the clock. Such policies are more likely to slow global 
growth and potentially harm those that they proclaim  
to support.
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Disclaimer

This document is directed at persons of a professional, sophisticated, institutional or wholesale nature and not the retail market.

This document has been prepared for general information purposes only and is intended to provide a summary of the subject matter covered. It does not 
purport to be comprehensive or to give advice. The views expressed are the views of the writer at the time of issue and may change over time. This is not an offer 
document, and does not constitute an offer, invitation, investment recommendation or inducement to distribute or purchase securities, shares, units or other 
interests or to enter into an investment agreement. No person should rely on the content and/or act on the basis of any matter contained in this document.

This document is confidential and must not be copied, reproduced, circulated or transmitted, in whole or in part, and in any form or by any means without our 
prior written consent. The information contained within this document has been obtained from sources that we believe to be reliable and accurate at the time of 
issue but no representation or warranty, express or implied, is made as to the fairness, accuracy or completeness of the information. We do not accept any liability 
for any loss arising whether directly or indirectly from any use of this document.

References to “we” or “us” are references to Colonial First State Global Asset Management (CFSGAM) which is the consolidated asset management division of the 
Commonwealth Bank of Australia ABN 48 123 123 124. CFSGAM includes a number of entities in different jurisdictions, operating in Australia as CFSGAM and as 
First State Investments (FSI) elsewhere.

Past performance is not a reliable indicator of future performance.

Reference to specific securities (if any) is included for the purpose of illustration only and should not be construed as a recommendation to buy or sell. Reference 
to the names of any company is merely to explain the investment strategy and should not be construed as investment advice or a recommendation to invest in 
any of those companies.

Hong Kong and Singapore

In Hong Kong, this document is issued by First State Investments (Hong Kong) Limited and has not been reviewed by the Securities & Futures Commission in Hong 
Kong. In Singapore, this document is issued by First State Investments (Singapore) whose company registration number is 196900420D. First State Investments 
and First State Stewart Asia are business names of First State Investments (Hong Kong) Limited. First State Investments (registration number 53236800B) and First 
State Stewart Asia (registration number 53314080C) are business divisions of First State Investments (Singapore).

Australia

In Australia, this document is issued by Colonial First State Asset Management (Australia) Limited AFSL 289017 ABN 89 114 194311.

United Kingdom and European Economic Area (“EEA”)

In the United Kingdom, this document is issued by First State Investments (UK) Limited which is authorised and regulated in the UK by the Financial Conduct 
Authority (registration number 143359). Registered office: Finsbury Circus House, 15 Finsbury Circus, London, EC2M 7EB, number 2294743.

Outside the UK within the EEA, this document is issued by First State Investments International Limited which is authorised and regulated in the UK by the Financial 
Conduct Authority (registration number 122512). Registered office 23 St. Andrew Square, Edinburgh, Midlothian EH2 1BB number SC079063.

Middle East

In certain jurisdictions the distribution of this material may be restricted. The recipient is required to inform themselves about any such restrictions and observe 
them. By having requested this document and by not deleting this email and attachment, you warrant and represent that you qualify under any applicable 
financial promotion rules that may be applicable to you to receive and consider this document, failing which you should return and delete this e-mail and all 
attachments pertaining thereto.

In the Middle East, this material is communicated by First State Investments International Limited which is regulated in Dubai by the DFSA as a Representative Office.

Kuwait

If in doubt, you are recommended to consult a party licensed by the Capital Markets Authority (“CMA”) pursuant to Law No. 7/2010 and the Executive Regulations 
to give you the appropriate advice. Neither this document nor any of the information contained herein is intended to and shall not lead to the conclusion of any 
contract whatsoever within Kuwait.

UAE – Dubai International Financial Centre (DIFC)

Within the DIFC this material is directed solely at Professional Clients as defined by the DFSA’s COB Rulebook.

UAE (ex-DIFC)

By having requested this document and / or by not deleting this email and attachment, you warrant and represent that you qualify under the exemptions 
contained in Article 2 of the Emirates Securities and Commodities Authority Board Resolution No 37 of 2012, as amended by decision No 13 of 2012 (the “Mutual 
Fund Regulations”). By receiving this material you acknowledge and confirm that you fall within one or more of the exemptions contained in Article 2 of the 
Mutual Fund Regulations.
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