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28 September 2021

Global Economic Overview

Priming the pump for monetary tightening

Global

The direction of travel of global GDP prospects has been disappointing recently, as
a variety of factors such as flooding, Covid (still) and shortages of resources and
labour have hit production. While booster jabs should help to limit the scale of any
further Coronavirus outbreaks as they have in Israel, the other factors seem set to
have a more material impact. Overall w e have dow ngraded our global GDP forecast
for this year to 5.7% (from 5.9%). Next year’s projection remains at 4.7%. But we
judge the risks to lie to the dow nside, especially in China w hichis facing a degree
of electricity rationing and at least some ‘restructuring’ of troubled property company
Evergrande, w hose effects may spill over into the wider economy.

United States

Hevated inflation and an ongoing recovery in the labour market have prompted the
FOMC to consider w hether the current level of monetary support is still appropriate.
At the September meeting Fed Chair Powell provided some heavy hints that we
may see a tapering announcement at the November meeting, with QE purchases
ceasing in mid-2022. How ever, there are still some key factors that could hold back
the US outlook. In particular, growthis likely to have slowedin Q3 as the spread of
the Delta variant over the summer months, and the impact of Hurricane Ida,
w eighed on activity. Meanw hile supply chain disruptions and labour shortages are
set to remain a concern for the rest of the year. Reflecting on this, we have
dow ngraded our US GDP forecastto 6.0% for 2021 and 4.0% for 2022 (from 6.2%
and 4.3%, respectively).

Eurozone

The Euro area economy appears to have put in a strong Q3 GDP performance,
despite the moderation of some recent indicators, leaving it on track to erase the
pandemic-triggered drop by the end of the year. This looks to be one yardstick by
w hichthe ECB will judge w hether the crisis phase of the pandemic is over and feed
into policy considerations looking forw ard. December certainly looks set to be an
important meeting following the moderation of purchases under PEPP in
September. The end of PEPP as well as the future of TLTRO-Ill look to be key
issues. Meanw hile in the political sphere the search fora new German government
will be a key focus follow ing inconclusive election results. In terms of our forecasts
w e have made only slight changes to GDP w ith 2021 grow th standing at 5.4% and
2022 at 4.7%. Meanw hile w e have nudged our end-21 €:$ forecast dow nto $1.20.

United Kingdom

Activity data have softened to a greater extent at the start of Q3 than we had
expected. Arithmetically, this willresult in w eaker full-year GDP grow th for 2021 and
2022. But as fast’ indicators hint at a strengthening in momentum more recently,
the cuts to our forecasts are not large. We now look for 6.2% and 4.8%, respectively.
The main concern though is inflation. In the context of tight labour markets and
surging gas prices, which are pressuring utility costs too, we have raised our
inflation forecasts for this year and next, to 2.4% and 3.0%. The Bank of England,
too, appears concerned that price pressures could persist without it taking action
soon. We now expect a first rate hike of 15bp at the February 2022 meeting, and
have also pushed forw ard the timing of the next (25bp) rate rise from November to
August. But uncertainty remains about how resilient unemployment will be to the
end of furlough.
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Global

The direction of fravel of global economic
news has been disappointing recently.
This is illustrated by the Cifi Economic
Surprise index whose readings for the
global economy and major frading blocs
are currenty in negative territory. Delta
variant issues seem to have eased in
many jurisdictions, only to be supplanted
by shortages of raw materials, labour and
components. The situation though hasits
nuances. In the US, some surveys have
rebounded and housing market activity
indicators have frmed. Meanwhile some
reports suggest that the dearth of
semiconductors is easing. Bear in mind
too the index measures expectations, not
absolute rates of activity. Still ‘hard'...

... data on Chinese economic conditions
have weakened t0oo. Annual industrial
production growth now stands at 5.3%,
with retail sales rising by just2.5% . Some
of the dip reflects transitory effects from
fooding and Delta-related shutdowns.
Monthly NBS data also suggest a large
negatve base efiect in September’s
numbers (Chart2), but power shortages
will also weigh on growth. Beijing has
hinted at another cut in banks’ RRR*. But
the authorities’ full response will depend
on the extentof action taken to resolve the
situation surrounding froubled properly
developer Evergrande. We cut our 2021
GDP forecastto 8.1% last month and for
now maintain this, while acknowledging
the various downside risks.

The world Covid vaccination rate now
stands at46% , with the UAE and Portugal
at90% or so. By contrast, rates in parts of
Africa are below 10%. Developed
countries have pledged to distribute some
of their vaccine stockpiles to emerging
economies, though many are startng or
planning booster (31 jab) programmes.
Israel, the first country to immunise its
population, suffered a significant upturn in
infecions which seems to have been
capped by booster jabs (Chart 3). Note
though that Israel distributed its 2
vaccines relatively quickly, within one
month of the 1st. Evidence now shows a
3-month gap provides befier immunity,
suggesting that an Israeli-type upturn in
Covid casesis less likely elsewhere.
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Chart 1: The Citi economic surprise indices are now in negative territory
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Chart 2: Month-on-month numbers show slower growthin Chinese activity
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Chart 3: Booster jabs are helping to suppress the next Covid wave in Israel
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Continued supply shortages are a
mounting concern. Initially issues centred
on demand and supply mismatches,
coinciding with  the reopening of
economies. However a mulftude of
additonal factors have now come into
play. Covid is sfil rearingits head. For
example, China shut down the world’s 3
busiest port, Ningbo, for two weeks due b
a single Delta variant case. Commodity
specific shortages, such as natural gas
and aluminium, are also causing
problems. Puting this into context, a
recent ECB study suggested that global
goods exports are 2.3% loweras a result
Meanwhile various labour shortages are
resuling in domestic disruptions — in the
UK, a lack of HGV drivers is resfricting
fuel supplies and threatening Christmas
deliveries. These situations could drag...

...on into the New Year, adding a furher
squeeze to growth momentum. Certainly
we acknowledge this as a risk, but our
broad assumption continues to be that
much of the moderation is a natural
adjustment following the sharp rebound
after social restricions were loosened. A
point worth making is that whilst activity is
slowing, it remains at a pace which
exceeds trend, as evidenced by the
OECD’s Composite Leading Indicator
(Chartb). Overall our forecasts for global
GDP growth for 2021 and 2022 remain
firm in absolute terms, at5.7% and 4.7%.
However 2021 does see a downgrade
from 5.9% notleastdue to revisions to the
outiook for the US. 2022 is unchanged.

Climate change remains a live topic,
especially ahead of COP26. Reports from
bodies such as the WEF suggest global
GDP growth will take a hit without urgent
action. Consistent with this, the BoE and
the ECB are conducting sfress tests for
banks based on climate change
scenarios. The BoE’s no additional action
on climate change scenario assumes that
GDP will be 13% lower* by 2050. The
scenario sees surging fossil fuel prices,
while increased humidity and temperature
reduce productvity and, ulimately, the
global economy’s growth potential. A late
action (10 yearsfromnow) scenario sees
a sharp fall in output, which party
recovers in tme. The early acton
scenario, however, sees depressed
growth initially butan eventualincrease in
eficiency and productvity.
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Chart4: Shortages are leadingto lengthening delivery times (PMI suppliers’ delivery time index)
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Chart5: OECD Composite Leading Indicator continues to show growth above trend
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Chart 6: BoE estimates suggest a lack of climate action would be detrimental for global output
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United States

The US economy has experienced a rapd
recovery from the pandemic, with GDP
refurningto pre-pandemiclevels in Q2 of
this year. Although the economic outiook
remains positve, there are headwinds
that could drag on growth, such as
ongoing supply chain disruptions and
labour shortages. Moreover, temporary
factors, such as the spread of the Delta
variantacross the US, which resulted in
new cases peaking in early September at
200k, as well as the fallout from Hurricane
Ida, are set to weigh on actvity in Q3.
Accordingly, in this forecast round we
have downgraded our 2021 US forecast
t0 6.0% in 2021 and 4.0% in 2022 (from
6.2% and 4.3%, respectvely).

On such labour shortages, unfiled
vacancies continue to hover at record
highs, holding back several measures of
actvity, such as the PMIs. Difficulties in
hiring would typically suggest labour
market fighness, yet non-farm payrolls
have stll not fully recouped losses,
remaining below both pre-pandenic
levels and below what we would
reasonably expectpayrolls to be, had the
pandemic not existed (Chart 8). This
could be due to a variety of reasons,
including a skills mismatch in vacancies,
as wellas the stubbornly low participation
rate — there were over 3 milion fewer
labour market participants in July relative
to February 2020.

Augusts headline CPI rate edged back to
5.3% from 5.4%, helped by a 15%
decline on the month in second-hand car
prices, the first fall for six months. The 3-
month annualised rate (Chart9) suggests
some moderation in recent price
pressures, though the volatility of car (and
energy) prices makes it dificult to draw
firm conclusions. The Dallas Fed frimmed
mean (PCE) measure excludes extreme
moves, and is arguably a more accurae
gauge of core inflaion — it currenty stands
at 2.0%. We would siill argue that the
current US inflation spike is temporary
and this view was reiterated by Fed Chair
Powell at his Jackson Hole speech last
month.
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Chart 7: Delta-hit US states saw a softening in activity metrics
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Chart 8: There is still a way to go before the US labour market has fully recouped losses
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Chart 9: Excluding extreme moves adds to evidence that current inflation rates are transitory
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That said, September’'s FOMC meeting
showed the Fed heading faster towards
policy normalisation. Several heavy hins
pointtd to a November fapering
announcement, with QE purchases
ceasing in mid-2022. Meanwhile the ‘dot
plot now shows half of the 18 fofal
commitee members backing a Fed funds
target hike by end-2022 (Chart10). Of
course, we cannotidentify the location of
the most important dot (i.e. Chair Powell).
And as various policy delays over 2013-
18 demonstrated, tightening plans could
easily be derailed when it comes to both
QE and policy rates. For now we stand by
our Q1 2023 tightening call, though the
risks are flted towardsan H2 2022 move.

Markets have brought forward their
expectations of the first hike to the cusp of
2022/2023. The period over H1 2022 is
considered off limits, given the Fed is siill
likely to be buying bonds then, albeit in
smaller amounts. Treasury yields have
risen too. Those at 10y now sftand at
1.53%, 24bps above a month ago, a move
entirely accounted for by a pick-up in real
yields — breakevens have been steady).
Given all of our policy assumptions
(including that of an orderly path towards
a new debt ceiling and funding bill), we
stand by our yield forecasts of 1.75% and
2.00% for end-2021 and end-2022. Nok
that a factor we have notincluded is the
possible point when the Fed starfs o
shrink its balance sheet i.e. reverse QE,
as it did between 2017 and 2019.

This week will be pivotal for the US. On
the agenda are votes on the $1trn
infrastructure bill, the $3.5tn budget
reconciliation bill, and also the funding bill
for the nextfiscal year, currenty tied to the
suspension of the debt ceiling. On the
latter, were this not to pass we could see
agovernmentshutdown on Friday. Thisis
a real possibility — the bill needs the
backing of 10 GOP Senators, and gaining
such supportwill notbe easy. Republican
Senators have disapproved ofthe polifical
manoeuvre to te the funding bill to the
debtceiling suspension, which is believed
to encourage ‘reckless spending’ by the
Democrats. One option is to separate the
two bills, to ensure the resolution of the
more imminent funding issue.
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Chart10: The Fed’s economic projections show an acceleration of the next tightening cycle
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Chart 11: 10-year Treasury yields have risen in the last month, driven by rising real yields
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Chart 12: Razor-thin Democratic majorities are causing obstacles for the passage of bills
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Eurozone

September’s Governing Council meeting
saw the ECB announce a moderation in
PEPP purchases given favourable
financial conditons and improving
fundamentals. But no specific monthly
target value was stated, the ECB instead
taking a flexible approach to respond to
market conditons as necessary. In the
last two quarters purchases have
averaged €80bn/month, a figure we
suggest will drop to around €60-70bn,
slightly higher than the €55bn purchased
in January and February. September’s
policy decision looks set to be a prelude
to a broader recalibration in December,
President Lagarde referencing the Dec
meeting no less than ten...

...imes. Several issues look set to be
addressed, the key one being avoiding a
sharp slowdown in assetpurchases when
PEPP reaches its March 2022 end date.
At that point purchases could drop to
those solely under the APP at€20bn per
month. To ensure a gradual adjustmentin
policy and prevent a deferioration in
financial conditions, an option would be to
increase APP purchases, countering the
end of PEPP (Chart 13). TLTRO-IIl may
also be discussed, given December is the
final opportunity for banks to draw funds
under the scheme. To date €2.3trn has
been distributed and given the ECB’s
focus on private borrowing costs as well
as broader marketrates, the ECB could
opt to add additonal operations through
2022 to maintain favourable financing
conditions as asset purchases slow.

A key judgement underpinning any polcy
recalibraton, in particular the ending of
PEPP, is whether the pandemic crisis
phase is over. To this end the recovery of
the pre-crisis peakin GDP looks to be one
yardstick, which, as hinted at by Lagarde,
will likely be met in Q4. The path to this
should be led by a sfrong Q3
performance, the spread of the Delta
variantfailing to have a materialimpacton
activity. We do however expect Q3 to be
the peakin growth, with some of the most
recentindicators pointing to a moderation,
although this was o be expected. Broadly
the outiook remains positve, with our
forecasts for 2021 seeing a small upgrade
t0 5.4% , whilst2022 stands at4.7%.
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Chart13: ECB QE - December to see a broader recalibration? (€bn)
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Chart14: TLTRO-IIl has provided over €2trn in funding to EU19 banks (€bns)
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Having fluctuated near the 2% yly target
between May and July, Eurozone inflation
surged t0 3.0% in August There was a big
jump tooin core inflation, from 0.7% y/y ©
1.6%. Base effects played a role in this.
But price pressures have genuinely
intensifed in  recent monts too:
seasonally adjusted consumer price data
show three-month annualised changes, in
overall and core terms, well above the
ECB's 2% infaton target (Chart 16).
Spiralling wholesale gas and elecfricity
prices could contribute to further rises in
inflaion towards the end of the year. e
now see 2021 inflaton averaging 24%
and 2022 inflation 1.8%,0.2pp and 0.1pp
above the latest ECB Staff Projections,
respectvely.

Germany’s Bundestag electons saw a
narrow victory for the Social Democrats
(SPD), ahead of outgoing Chancelor
Angela Merkel's CDU/CSU conservaive
block. But either of these parties could yet
end up leading the new government. [twill
almost certainly* take a three-way
coalion to build a majority government
The choice of the hue of the next
administration will thus largely lie with the
Greens and Liberals (FDP), third and
fourth placed, respectvely (Chart 17).
They have indicated their wish to hold
talks with each other first before entering
negotiations with either of the two main
partes. This will make for protracted
discussions. It could take months before a
new governmenttakes shape and office.

In trade-weighted terms, the euro is litle
changed this month, asa rise against the
Zloty has offset a good part of the slight
slippage againstthe yuan, USD and GBP.
Interest rate differentials have remained a
key driver of EURUSD. Momentum to
tighten policy is building in the US. But the
ECB appears more reluctant to take the
risk of hiking rates in response to higher
inflation, for fear ofoverreacting to a move
that may not persist. We have therefore
nudged down our 21 year-end target for
EURUSD to $1.20. But our 22 target
remains at $1.25, as eventually higher
rates oughtto come closer into view in the
Eurozone too. Against GBP, however,
EUR could underperform(Chart18).
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Chart 16: Eurozone inflation pressures have intensified lately,and not just on base effects
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Chart 17: Parties with the 3rdand 4t largest share of seats will shape Germany’s government
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Chart 18: Interest differentials may hold back EUR fora while against USD before arise in H2 ‘2
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United Kingdom

Softer-than-expected UK economic data
releases have confributed to concerns
that the economicrecovery has runoutof
steam. Although on the back of this softer
data we too have downgraded our 2021
growth forecast to 6.2% from 6.7%, we
are sl optimisic for the remainder ofthe
year. We expect that there was a pick-up
in momentum towards the end of Q3,
which should resultin a strong carry over
effect as we head into Q4. Indeed, when
comparing to trends witnessed in 2020,
fast indicators’ seem to be holding firm,
with the economy set to benefit further
from a demand rofaton from supply-
constrained goods to services, following
the easing of social resfrictions.

However, as highlighted by the BoE in the
minutes from the latest meeting, pressure
points do remain, such as the current
surge in prices, with the MPC recognising
the upside risks to its inflaon outiook
(Chart20). Reflecting on these pressures,
two members voted to end asset
purchases immediately, as inflationary
worries outweighed labour market fears.
Considering this, and remarks made by
Governor Bailey this week, in which he
suggested that a modest policy fightening
could be on the cards, we have brought
forward our own rate hike expectations by
three months. We now pencil in a 15bps
hike in Feb followed by a further 25bps
hike in Aug to 0.5%, at which point the
balance sheet run-offcould commence.

We share the BoE'’s worries that above-
target inflaon may last longer, having
lited our inflaon forecast by 0.2pts o
2.4% for’21 and by 0.6pts to 3.0% for '22.
One reason why is the fighiness of the
labour market, which may not ease much
on furlough ending. Vacancies are at
record highs (Chart21), and reports of
labour shortages abound. These look
most pronounced in certain segments
such as HGV drivers, where the exodus
of EU workers seems to have cut the pool
of qualified staff. The concernis that, until
skills mismatches between those seeking
and offering jobs are resolved, this may
trigger wider wage pressures. Indeed, a
Citi/YouGov survey recorded its largest-
ever rise in one-year consumer inflaion
expectations, of 1pt, to 4.1% in Sep.
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Chart19: Visits to workplaces and retail & recreation increased over the summermonths
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Chart 20: UK inflation fears gain energy, prompting amore hawkish tone from the MPC
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Chart 21: UK vacancies have surged to record levels, indicative of labour shortages
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Another reason is energy prices. Furher
utility price rises are to come soon, as
Ofgem’s cap on default energy prices wil
be raised by 12.2% in October. But
wholesale elecfricity and gas prices have
raced further ahead (Chart22). Thisison
surging global demand amid easing
pandemic restrictons and cold weather in
Europe, coupled with a supply squeeze
on low renewables generation. Limited
gas storage capacity and a fire at the UK-
France electricity interconnector have
exacerbated the issue. The government
has insisted the energy price cap is o
stay. It wil take a plunge in wholesake
prices to avoid a further inflationary hit to
consumers and/or a greater fiscal burden
atthe cap’snextresetpointin April.

This is against a backdrop of an already
rising share oftax receipts as a proporton
GDP. To help the NHS clear the backlog
in non-Covid care thathas built up during
the pandemic and to introduce a cap on
social care costs for individuals, the
government has announced higher
National Insurance contributions and a
rise in dividend taxes. This comes amid a
general fiscal tightening over 2022/23.
Since then, revisions to take into account
estimated losses in Covid government
loan guarantees have boosted last year’s
deficit, although they remain short of the
OBR’s March projections (Chart23). The
Budgetand Spending Review on 27 Oct
will allow the Chancellor to outine further
plansto restore fiscal sustainability.

We note some significant risks to the UK
in the near-term. The continued tensions
over the NI Protocol are a threat, with the
DUP criticising the current agreement
Meanwhile, the SNP continues to push for
Indyref2 — a fully-fledged campaign will
begin once the health crisis has subsided.
Another challenge is any potential fallout
with the EU over the new AUKUS securiy
pact, which saw France sidelined froma
deal with Australia. Yet on balance, we
expect the UK'’s fightening of monetary
policy to drag sterling higher. As such, our
forecasts are siill for cable to reach $1.42
by end-2021 and $1.53 by end-2022. But
we now see sterling rallying earlier in
2022 (Chart24).

& Investec

Chart 22: Wholesale futures prices for natural gas have skyrocketed, pressuring electricity costs
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Chart 23: 2020/21 PSNBx has been revised up, butitis still below the OBR’s past projections
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Chart 24: Sterling set to strengthen, but geopolitical tensions pose downside risks
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Global Forecasts

GDP Growth (%)
Global us Japan China UK EU19 Germany France ltaly
2016 3.3 1.7 08 6.9 1.7 1.9 22 1.1 1.3
2017 38 23 1.7 6.9 1.7 26 26 23 1.7
2018 3.6 3.0 0.6 6.7 1.3 1.9 13 1.9 09
2019 28 22 03 58 14 1.3 0.6 15 03
2020 -33 -35 48 23 99 -6.6 -49 -8.2 -89
2021 57 6.0 23 8.1 6.2 54 32 6.4 57
2022 47 4.0 22 55 48 47 48 42 4.0
Source: IMF WEO, Macrobond, Investec forecasts
Key Official Interest rates (%, end quarter): 10-year government bond yields (%, end quarter):
us Eurf)zone Eg;;zgrilte UKBank Australia uUs Germany UK
Fedfunds  refirate rate rate  cashrate
Current  0.00-0.25 0.00 -0.50 0.10 0.10 Current 154 -0.19 1.02
2021 2021
Q1 0.00-0.25 0.00 -0.50 0.10 0.10 Q2 145 -0.19 083
Q2 0.00-0.25 0.00 -0.50 0.10 0.10 Q4 1.75 -0.25 1.00
Q3 0.00-0.25 0.00 -0.50 0.10 0.10
Q4 0.00-0.25 0.00 -0.50 0.10 0.10 2022
Q2 2.00 -0.25 1.25
2022 Q4 2.00 0.00 125
Q1 0.00-0.25 0.00 -0.50 0.25 0.10 Source: Refinitiv, Investec
Q@ 000-0.25 0.00 -0.50 025 0.10
Q3 0.00-0.25 0.00 -0.50 0.50 0.10
Q4 0.00-0.25 0.00 -0.50 0.50 0.10
Source: Macrobond, Investec
FX rates (end quarter/ annual averages)
Current 2021 2022 2020 2021 2022
28-Sep Q1 Q2 Q3 Q4 Q1 (7} Q3 Q4  average average average
Euro €% 1.168 1.18 119 147 1.20 1.21 123 1.25 1.25 1.14 1.19 123
Sterling €F£ 0.861 0.85 0.86 0.86 0.85 0.83 0.83 0.83 0.82 0.89 0.86 0.83
(£:€) 1.162 117 1.16 1.16 1.18 1.20 1.20 1.20 1.22 113 1.16 1.20
£:9$ 1.357 1.38 1.38 1.36 142 145 148 1.50 153 1.28 1.38 148
Yen $ 1115 111 111 112 108 106 104 104 104 107 110 105
€ 130.3 130 132 130 130 128 128 130 130 122 130 129
£ 1514 152 153 151 153 154 154 156 159 137 151 155
Aussie Dollar $ 0.724 0.76 0.75 0.72 0.75 0.75 0.75 0.77 0.77 0.69 0.75 0.76
€:AUD 1613 1.54 1.58 1.61 1.60 1.61 164 1.62 1.62 1.66 1.58 1.62
¥ 80.78 84.2 83.3 80.8 81.0 79.5 78.0 80.1 80.1 73.6 82.2 79.5
£:AUD 1.874 1.81 1.84 1.87 1.89 1.93 197 1.95 1.99 1.86 1.84 1.95
Swiss Franc € 1.084 1.11 1.10 1.08 1.12 1.12 1.14 1.14 1.16 1.07 1.10 1.14
$ 0.928 0.94 0.93 0.93 0.93 0.93 0.93 0.91 0.93 0.94 0.93 0.92
£ 1.260 1.30 1.28 1.26 1.33 1.34 1.37 1.37 142 1.20 1.27 1.36

Source: Refinitiv, Investec
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