
Institute of International Finance

Global Economic and Financial Outlook

Highlights

2019Q3 (Issue 39) June 26, 2019

� 2019Q2 saw a further weakening in investment and international trade, a
shrinkage in manufacturing growth, another round of volatility in the
financial markets and weakened momentum in the recovery of global
economy.

� Looking into the future, the global economy is exposed to risks caused by
the prolonged frictions in international trade and the narrowed space of fiscal
and monetary policies around the world.

� In the medium- and long-term, the slowdown of global economic growth
will decelerate the growth of demand for crude oil, while the US and other
non-OPEC countries will continue to increase their oil production. The Brent
crude oil price will possibly stay at USD60 per barrel.

� The circumstances of global trade are uncertain, chronic and complicated
in nature. The gaming among great powers will remake the global supply
chain, as well as economic and trade rules.

� The US economy is about to see the end of the ongoing recovery. A slew of
risks such as structural imbalance, debt pileup and trade frictions will press
the economy to go downwards. Consequently, the Fed’s monetary policy is
expected to turn loose.

Global Economic Growth

Sources: Wind, BOC Institute of International Finance

BOC Institute of International Finance

Global Economic and Financial Research Team

Team leader: Chen Weidong

Deputy leader: Zhong Hong

Team members: Liao Shuping

Chen Jing

Wang Youxin

Zhao Xueqing

Xie Feng

Liu Jinhan

E Zhihuan (Hong Kong)

Huang Xiaojun (New York)

Lu Xiaoming (New York)

Qu Kang (London)

Lin Lihong (Singapore)

Zhang Mingjie (Frankfurt)

Contact: Liao Shuping

Telephone: 010-66594052

Email: liaoshuping@bankofchina.com

QoQ annualized growth, %



Changes in the Global Economy in the Rule-remaking Period

-- Global Economic and Financial Outlook (2019Q3)1

Summary: 2019Q2 saw a further weakening in investment and international trade, a shrinkage in
manufacturing growth, another round of volatility in the financial markets and weakened
momentum behind the recovery of global economy. Looking into the future, the global economy is
exposed to risks caused by the prolonged frictions in international trade and the narrowed space of
fiscal and monetary policies around the world. The slowdown of global economic growth will
decelerate the growth of demand for crude oil, while the US and other non-OPEC countries will
continue to increase their oil production. The Brent crude oil price will possibly meet with ups and
downs at the current level, but we cannot rule out the possibility that the geopolitical conflicts will
lead to the surge of oil price. The circumstances of global trade are uncertain, chronic and
complicated in nature. The gaming among big powers is remaking the global supply chain, as well
as economic and trade rules. The US economy is about to see the end of the ongoing recovery.
Risks such as structural imbalance, debt pileup and trade frictions will press the economy to
decline. Consequently, the Fed’s monetary policy is expected to turn loose.

In 2019Q2, international trade and investment became even more sluggish, manufacturing growth
shrank, and the world economy was under increasing pressure to go downwards. Major economies
slowed down their growth. The US economy was underpowered, the European economy remained
sluggish, and Japan faced higher risks both internally and externally. Besides, there is a downbeat
outlook for emerging economies.

I. Global Economic Review and Outlook

I.1 Global economic growth expected to slow down with a weaker momentum

Since 2019Q2, global economy has been on a decline. The international trade tensions continued,
with the growth of trade still lower than the trend line. The World Trade Outlook Indicator (WTOI)
for Q2 was 96.3, at par with the prior quarter’s reading, the lowest since March 2010. The
JPMorgan Global Composite PMI for May fell to 51.2, a three-year low. The manufacturing PMI
dropped below the expansion-contraction line of 50 to 49.8, a new low since October 2012. The
growth of major economies slowed more than expected. The OECD composite leading indicator
(CLI) fell for 16 consecutive months to the lowest level since the Global Financial Crisis.
Manufacturing activities in the G7 countries such as the US, Germany, Japan and the UK have
slowed down. The manufacturing PMI of the euro area remained lower than the
expansion-contraction line of 50 for four consecutive months. In the US, the ISM Manufacturing
Index fell, and non-farm payrolls slowed down significantly, indicating the economy may weaken.
Major central banks have lowered their expectations for economic growth, with some emerging
economies cutting interest rates against the possible economic downturns. By preliminary
estimates, the global economy will report a QoQ annualized growth at 2.5% in 2019Q2, 0.4
percentage point lower than the previous quarter (Figure 1).

1 Team leader: Chen Weidong; deputy leader: Zhong Hong; team members: Liao Shuping, Chen Jing, Wang Youxin, Zhao Xueqing,
Xie Feng, Liu Jinhan, E Zhihuan (Hong Kong), Huang Xiaojun (New York), Lu Xiaoming (New York), Qu Kang (London), Lin
Lihong (Singapore), and Zhang Mingjie (Frankfurt).



Figure 1: Global GDPGrowth V.S. Global Composite PMI

Sources: Wind, BOC Institute of International Finance

I.2 Recovery tendencies and policy orientations of major economies

The US economy witnessed a slower growth. The country’s manufacturing industry in Q2 did not
perform well, with non-farm payrolls increasing by merely 75 thousand in May, far lower than the
expectation. Both retail sales and Michigan Consumer Sentiment Index fell. The US economy is
expected to grow 1.8% in Q2, 1.3 percentage points less than the prior quarter. In terms of policies,
the fiscal policy may place emphasis upon infrastructure investment. In H2, the US will officially
enter the season of preparing for the presidential campaign. Since infrastructure investment is
Trump’s commitment to voters when he took office, he may launch the plan quicker in order to
boost the economy, fulfill the campaign commitment, and obtain more political capital for
re-election. The FOMC meeting in June conveyed a clear dovish signal, significantly raising the
probability of a rate cut in the second half year.

The European economy remained sluggish. Due to the trade war, some industries in Europe,
typically autos, had a sharp decline in exports. Germany, the locomotive for Europe, shrank in a
row. At the same time, the fiscal problem of Italy remained as the biggest hidden trouble of the
European economy. On a whole, although the European economy will not get deep into recession
in a short run, it will be prone to a decline. The euro area’s economic growth is expected to be
1.1% in Q2, down 0.1 percentage point from the prior quarter. Speaking of the monetary policy, the
European Central Bank (ECB) said, it would maintain the current interest rate level till at least
before 2020H1. In other words, the euro area is unlikely to increase or decrease the interest rates in
the next 12 months. This was the second time in the past six months that the ECB revised its
forward-looking guidance on interest rates. Affected by domestic political turmoil and uncertain
prospects for Brexit, consumption and investment in the UK were sluggish, and both the
manufacturing and construction industries shrank. The economic growth in Q2 is expected to be
1.4%, 0.4 percentage point slower than a quarter ago.

The Japanese economy was exposed to bigger internal and external risks. With a modest
expansion, the Japanese economy is expected to grow 0.1% in Q2. The major factors that will
affect the outlook of Japanese economy in the future are overseas situation and the rise of
consumption tax in October. At present, Japan’s inflation is still far below the central bank’s target.
If trade tensions intensify or the Fed cuts interest rates, it will push the yen higher, bringing
downward pressure on prices, and dampening corporate and household confidence. The upward
adjustment of the consumption tax will further pressure the Japanese economy. The Bank of Japan
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(BoJ) is expected to maintain the current extremely low interest rates for a long time. In case of a
sharp appreciation of the yen or a deterioration of the economic growth prospect, the BoJ may
strengthen the stimulus measures, including cutting long-term and short-term interest rates,
increasing asset purchases, controlling yield curves, and expanding the supply of base currency. In
terms of the fiscal policy, the Japanese government may unveil a number of stimulus packages to
cope with the increase of consumption tax.

An array of emerging economies set to cut interest rates. The uncertainties arising from the
gloomy prospects for global economic growth, trade tensions, Brexit and financial market
fluctuation, among others, have weakened the growth momentum of emerging economies, thus
shifting the monetary policies to be loose. The Bank of New Zealand and the Philippine central
bank announced a rate cut in May. On June 4, the Australian central bank announced to cut interest
rates by 25 basis points, the first rate cut in the past three years. On June 6, the Bank of India also
announced to trim interest rates by 25 basis points, the third rate cut this year. The Russian central
bank reduced the key interest rate from 7.75% to 7.50% on June 14, and may have two more
interest cuts this year.

I.3 Notable risks

The first risk is the prolonged frictions in international trade. Trade, as one of the troika
powering economic growth, was an important driver of global economic development in the past.
When globalization was a boom in late-1980s and early-1990s, the growth of trade doubled that of
GDP. However, since 2011, not only the global trade growth rate continued to be lower than GDP
growth, but the share of commodity trade in GDP has also been declining, which has become an
important cause of the global economic slowdown in recent years. Year to date, major international
organizations have sharply revised down their expectations for global economic growth. As far as
the current situation is concerned, it is difficult to effectively resolve trade frictions among major
economies, and international trade protectionism may prolong, which will increase the downside
risks of the global economy and trigger shocks in the exchange rate markets, interest rate markets,
stock markets and other financial markets, further impacting the fragile international economic and
financial systems.

The second risk is the narrowing of global fiscal and monetary policy space. Since the
international financial crisis, the global economic trend has undergone significant changes,
featuring mainly by �three lows and two highs� (low growth, low interest rates, low inflation, high
debt, high bubbles). This has brought great challenges to policy makers of each country. Currently,
the global economy is slowing down again. In theory, fiscal policy and monetary policy should be
prepared for providing stimulus. However, the GDP/debt ratio of sovereign governments has
reached an all-time high, and adding fiscal expenditure will increase the debt risk; the long-term
interest rate is close to the zero floor, leaving quite limited space for interest rate cut. The space for
the relaxation of fiscal and monetary policies in various countries is narrowing, which casts a
shadow over the potential economic slowdown in the future.



Table 1: Forecasts for Key Indicators of Major Economies in 2019 (%)

Region
Year

Country

GDP growth CPI growth Unemployment rate

2017 2018 2019f 2017 2018 2019f 2017 2018 2019f

America

US 2.2 2.9 2.4 2.1 2.5 1.8 4.4 3.9 3.7
Canada 3.0 1.8 1.4 1.6 2.3 1.9 6.3 5.8 5.7
Mexico 2.0 2.0 1.4 6.0 4.9 3.9 3.4 3.3 3.6
Brazil 1.1 1.1 1.2 3.5 3.7 3.9 12.8 12.3 11.8
Chile 1.5 4.0 3.1 2.2 2.4 2.3 6.6 6.9 6.8
Argentina 2.9 -2.4 -1.2 23.6 34.9 46.4 8.4 9.2 10.0

Asia
Pacific

Japan 1.9 0.8 0.7 0.5 1.0 0.7 2.8 2.4 2.4
Australia 2.4 2.8 2.1 1.9 1.9 1.6 5.6 5.3 5.1
China 6.8 6.6 6.4 1.6 2.1 2.5 3.9 3.8 4.0
India 7.1 7.3 7.0 3.3 4.0 3.7 � � �
ROK 3.1 2.7 2.2 1.9 1.3 1.0 3.7 3.8 3.9
Indonesia 5.1 5.2 5.1 3.8 3.2 3.2 5.4 5.4 5.3

Europe
and
Africa

Euro area 2.4 1.8 1.2 1.5 1.8 1.3 9.1 8.2 7.7
UK 1.8 1.4 1.3 2.7 2.5 1.9 4.4 4.1 4.0
Russia 1.6 2.3 1.4 3.7 2.9 4.9 5.2 4.8 4.8
Turkey 7.4 3.0 -1.2 11.1 16.2 17.3 10.9 11.0 13.3
Nigeria 0.8 1.9 2.4 16.6 12.1 11.9 20.4 23.1 -
South
Africa 1.4 0.8 1.0 5.3 4.6 4.5 27.5 27.1 27.2

Global 3.3 3.2 2.7 3.2 3.8 3.2 � � �

Source: BOC Institute of International Finance

Note: �f� stands for forecast.

II. Review and Outlook for International Financial Markets

II.1 International financial markets saw a new round of volatility

In the first half of 2019Q2, the overall risk of international financial markets (especially the United
States) fell down, investor confidence and risk appetite rallied, risk premium decreased, financial
markets of major economies, including the stock markets, bond markets, exchange markets and
energy markets, were obviously not as volatile as the prior period, and the risk indicators of many
fields were improved. This was typically seen in the fact that the US stock market resumed robust
growth with volatility falling below the historical level, owing mainly to the Fed’s indication of
putting interest rate hike off and pacing down the shrinkage of balance sheet, together with ending
its program of reducing the balance sheet at the end of this year. When it came to the second half of
Q2, the market became turbulent again because of the trade tensions between the US and China
and the other major markets of the world, the twists and turns in the course of Brexit, as well as the
rising downward risks in the economic growth of the US and the world at large.

Looking at the developed markets, the US stock market continued to rise in the start of Q2, with
the Volatility Index (VIX) down through to a historic low. However, things became different after



May -- the investor confidence declined, the hedging demand rose, and VIX went higher to the
historical average. The bond market was another story. A suite of factors, e.g. low inflation,
economic growth slowdown, the market expectation on interest cut by the Fed in 2019 and
investors’ preference of safe assets, pulled down again the US 10-year Treasury yield significantly
to almost 2%, and the yield curves reported an even more serious inversion. The high-yield bond
funds experienced the largest scale of outflows since December 2018 in May, and the interest
spread picked up sharply. Passive investment and high-frequency trading which have been
developing rapidly in recent years have made the stock and bond markets more sensitive to
negative news, thus amplifying price fluctuations. The yen, the Swiss franc and gold have also
become the safe assets favored by investors, with their prices pushed up as well. Another new
phenomenon worthy of attention is that the default rate of industrial and commercial credits (the
high-yield bonds and high-leverage credits in particular), which had been at a historically low level,
has rebounded since Q1, in parallel with a decreasing loan demand.

Due to the intensified trade conflicts and turbulences in the developed markets since May, the
emerging markets saw the fall of exchange rates (in particular, bulk commodities exporters), the
largest-scale outflows of non-resident stock capital since 2013, the sharp reduction of funds for
bond purchases, and net outflows of bank credit and direct investment.

Looking into Q3, major factors that affect the stability of global financial system will include: the
trend of trade disputes between the US and China and the other regions, the trend of global macro
policies, especially the Fed’s monetary policies, Brexit and geopolitical conflicts.

II.2 US exposed to slightly higher financial risks

In Q2, overall risks of the US financial markets increased, the risk indicators in many fields
deteriorated, and the monthly average of ROFCI, which reflects the risk profile of the financial
markets, also rose to 37 from 33 in the prior quarter, though it was still in the safe zone. The
deterioration of the risk profile was mainly attributable to the intensification and uncertainty in
trade frictions between the US and China and the other regions, the slowdown of US growth and
the increase of risks causing recession in the next two years, and the more obvious tendency of
economic growth slowdown around the world which weakens the market confidence. Among them,
market risk, credit risk and macro-economic risk have risen, while liquidity risk and foreign
exchange market risk are relatively stable. Looking forward to Q3, it is expected that the positive
and negative factors affecting the trend of ROFCI will coexist and the uncertain factors will rise.
The foremost factors will still be Sino-US trade frictions, the prospect for Brexit and the Fed’s
monetary policy. However, the US economic growth cycle has entered the final stage, and the yield
curves may be further narrowed or inverted, which in turn will increase the market turmoil. ROFCI
is expected to edge up further.

III. Special Research

III.1 Outlook for international crude oil prices

1. Trends of crude oil prices and influential factors in 2019H1

The price trends of crude oil fall into two stages in 2019H1. In the first stage (early 2019 to
mid-May), crude oil prices showed an upward trend overall, backed mainly by the following
factors: Firstly, the OPEC and other allied major oil producers (known as �OPEC+�) cut oil output
more than it pledged. Secondly, the US heightened its sanctions against Iran. The US has ceased to
grant temporary waivers to eight countries including China, India and ROK with respect to crude
oil purchases from Iran, and strengthened the military pressure on Iran, triggering a tough
opposition from Iran (threatening to block the Strait of Hormuz and withdraw from the Iran nuclear
deal). Consequently, the international community’s worries about the geopolitical tensions in the



Middle East have intensified. Thirdly, the turmoil in Venezuela led to a sharp reduction in crude oil
production. And fourthly, the contamination of crude carried in the Russian oil pipelines affected
the country’s crude oil flow to Central Europe and Germany. Due to the above factors, the price of
Brent crude oil once exceeded the high level of USD73 per barrel on May 16, nearly 40% higher
than at the beginning of the year.

In the second stage (mid-May till now), as Sino-US trade talks stalled, how the trade frictions will
develop becomes unclear. Global economic growth expectations have been revised downwards,
heating the risk-off sentiment in the market. Investments were withdrawn from the stock and the
futures markets, while crude oil as a risk asset with large price fluctuations was also affected. At
the same time, the lowered forecast upon international crude oil demand by such organizations as
the International Energy Agency (IEA), together with the continuous growth of US crude oil
production and other factors, contained further increase of the international crude oil prices. The
current price of Brent crude oil as of June 12 is USD60.66 per barrel, 18% lower than the high
point in mid-May.

2. Main concerns in judging future oil price trends

The first is the active human control over output. The basic attribute of crude oil is that it is
essentially a product. In this sense, the oil price is mainly driven by the fundamentals of supply and
demand in the medium- and long-term. So far this year, since the OPEC+ cut more crude oil output
than the quantity set forth in the crude oil output cut agreement reached in December 2018, the
fundamentals of crude oil supply and demand have gradually turned from supply being slightly
higher than demand to a balance and even to a slightly tight supply, which pushed the price higher.
But this is more of a result of human control over output. As a matter of fact, the rapid increase of
crude oil output in the US has continued to boost the crude oil production capacity of the whole
world. In the context of weakening fundamentals of macro-economy and lowered expectations on
crude oil demand growth, without the above-mentioned human control over output, the
fundamentals of crude oil supply and demand will be bound to loosen gradually and get the oil
prices drop. In early July, OPEC+ will meet again to discuss the topics on output cuts. Whether
OPEC+ will continue to implement its oil output reduction agreement, and if so, the extent of
output cut will weight on the oil price trends in the future.

The second is the influence of US sanctions against Iran. With the sanctions in place, Iran may
see a substantial reduction in its real crude oil exports, and there may be a geopolitical crisis. Crude
oil output of Iran has now fallen to 2.3 million barrels a day, roughly the same with that in the
period when the country was sanctioned in 2012-2013, according to Bloomberg tanker tracking.
Given the strengthening of sanctions by the US, crude oil output of Iran is likely to decline further
in the future. In the meanwhile, Iran’s tough attitude has also exacerbated the tensions. The Strait
of Hormuz is the only route for crude oil exports from Saudi Arabia, Iraq, Qatar, the United Arab
Emirates and other Middle Eastern oil-producing countries. About one third of the world’s
seaborne oil shipments pass through the Strait of Hormuz. Once the waterway is blocked, there
will be a serious crisis in the international crude oil supply. So far, several tankers were attacked
near the Strait, and the development of relevant situations requires constant attention.

The third is the production of shale oil in the US. The US shale oil revolution is the main
driving force behind the collapse of international oil prices since the second half of 2014. With the
advancement of technology, US crude oil output has increased from seven million barrels per day
in 2013 to 12.4 million barrels per day in May this year, surpassing Saudi Arabia and Russia to
become the world’s largest producer of crude oil. Currently, the global crude oil production pattern
is that the OPEC output (about 40% contributed by Saudi Arabia) accounts for more than 40% of
the world’s total; the daily output of crude oil in the US, Russia and Saudi Arabia each exceeds 10



million barrels. Higher efficiency has kept reducing the shale oil mining cost in the US, with the
wellhead break-even price in some areas even dropping to around USD30 a barrel, lower than the
average cost of exploitation and development in most traditional oil-producing countries. For this
reason, the subsequent production of shale oil in the US will be a crucial factor determining
international oil prices.

The fourth is the performance of global macro-economy. The Sino-US trade war and the
progress of Brexit, among others, have exerted influence on the prospects for global economic
growth. As the largest and the second largest consumers of crude oil, the US and China together
account for approximately one third of global crude oil demand (Figure 2). International
organizations have recently lowered their expectations on global economic growth. And the
slowdown of global economic growth will weaken the demand for crude oil.

Figure 2: World Demands for Crude Oil

Sources: Bloomberg, IEA, World Bank, BOC Institute of International Finance

The fifth is the trend of US exchange rates. Since international commodities such as crude oil
are denominated in US dollars, crude oil prices are closely related to the US dollar index. Looking
into Q3, both positive and negative factors may make the US dollar index fluctuate around the
present high level.

And the sixth is the use of alternative energies. As each country is gradually raising the
awareness of environmental protection (the pro-environment Green Party made significant gains in
recent European Parliament elections), it is expected that the global demand for clean energy will
increase. Chemicals, including plastics, another major product of crude oil, will face restrictions in
use. These will have an impact on the demand for crude oil.

3. Judgment of oil price trend in the future

From a long-term perspective, with the technological advancement and the gradual enhancement of
environmental awareness, new energies will be set to replace traditional fossil energies, and this
will drive down crude oil prices over a long period of time. This can be seen from the overall trend
of crude oil prices from 2008.

In the short- and medium-term, the slowdown of global economic growth will decelerate the
growth of demand for crude oil, while the US and other non-OPEC countries will continue to
increase their oil production, which may put crude oil prices under further pressure. On the demand
side, OPEC has recently lowered its forecast for global crude oil demand growth in 2019 to 1.4
million barrels per day, 50,000 barrels per day less than from the previous forecast. On the supply
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side, OPEC countries will continue to implement the production curb agreement, so the idle
capacity will continue to scale up, currently reaching 3.5 million barrels per day, of which Saudi
Arabia’s takes one half. Once the supply and demand picture of crude oil changes, OPEC countries
may increase their output again. The US will continue to increase its crude oil production. The US
Energy Information Administration (EIA) expects the country’s output to increase by 1.9 million
and 1.2 million barrels per day in 2019 and 2020 respectively. Other non-OPEC countries will also
maintain a modest growth of oil output.

However, traditional oil exporters, typically Saudi Arabia, do not want to see a sharp fall in crude
oil prices until their economic structures are adjusted. In Saudi Arabia, for example, the crude oil
price for the country to achieve fiscal balance stands at roughly USD70-80 a barrel. Most
traditional oil producers also expressed the hope for the crude oil price to stabilize at USD60-70 a
barrel. Based on an overall consideration, the Brent crude oil price, around USD60 per barrel, may
be a balanced level prices under the current conditions. Of course, we cannot rule out the
possibility that some extreme factors will cause large fluctuations in crude oil prices. For example,
the deteriorating situation in the Persian Gulf and the sudden supply disruption in countries such as
Nigeria and Libya will give a short-term boost to oil prices.

III.2 Global trade growth against the gaming among great powers

After two years’ growth, global trade cooled off at a gallop in 2019, its worst year since the
international financial crisis. WTO revised down the expected growth of global trade in 2019 from
the prior 3.7% sharply to 2.6%, taking into account that protectionism and escalation of frictions
are threatening the prospects for global trade. At present, global economic and trade situation is
uncertain, prolonged and complicated. Supply chain rebuilding and economic & trade rule
adjustment will strike for another balance after undergoing a round of turbulent changes amid the
gaming among great powers.

1. Gaming among great powers for international economic & trade rules

Although the international financial crisis took place a decade ago, the global economy is still
struggling, with serious downside risk exposures and rising protectionism, and the long-recognized
international economic & trade rules are continuously challenged. This is attributable to profound
changes in three aspects mainly.

First, the structure of the powers has changed fundamentally. With the advancement of
globalization, emerging markets and developing economies have excelled in the world trade and
investment, and their economic strength has been greatly boosted on a whole. Especially after 2008,
emerging markets and developing economies have contributed increasingly more than the
developed countries to the world’s GDP, with a ratio of 6:4 (Figure 3). Asian emerging markets,
typically China, are rising quickly, making up 91% in the increment of emerging markets’
contribution to the world’s GDP in the past three decades. National strength and interests are
diverging at a faster speed. Developed countries are strongly dissatisfied about the fact that
emerging economies have benefited the most from this wave of globalization by taking free rides.
Western countries, typically the US, require for revising the existing systems and rules to maintain
their increasingly shrinking advantages in technology and industry.



Figure 3: Share of Developed Economies, Emerging Markets and Developing Economies in
the World’s GDP (at PPP)

Sources: IMF, BOC Institute of International Finance

Second, the income gap within each country has expanded. In spite of somewhat narrowed
income gaps among different countries in the course of globalization, the gap between the rich and
the poor within each country has been enlarging obviously. According to the World Inequality
Report 2018, in the past 40 years, the income inequality among individuals in almost all countries
in the world has widened at different paces. The rise in wealth inequality has been particularly
evident in the US, where the share of total national income accounted for by that nation’s top 10%
earners was 47%, while the income share of those in the bottom 50% has been decreasing steadily.
Large multinationals and financial institutions that are in the upper reaches of the value chain have
benefited a lot from the wave of globalization, while the wage growth of blue-collar workers in the
middle and lower reaches has been very limited, reflecting the side effects of the transfer of some
industries. Therefore, the anti-globalization voice within the US is becoming even louder, with
Trump’s election as president reflecting to some extent the dissatisfaction of the American people
with the growing income gap.

Third, new changes have been seen in the forms of international trade. Globalization and the
development of new technologies have led to some new changes in the forms of international trade:
on the one hand, trade in digital products, trade in services and intra-industry trade have further
strengthened their share and role in international trade; on the other hand, new industries such as
internet commerce, digital economy and green economy have emerged, calling for revising and
improving or remaking new economic and trade rules.

Alongside the changes in international situation, there are both objective and subjective demands
for changing existing international economic and trade rules. The current global economic
governance system has already stepped into the change and adjustment period, the period with
intensified competition among great powers and the key period for the rise of emerging powers. In
the future, international economic and trade rules will be renewed amid the gaming among great
powers.

2. Global supply chain in rebuilding

The global supply chain faces fragmentation risks under the new US policy. With the deep
integration of global economic development, countries are playing different roles in the global
supply chain depending on their own resource endowments, policy environment, labor costs and
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other comparative advantages. While global trade tensions are exacerbating, enterprises are
searching for alternatives in the supply chain or even rearranging the entire supply chain in order to
reduce tariffs and shun policy risks. It is relatively easy to change the low-end constituents of the
supply chain, e.g. labor-intensive segments, since enterprises can launch large-scale production
when production factors are ready, such as plant, machinery, water and electricity, and labor.
However, the high-end constituents of the supply chain, e.g. autos, aerospace and medical
equipment, are difficult to be transferred from the places of origin due to factors such as property
rights protection and labor quality.

The initiative of “bringing back US manufacturing jobs” meets with a setback. Since
becoming president, Trump has strongly advocated protectionism, and intended to bring back US
manufacturing jobs. However, these had more side effects: American manufacturing output was on
a decline, and enterprises were less motivated to make overseas investment or attract foreign
capital. In the US, the long-term industrial hollowing-out, high labor costs, and the lack of low-end
segments in the supply chain have constrained the production conditions of enterprises. Therefore,
these enterprises are having a wait-and-see attitude towards the trade situation, and they are
reluctant to return their production lines to the US, but may choose to move to other countries
around the world.

It is difficult for Southeast Asia to fully take on the “dividends” brought about by trade
disputes. China is still the center of Asian manufacturing. Against the trade frictions, Southeast
Asian countries have increased their attractiveness to foreign capital, and undertaken
labor-intensive industries such as textiles, toys, shoes and hats based on the advantages of low
labor and environmental costs. However, since the supporting facilities are relatively weak, it is
still difficult to form scale and meet vast production needs.

3. Prospects for global trade growth

Global trade growth is slowing down substantially. The exacerbation of frictions among great
powers and of trade disputes are dragging down the growth of global trade. In 2019Q1, global
trade volume decreased by 1.8% from the previous quarter, and many leading indicators were close
to or lower than the lowest level since the international financial crisis. The IMF, the World Bank,
the OECD, and the WTO generally cut the global trade growth outlook for 2019. As trade frictions
intensify, tariff barriers increase, policy uncertainty rises, and corporate confidence weakens,
global trade growth is expected to fall further to 2.6% in 2019.

Asia will become the center of global supply chain. Over the past two decades, Asia’s share in
global exports has increased by 11.4 percentage points to 39.02%, and it is playing an increasingly
important role in international trade. At the same time, Asia is no longer subject to or totally
dependent on developed countries. ASEAN’s internal trade in agriculture, fuel mineral products
and manufacturing accounts for 33% of its total trade volume, and the region has achieved internal
integration and deep cooperation. The escalated disputes over global trade will possibly deal a
blow to the inherent supply chain system of China, causing some low-end segments moving to
other emerging markets in Asia, but the country will accelerate independent innovation and stride
towards the high end of the supply chain. This will further strengthen the economic cooperation
among Asian countries. Rich raw materials, multi-level labor supply, broad consumer market,
accommodative policy measures, and constantly improved business environment will shift the
focus of the global supply chain to the Asian region, thus helping to achieve a dynamic re-balance
of the global supply chain structure.

The gaming among great powers will lead the changes in global trade trends. Since the
gaming among great powers is complicated and prolonged, the future changes in global trade
growth trends will hinge on the following three points: First, the change in the leaders of technical



revolution. The key to the gaming among great powers lies in that who will lead the next round of
technical revolution and thus command the value chain. Second, the change in the dependence of
major economies on the markets of great powers. No country can wall itself off from the deep
integration and competition and gaming among great powers. Take Germany for example. The
country’s top 30 listed companies derived more than 80% of their revenues from abroad, including
22% from the US market. German multinationals set up nearly 700 branches in China, and the
sales of the three gigantic auto manufacturers in China accounted for over a quarter of their total
sales worldwide, with the percentage even soaring to 40% in 2018 for Volkswagen Group. The
gaming among great powers will enable countries to weigh the pros and cons and accelerate the
compromise of multilateral frameworks and the conclusion of regional agreements. Third, the
change in the great powers’ tolerance of the new rules of globalization. Competition does not mean
confrontation on all fronts. Both sides need to avoid strategic misjudgment, but the difference in
diplomatic strategy makes the gaming among great powers more uncertain.

III.3 How to look on the US economy?

In 2018, the US economy was in good shape. Its real economic growth was higher than the
potential GDP growth and also significantly better than most developed economies. However,
since the end of 2018, due to multiple factors like trade frictions, government shutdown and rising
financing costs, the US has begun to record slower growth of industrial production and corporate
investment, and the economic climate has declined. The market began to worry about the future
growth prospects of the US economy, and the probability of the Fed’s interest rate cuts increased.

1. Current phase of the US economy and its characteristics

The US is in the longest period of economic expansion in its history. The current expansion,
which began in June 2009, has lasted for 120 months, becoming the longest one in the US history
followed by the expansion from March 1991 to March 2001. Despite the record-breaking length,
the expansion is experiencing a slowdown in growth rate (Table 2).



Table 2: List of Economic Expansions in the US

Dates Duration
(months)

Annual
Employment
Growth

Annual GDP
Growth

October 1945 - November 1948 37 5.20% 1.50%
October 1949 - July 1953 45 4.40% 6.90%
May 1954 - August 1957 39 2.50% 4.00%
April 1958 - April 1960 24 3.60% 5.60%

February 1961 - December 1969 106 3.30% 4.90%
November 1970 - November 1973 36 3.40% 5.10%

March 1975 - January 1980 58 3.60% 4.30%
July 1980 - July 1981 12 2.00% 4.40%

December 1982 - July 1990 92 2.80% 4.30%
March 1991 - March 2001 120 2.00% 3.60%

November 2001 - December 2007 73 0.90% 2.80%
June 2009 - Ongoing 120+ 1.40% 2.30%

Sources: Wind, BOC Institute of International Finance

The US economic expansion cycle has entered the final stage. Generally speaking, the
middle-stage of the US economic expansion cycle has the following characteristics: the inflation
level is low, the monetary policy and financial conditions are loose, the Fed’s interest rates and the
market yields are low, the leverage ratio of the economy rises, and enterprises register low debt
cost and stable profit. However, when it comes to the final stage, the unemployment rate decreases
to a low level, the labor market tightens, the inflation and wages rise faster, the monetary policy
gradually tightens, yield curves flatten, the leverage ratio of the economy exceeds the historic high,
the debt cost of enterprises goes higher, and asset valuations surpass the historical level.

All the current data except the inflation data indicate that the US has entered the final stage of the
economic expansion cycle, the labor market will possibly see a turning point, and yield curves will
tend to smoothen or even go inverted. From the perspective of the debt cycle, residents’ leverage
ratio is at a low level and the government’s leverage ratio is basically stable, but the leverage ratio
of the corporate sector hits an all-time high, and the private enterprises’ indebtedness may give rise
to the largest risk at the end of the cycle.

2. Potential risks facing the US economy

Since 2018Q4, many economic leading indicators have shown the start of slowdown in the US
economy. In the future, the US economy will be exposed to the following risks mainly:

First, the economy may have structural imbalance risk. In 2019Q1, the US registered a real
annualized growth of GDP at 3.1%, up 0.9 percentage point over the prior quarter. However, the
economic growth in the quarter was mainly driven by the growth of trade, government spending
and inventory. The consumption, which accounts for 70% of the US GDP, presented weak
performance. Specifically, personal consumption grew by only 1.3%, the lowest level over the past
year, reflecting the weak growth momentum of the US economy. In addition, non-residential
fixed-asset investment, which reflects corporate spending on software, R&D and equipment,
increased by merely 2.7%, down from 5.4% in the previous quarter. Recently, a number of US
economic data have fallen sharply. In May, the Markit manufacturing PMI decreased to 50.5%, a



new low since September 2009, where, the new order index was in contraction for the first time
since August 2009. New non-farm payrolls came in at 75,000, far lower than the previous reading
of 224,000, a new low in the past three months. Inflation performance was sluggish, with CPI
increasing by 1.8%, down from 1.9% in April, and core CPI rising by 2.0%, down from 2.1% in
April.

Second, Sino-US trade frictions will add uncertainty to the economic growth. Since March
2018, the US has escalated its unilateralism and protectionism measures, causing the Sino-US
economic and trade frictions to heat up. In 2019, the Sino-US trade war spread to the high-tech
sector. This, firstly, hinders bilateral economic and trade cooperation between China and the US,
and secondly, disrupts the global industrial value chain, raises the production costs of American
enterprises, and hikes up prices in the US, which will seriously damage the country’s economic
growth. A study commissioned by the National Retail Federation of the US showed that the
proposed 25% tariff on furniture from China would cost Americans USD4.6 billion per year.
According to the US Chamber of Commerce report, due to Sino-US economic and trade frictions,
US GDP may fall by USD64 billion to USD91 billion per year in 2019 and the next four years,
accounting for 0.3%-0.5% of the total US GDP. A research report released by the US think tank --
Trade Partnership reads that, if the US imposes a 25% tariff on all Chinese exports to the country, it
will see a decrease of 1.01% in its GDP and lose 2.16 million jobs.

Third, the pro-cyclical fiscal policy contains the risk of losing control over debt. Massive tax
cuts by Trump administration since he became president can stimulate the US economy in the short
run. However, it is worthy attention that the policy’s effects will dwindle in 2019 and 2020, and
then the US economy will slow down sharply. What’s more, as income decreases and spending
increases, the US Department of the Treasury will face huge fiscal deficits in the next few years.
The US Congressional Budget Office predicts that yearly budget deficits will exceed USD1 trillion
beginning in 2022 and until 2029. In the context of rising public debts in the US, the Fed’s
normalization of monetary policy will increase the debt burden of the US government and bring
risks to the national economy. According to statistics, the national debtdenominated in USD is as
high as USD22 trillion now, of which the interest payment is the fastest growing segment of the
budget, with the net interest payment totals at USD268.3 billion, a year-on-year increase of 15.6%.

3. Outlook for the US economic growth and monetary policy in the next three years

In words, the economic slowdown data and the gathering of adverse factors indicate that the US
economic expansion will soon come to its end. However, given the inertia of economic growth, the
good performance in Q1 and the lingering effects of the previous stimulating fiscal policy, the
country’s economy will continue to expand this year. It is expected that the US economy will grow
2.4% in 2019, a slight decline from 2018. As risks are gradually exposed, the economy is expected
to decline further in 2020 and 2021, and GDP growth will fall to 2% and 1.8%, respectively. But,
considering that the US financial system, especially the banking industry, is safer and more stable
than before, there is no obvious bubble in the housing market, corporate tax burden eased and the
balance sheet of households is relatively healthy, it is unlikely that the US economy will trap into
the deep recession like that in 2008.

The Fed will align the monetary policy with changes in the US economic growth prospects.
Judging from the current situation, the Fed may cut interest rates once in Q3 and once in Q4 of this
year. Considering that 2020 will be the most challenging year for the US to maintain growth, more
interest rate cuts are expected, and if the situation deteriorates sharply, the Fed is likely to further
increase interest rate cuts.
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