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At a glance

• Improving economic conditions in the US, and remarks made by Ben
Bernanke, the Federal Reserve Chairman, have stoked expectations that
the monthly $85bn Quantitative Easing (QE) purchase of assets could be
tapered by the end of 2013.

• Emerging market currencies have been affected by this news, particularly
where current account deficits are high (see Figure 1 below). The Indian
Rupee, for example, hit an all
emerging world have reacted promptly to their sliding currencies: in
Brazil, the government abolished a tax on foreign bond investments to
encourage capital inflows, and in Indonesia, the central bank increased its
benchmark rate by 25 basis points to support the

• So, is this the end of cheap money? Not quite. In our view, the severe
reaction by investors has been unwarranted. A reduction in the pace of
asset purchases by the Fed should be evaluated in the context of the

Key messages:

1. Concerns around tapering of QE
in the US have hit capital
markets, with emerging market
currencies particularly affected.

2. Once monetary tightening in the
US begins, it will likely take 3-5
years to return to a ‘normal’
monetary policy environment.

3. Mark Carney, the new Bank of
England governor, should start
planning an exit from the
current extreme policy settings
or risk having his hand forced
by external events.

asset purchases by the Fed should be evaluated in the context of the
nearly $3.5 trillion of assets already held on the Fed’s balance sheet (see
Figure 2 below) and its ‘forward guidance’ on the main reserve rate.

• The Fed has consistently said that interest rates will not rise if
unemployment is above 6.5%, provided inflation remains under control.
At its current pace the unemployment target is unlikely to be reached
until early 2015; and inflation in the US remains low and stable. However
it does look like the Fed is at the beginning of a path back toward
operating normal monetary policy that could take as long as 5 years.

• Unlike the Fed, the Bank of England does not have a ‘forward guidance’
policy for interest rates. Mark Carney may be tempted to introduce this
policy when he assumes the governorship of the Bank of England. Former
MPC member Andrew Sentence suggests that a longer term priority
should be developing an appropriate exit strategy from crisis
or run the risk of external market pressures forcing his

Charts of the month

Figure 1 – Some emerging markets are increasingly depending
on foreign portfolio flows to fund their current accounts
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Heading for the exit: Is this the end of cheap money?

At a glance

Improving economic conditions in the US, and remarks made by Ben
Bernanke, the Federal Reserve Chairman, have stoked expectations that
the monthly $85bn Quantitative Easing (QE) purchase of assets could be
tapered by the end of 2013.

Emerging market currencies have been affected by this news, particularly
where current account deficits are high (see Figure 1 below). The Indian
Rupee, for example, hit an all-time low in June. Policymakers across the
emerging world have reacted promptly to their sliding currencies: in
Brazil, the government abolished a tax on foreign bond investments to
encourage capital inflows, and in Indonesia, the central bank increased its
benchmark rate by 25 basis points to support the rupiah.

So, is this the end of cheap money? Not quite. In our view, the severe
reaction by investors has been unwarranted. A reduction in the pace of
asset purchases by the Fed should be evaluated in the context of theasset purchases by the Fed should be evaluated in the context of the
nearly $3.5 trillion of assets already held on the Fed’s balance sheet (see
Figure 2 below) and its ‘forward guidance’ on the main reserve rate.

The Fed has consistently said that interest rates will not rise if
unemployment is above 6.5%, provided inflation remains under control.
At its current pace the unemployment target is unlikely to be reached
until early 2015; and inflation in the US remains low and stable. However
it does look like the Fed is at the beginning of a path back toward
operating normal monetary policy that could take as long as 5 years.

Unlike the Fed, the Bank of England does not have a ‘forward guidance’
policy for interest rates. Mark Carney may be tempted to introduce this
policy when he assumes the governorship of the Bank of England. Former
MPC member Andrew Sentence suggests that a longer term priority
should be developing an appropriate exit strategy from crisis-era policy,
or run the risk of external market pressures forcing his hand.

Figure 2 – Assets held on the Federal Reserve balance sheet have
more than tripled as a percentage of GDP since July 2008
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Visit our blog for periodic updates at:
pwc.blogs.com/economics_in_business
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Economic update: Tapering fears are hurting emerging markets

Fears of future monetary tightening have hit
emerging markets

• The testimony of the Ben Bernanke to Congress in May regarding
potential unwinding of the current supportive monetary policy
framework in the US has had international repercussions,
particularly in the currency markets. Figure 3 shows that emerging
market currencies came under significant pressure, with the rupee
depreciating by around 8% since early May.

• The deployment of unconventional monetary policy instruments
since 2009 has disproportionately benefited emerging markets. This
was because yields on traditionally safe assets like government
bonds in advanced economies were pushed to record lows, forcing
investors to look elsewhere for return. As a result, capital ‘cascaded
down’ the risk spectrum to assets in emerging economies which
offered higher expected returns at the expense of higher risks.

• As economic fundamentals in the US improve, the potential for
monetary tightening will increase (see page 3 for further analysis).
Low risk financial instruments like government bonds in advanced

How would you summarise the state of
the UK economy?

Like other western economies, the UK economy
is in a slow growth phase as it adjusts to a “new

that the actions of the Monetary Policy
Committee, the Financial Policy Committee and
the new Prudential Regulation Authority are
joined up and aligned.

He will also need to start developing a strategy
for the exit from the emergency monetary
policies ushered in by the financial crisis.
Interest rates will need to start to rise over his
term of office, and this will be best achieved in a
gradual and planned way
shock to financial markets and private sector

Low risk financial instruments like government bonds in advanced
economies are therefore expected to offer higher yields in the future.
This could lead to some ‘on-shoring’ of capital to the US and other
advanced economies from the emerging economies, which is already
exerting downward pressure on their exchange rates in anticipation
of such moves.

• May and June saw policymakers in several key emerging markets
reacting to this development. In Brazil, the government cut taxes on
fixed income investments to encourage more capital inflows. The
Indonesian central bank increased its benchmark rate by 25 basis
points to 6% to prevent the rupiah from sliding further. Meanwhile,
the Indian rupee reached an all-time low against the US dollar in
June, leaving policymakers with a dilemma: they could increase
interest rates to support the rupee but risk chocking-off economic
growth.

Andrew Sentance discusses the UK economy and what will be on new Bank of England governor Mark Carney’s 100 day agenda

Andrew Sentance is Senior
Economic Adviser at PwC.
Prior to this he served on the
Bank of England Monetary
Policy Committee from
2006-2011.

is in a slow growth phase as it adjusts to a “new
normal” post-crisis world. Since the recovery
started in mid-2009, economic growth has
averaged about 1.3%, excluding North Sea oil
and gas output. We’ve seen fluctuations around
this, and we now seem to be coming out of a
softish patch influenced by the euro crisis.
Recent business surveys have been
encouraging, particularly about growth in the
services sector – which has led the recovery
since 2009. This suggests growth should pick
up through this year and average around 2% in
2014.*

Inflation remains relatively high, however. It
has been above the target since the financial
crisis and this partly reflects the weakness of the
pound since 2007/8. Some strengthening of
sterling will probably be needed to get inflation
back to the 2% target.

What challenges will Mark Carney face
as the new Bank of England governor?

Mark Carney will take over a Bank of England
which has a greatly expanded remit for financial
stability and regulation of banks, in addition to

its monetary policy role. This brings both policy
challenges and managerial challenges. On the
policy front, Mark Carney needs to make sure

shock to financial markets and private sector
confidence.

“Interest rates will need to start
to rise over his term of office,
this will be best achieved in a
gradual and planned way”
The Bank’s expanded responsibilities mean that
the Deputy Governors will need to play a bigger
role. There will be two new appointments of
Deputy Governors in the next year, when Paul
Tucker leaves and Charlie Bean retires. These
appointments will complete a total change in
the top Bank management team, so we could
see quite significant changes in style and
approach from Mervyn King’s governorship.

What will be on Mark Carney's "to do"
list for his first 100 days?

Carney should be predominantly in listening,
observing and learning mode. Coming from
Canada, his main challenge will be to familiarise
himself with the British economy, the operation
of the UK financial system and the views of key
stakeholders. He should get out and about
both in the regions and in the City
media to communicate the view that he is
seeking to understand the challenges which the
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Economic update: Tapering fears are hurting emerging markets

Figure 3 – Currencies in emerging markets came under significant
stress in May and June
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that the actions of the Monetary Policy
Committee, the Financial Policy Committee and
the new Prudential Regulation Authority are

He will also need to start developing a strategy
for the exit from the emergency monetary
policies ushered in by the financial crisis.
Interest rates will need to start to rise over his
term of office, and this will be best achieved in a
gradual and planned way – so there is not a big
shock to financial markets and private sector

UK economy and financial system are currently
facing as the basis for his actions over the next
five years.

Inside the Bank, he should initiate a total
overhaul of the Bank’s Inflation Forecast and
Inflation Report process. The Bank’s recent
forecasting performance has been poor and it
has been far too optimistic on inflation. He
should ensure that the recommendations of the
Stockton Review into the Bank’s forecasting
performance are swiftly and fully implemented.
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discusses the UK economy and what will be on new Bank of England governor Mark Carney’s 100 day agenda

shock to financial markets and private sector

“Interest rates will need to start
to rise over his term of office,
this will be best achieved in a
gradual and planned way”
The Bank’s expanded responsibilities mean that
the Deputy Governors will need to play a bigger
role. There will be two new appointments of
Deputy Governors in the next year, when Paul
Tucker leaves and Charlie Bean retires. These
appointments will complete a total change in
the top Bank management team, so we could
see quite significant changes in style and
approach from Mervyn King’s governorship.

What will be on Mark Carney's "to do"
list for his first 100 days?

Carney should be predominantly in listening,
observing and learning mode. Coming from
Canada, his main challenge will be to familiarise
himself with the British economy, the operation
of the UK financial system and the views of key
stakeholders. He should get out and about –
both in the regions and in the City – and use the
media to communicate the view that he is
seeking to understand the challenges which the

performance are swiftly and fully implemented.

A thorough review of the content and style of
the Bank’s Inflation Report, which has changed
little over the past decade, is long overdue.

How will developments at the Fed, affect
Carney's priorities over the short term?

Tapering of QE would be an important signal
that the world’s most influential Central Bank is
starting to think about exit from the
extraordinary monetary policies we have seen
in recent years.

Mark Carney should take his cue from this, and
encourage the MPC and Bank officials to start
planning for a gradual exit from our current
extreme policy settings. If this planning is
delayed too long, the Bank may find its hand
forced by external events – delivering an
unwelcome negative shock to the real economy.

“If this planning is delayed too
long, the Bank may find its hand
forced by external events ”

* More detailed UK projections will be provided in our
next UK Economic Outlook report on 11th July.
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Quantitative Easing: How long

How and when is ‘normal’ monetary policy likely to be restored?

In 2011, the Federal Reserve set out 5 stages for winding down its QE programme;
these steps are set out in Box 1 below. While the start date is still uncertain, once

A steady flow of positive economic data is increasing the possibility that
the Federal Reserve could slow QE3 later in 2013

Since 2008, the Federal Reserve has tripled the size of its balance sheet (see Figure
2) to stimulate the economy. A steady flow of encouraging economic data suggests
that this policy may not be needed for
much longer.

Headline US GDP grew at an annualised rate of 2.4% in the first quarter. Other
indicators such as consumer spending and bank credit growth (see Figure 4) suggest
that the economic recovery, while not explosive, continues to progress. Recent
statements by the Fed Chairman have pointed to a more positive view of the
economy and a potential reduction in the pace of asset purchases as soon as the end
of 2013.

As data increasingly points towards a gradual normalisation of the economy,
investors and businesses are beginning to contemplate how and when normalisation
of monetary policy will occur.

Figure 4 –Lending to the real economy is still contracting in the UK
and Eurozone and moderately growing in the US
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these steps are set out in Box 1 below. While the start date is still uncertain, once
begun, raising the target rate and selling off purchased assets is likely to take a total of
around three to five years, assuming that economic conditions stay reasonably benign.

Prior to this, ‘tapering’ of the current monthly asset purchases is likely to take around
6-8 months. As markets now expect this process to begin towards the end of 2013, this
implies a full return to ‘normal’ monetary policy by around 2016

What are the implications for the real economy?

Once the Fed begins to step back from the market, government bond yields (and
referenced interest rates) will rise further. What does this mean for the various sectors
of the economy?

• Households
mortgage rates. Unless real wages grow, there could be knock on effects on broader
consumption as more costly mortgage payments eat into discretionary spending. On
the flipside, rising interest rates will mean that savers will be able to see a decent
return on their cash

• Businesses
corporate bonds will rise. One of the side
yield spreads between high and low quality corporate debt. A gradual reversal of
monetary policy reversal will therefore have a greater impact on less credit
business’ cost of funding than that of investment grade firms.

From a macroeconomic perspective, rising interest rates may not be entirely negative.
‘Zombie’ firms (unproductive companies that survive only due to low interest rates)
will be forced to become more efficient or fail, freeing up resources for the rest of the
economy.

Developments in the US labour market are encouraging, and low inflation
means there is no pressure on the Fed to consider

The most recent monthly jobs report indicated that the US economy added 175,000
jobs over the previous month, continuing a positive trend that has seen almost oneFigure 6 – The US labour market is gradually heading toward the

Figure 5 –Low and declining inflation rates provide central banks
with room to maintain an easy monetary stance
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jobs over the previous month, continuing a positive trend that has seen almost one
million jobs added this year. While the unemployment rate has fallen steadily since
2010, at 7.6% it still remains above pre

This is particularly important as the Fed has signalled that interest rates are unlikely to
be raised while the unemployment rate is above 6.5%. Figure 5 indicates that there is
still some way to go. If the current trend continues, the 6.5% target would be reached
in approximately the first quarter of 2015, holding all else constant.

Another important factor to consider is inflation, where the CPI index remains below
2% in the US, continuing a two year disinflationary trend. Concerns over a low
inflation, low interest rate trap similar to Japan during the past decade might preclude
the Fed from tapering asset purchases too strongly.

There is limited read through to changes in Europe

The UK and Eurozone are lagging behind the US on several key economic indicators
(see Figures 4 to 6). The UK’s recovery remains nascent, while the Eurozone is
expected to remain in recession in 2013. If conditions do not improve soon in the
Eurozone, the ECB will likely lean toward further easing. The outlook for monetary
policy in the UK is discussed further in the interview with Andrew

* The outlook for UK gilt yields and the implications for government, companies and individuals
will be discussed in more detail in the next issue of UK Economic Outlook.

Figure 6 – The US labour market is gradually heading toward the
6.5% Federal Reserve unemployment target

2%

4%

6%

8%

10%

12%

Oct 07 Jul 08 Apr 09 Jan 10 Oct 10 Jul 11 Apr 12 Jan 13

US UK EZ

Fed’s unemployment target

Source: Datastream, PwC analysis

Box 1 – The likely path back toward operating normal monetary policy has 5 steps and could take as long as five years

QE purchases
tapered to zero

Maturing QE
assets not replaced

Interest rate
guidance

Source: Federal Reserve meeting minutes, June 2011 and May 2013
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How long will the taps stay on?

How and when is ‘normal’ monetary policy likely to be restored?

In 2011, the Federal Reserve set out 5 stages for winding down its QE programme;
these steps are set out in Box 1 below. While the start date is still uncertain, once

A steady flow of positive economic data is increasing the possibility that
the Federal Reserve could slow QE3 later in 2013

Since 2008, the Federal Reserve has tripled the size of its balance sheet (see Figure
2) to stimulate the economy. A steady flow of encouraging economic data suggests
that this policy may not be needed for
much longer.

Headline US GDP grew at an annualised rate of 2.4% in the first quarter. Other
indicators such as consumer spending and bank credit growth (see Figure 4) suggest
that the economic recovery, while not explosive, continues to progress. Recent
statements by the Fed Chairman have pointed to a more positive view of the
economy and a potential reduction in the pace of asset purchases as soon as the end
of 2013.

As data increasingly points towards a gradual normalisation of the economy,
investors and businesses are beginning to contemplate how and when normalisation
of monetary policy will occur.

these steps are set out in Box 1 below. While the start date is still uncertain, once
begun, raising the target rate and selling off purchased assets is likely to take a total of
around three to five years, assuming that economic conditions stay reasonably benign.

Prior to this, ‘tapering’ of the current monthly asset purchases is likely to take around
8 months. As markets now expect this process to begin towards the end of 2013, this

implies a full return to ‘normal’ monetary policy by around 2016-18.

What are the implications for the real economy?

Once the Fed begins to step back from the market, government bond yields (and
referenced interest rates) will rise further. What does this mean for the various sectors
of the economy?

Households: The impact of higher interest rates is already being seen in higher
mortgage rates. Unless real wages grow, there could be knock on effects on broader
consumption as more costly mortgage payments eat into discretionary spending. On
the flipside, rising interest rates will mean that savers will be able to see a decent
return on their cash-based wealth.

Businesses: Cost of bank and debt funding will increase and interest rates on
corporate bonds will rise. One of the side-effects of QE has been compression of
yield spreads between high and low quality corporate debt. A gradual reversal of
monetary policy reversal will therefore have a greater impact on less credit-worthy
business’ cost of funding than that of investment grade firms.

From a macroeconomic perspective, rising interest rates may not be entirely negative.
‘Zombie’ firms (unproductive companies that survive only due to low interest rates)
will be forced to become more efficient or fail, freeing up resources for the rest of the
economy.

Developments in the US labour market are encouraging, and low inflation
means there is no pressure on the Fed to consider tightening

The most recent monthly jobs report indicated that the US economy added 175,000
jobs over the previous month, continuing a positive trend that has seen almost onejobs over the previous month, continuing a positive trend that has seen almost one
million jobs added this year. While the unemployment rate has fallen steadily since
2010, at 7.6% it still remains above pre-crisis levels.

This is particularly important as the Fed has signalled that interest rates are unlikely to
be raised while the unemployment rate is above 6.5%. Figure 5 indicates that there is
still some way to go. If the current trend continues, the 6.5% target would be reached
in approximately the first quarter of 2015, holding all else constant.

Another important factor to consider is inflation, where the CPI index remains below
2% in the US, continuing a two year disinflationary trend. Concerns over a low
inflation, low interest rate trap similar to Japan during the past decade might preclude
the Fed from tapering asset purchases too strongly.

There is limited read through to changes in Europe

The UK and Eurozone are lagging behind the US on several key economic indicators
(see Figures 4 to 6). The UK’s recovery remains nascent, while the Eurozone is
expected to remain in recession in 2013. If conditions do not improve soon in the
Eurozone, the ECB will likely lean toward further easing. The outlook for monetary
policy in the UK is discussed further in the interview with Andrew Sentance opposite.

* The outlook for UK gilt yields and the implications for government, companies and individuals
will be discussed in more detail in the next issue of UK Economic Outlook.

The likely path back toward operating normal monetary policy has 5 steps and could take as long as five years

Interest rate
guidance adjusted

Central bank
rate normalised

Remaining QE
assets sold off



Projections

P P P * MER* 2012

Global (market exchange rates) 2.4

Global (PPP rates) 3.0

United States 19.1% 21.7 % 2.2

China 14.3% 10.5% 7 .8

Japan 5.6% 8.4% 1.9

United Kingdom 2.9% 3.5% 0.2

Eurozone 14.2% 18.8% -0.6

France 2.8% 4.0% 0.0

Germany 3.9% 5.1% 0.9

Greece 0.4% 0.4% -6.4

Ireland 0.2% 0.3% 0.9

Italy 2.3% 3.2% -2.4

Netherlands 0.9% 1.2% -1 .0

Portugal 0.3% 0.3% -3.2

Share of world GDP

Interest rate outlook of major economies

Current state (Last change)

Federal Reserve 0-0.25% (December 2008)

European Central Bank 0.5% (May 2013)

Bank of England 0.5% (March 2009)

Sources: PwC analysis, National statistical authorities, Thomson Datastream and
indicator which refers to the WPI. Note that the tables above form our main scenario
our clients look at a range of alternative scenarios, particularly for the Eurozone. *PPP
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Portugal 0.3% 0.3% -3.2

Spain 1 .8% 2.1% -1 .4

Poland 1 .0% 0.7 % 2.3

Russia 3.0% 2.7 % 3.6

Turkey 1 .4% 1.1% 2.2

Australia 1 .2% 2.1% 3.6

India 5.7 % 2.4% 5.1

Indonesia 1 .4% 1.2% 6.2

South Korea 2.0% 1.6% 2.0

Argentina 0.9% 0.6% 2.0

Brazil 2.9% 3.6% 0.2

Canada 1 .8% 2.5% 1.8

Mexico 2.1% 1.7 % 3.9

South Africa 0.7 % 0.6% 2.5

Saudi Arabia 0.9% 0.8% 6.8
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Growth in the GCI has increased to 2.1% year
growth will remain stable over the coming months
Momentum continues to be weak, reflecting the “New Normal” environment of weaker
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The Global Consumer Index is a leading indicator of global consumer spending, it is based on a series of economic and market
equity market performance, consumer and business confidence, credit markets and commodity prices. For additional commentary o
methodology please visit: http://www.pwc.co.uk/economic-services/publications/pwc
Growth refers to the year-on-year change. Momentum is calculated as the 3 month annualised growth rate.

2014p 2015-9p 2012 2013p 2014p 2015-9p

2.4 3.1 3.1 4.7 4.7 5.1 4.6

3.0 3.7 3.7

2.0 2.7 2.4 2.1 1.6 2.0 1 .9

7 .6 7 .7 7 .0 2.7 3.0 3.4 3.4

1 .5 1 .3 1.0 -0.0 0.2 1.4 1 .5

1 .0 2.0 2.4 2.8 2.7 2.4 2.0

-0.6 0.9 1 .5 2.4 1.7 1.7 1 .9

-0.1 0.9 1 .6 2.2 1.4 1.6 2.0

0.3 1 .3 1 .5 2.1 1.6 1.8 2.0

-4.2 -1 .0 2.5 1.0 -0.3 -0.5 1 .0

0.9 2.0 2.7 1.9 1.3 1.2 1 .7

-1 .5 0.8 0.8 3.3 2.0 1.8 1 .7

-0.8 1 .0 1 .6 2.8 2.6 2.0 2.1

-2.0 0.8 1 .8 2.8 0.8 1.2 1 .5

Real GDP growth Inflation

2013p

Expectation Next meeting

On hold to 2015 30-31 July

On hold at least until 2014 4 July

On hold at least until end of 2013 4 July

and IMF. All inflation indicators relate to the CPI, with the exception of the Indian
scenario projections and are therefore subject to considerable uncertainties. We recommend

*PPP refers to Purchasing Power Parity and MER refers to market exchange rates.

Growth in the GCI has increased to 2.1% year-on-year. This suggests that consumer spending

PwC’s Global Consumer Index – June 2013

-2.0 0.8 1 .8 2.8 0.8 1.2 1 .5

-1 .4 0.4 2.0 2.4 1.9 1.6 1 .9

1 .1 2.4 3.9 3.7 1.3 2.3 2.5

2.9 3.5 3.8 5.1 6.1 5.7 5.6

3.6 4.8 5.3 8.9 6.9 6.3 4.8

2.5 2.8 3.0 2.4 2.5 2.8 2.7

5.5 6.6 7 .0 7 .5 5.2 5.9 6.0

6.1 6.2 6.3 4.3 5.5 5.1 5.1

2.7 3.2 3.8 2.2 2.2 2.7 2.9

2.5 2.4 3.3 10.0 10.8 11 .5 9.7

2.8 3.5 4.0 5.4 5.8 5.3 4.8

1 .6 2.5 2.2 1.5 1.4 1.9 2.1

3.5 4.0 3.6 4.1 3.8 3.8 3.6

2.2 3.5 3.8 5.7 5.9 5.7 4.8

4.4 4.2 4.3 2.9 4.0 4.6 4.0
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Growth in the GCI has increased to 2.1% year-on-year. This suggests that consumer spending
growth will remain stable over the coming months – but still below its long-term growth trend.
Momentum continues to be weak, reflecting the “New Normal” environment of weaker growth
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The Global Consumer Index is a leading indicator of global consumer spending, it is based on a series of economic and market indicators, including
equity market performance, consumer and business confidence, credit markets and commodity prices. For additional commentary on our

services/publications/pwc-global-consumer-indicator/index.jhtml
year change. Momentum is calculated as the 3 month annualised growth rate.


