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Economic update: The impact of manufacturing on the global slowdown
The causes of the slowdown in the global 
economy since mid-2018 are coming into view. 
The weakness appears concentrated in the 
manufacturing sector, with purchasing 
managers indices for the US, China and the 
euro zone, in particular, declining. (A score 
above 50 indicates rising output, a score below 
50 suggests contraction.) There are two 
interrelated stories here.

The first is the effect of the US-China trade 
conflict, which is causing disruptions to supply 
chains and suppressing appetite for trade. This 
can be bad news for Europe too, which is a big 
exporter to both the US and China. (Europe 
was a beneficiary of strong import demand 
from these economies in 2015-16).

Fig 4:  Manufacturing PMIs have fallen in 
three major economies in 2018-19

Why is inflation so low? 

The second is the Chinese government’s 
attempt to deleverage its highly indebted 
corporate sector, which is likely to have 
exerted downward pressure on its own 
manufacturing output and those of its 
main suppliers. 

However, the cooling effect of the trade war on 
the economy has led the government to 
prioritise its GDP target of 6-6.5% over its 
deleveraging programme. This short-term 
relaxation of policy is now visible in the data, 
with clear evidence of credit becoming cheaper. 
As greater Chinese spending filters through the 
global economy, growth is likely to accelerate 
again from the second quarter of 2019. 

Source: Eikon from Refinitiv

For several generations of economic 
policymakers, inflation was the enemy. It cut 
living standards and reduced the value of 
savings. Many of the world’s major economies 
endured periods of double-digit interest rates 
to avoid runaway increases in prices. But over 
the past decade inflation has not just been 
tamed, it has been rendered dormant (see Fig 6). 
Policymakers are now facing the opposite 
problem, of trying to renew upward pressure 
on prices, even as global growth has picked up 
and labour markets have tightened. What’s 
going on?

Over the past 20 years a consensus has 
emerged among central banks in advanced 
economies to aim for annual inflation of around 
2% per annum. This is the official target in the 
US, Canada, the UK, the Eurozone, Japan, 
Australia and New Zealand. A level of 2% is 
attractive because it provides both a 
reasonable buffer against deflation and is likely 
to require interest rates above zero (which in 
turn gives some reward to savers and means 
interest rates can be cut to support an 
economy during a downturn). However, at 
present there is little evidence that any of these 
economies are capable of generating 
consistent inflation of 2%.

The current low (or no) inflation environment is 
caused by two sets of factors. The first are 
those triggered by economic policy, the 
second by those beyond the scope of it. 
Considering the first group, it is becoming 
increasingly clear that the US Federal Reserve 
has overestimated the threat of inflation. 
Although the Fed pledges that its 2% target is 
symmetrical, it has raised interest rates nine 
times since the end of 2015, but its preferred 
measure of inflation has only exceeded 2% in 
nine of the 37 months since then, suggesting a 
strong preference for keeping inflation below, 
rather than above, 2%. 

In its monetary policy statements the Fed has 
long argued that low unemployment would 
push up inflation through higher wages. This 
may still prove correct, but it is consistently 
underestimated the amount of slack in the 
labour market. 

In December 2016 when unemployment was 
5%, the Fed’s projections suggested that the 
long-run employment rate was 4.8%. In 
December 2018, when unemployment was 
3.8%, the Fed revised its forecast for 
joblessness in the long run down to 4.3%. The 
true level may be lower still. Again, this suggests 
that the Fed has been too fearful of inflation.

In Europe, the European Central Bank (ECB) 
has kept monetary policy accommodative, but 
inflation has been weak. Granted, the regional 
economy is stumbling at present (see 
Economic Update), but even when it was 
growing quickly in 2018, the core inflation 
remained at around 1%. Like the Fed, the ECB 
believes labour markets will eventually drive up 
prices. Evidence across the region is patchy. 
The link appears clearer in the Netherlands, 
where unemployment is at 3.3% and inflation 
2.9%, than in Germany, where joblessness is 
3.4% and inflation 1.4%. Compared with the 
US, European fiscal policy was not loosened to 
anywhere near as much in response to the 
financial crisis and it has since been tightened 
much more. More expansionary government 
spending may help to generate stronger 
domestic demand, and with it, inflation. 

Meanwhile, the Bank of Japan has pushed 
monetary policy to its very limits – the central 
bank now owns assets worth more than GDP 
– in search of higher prices, but inflation has 
barely budged. 

Years of cheap borrowing costs have not 
persuaded firms to invest and test the capacity 
of the economy. Nor has inflation been 
imported from elsewhere; the yen has held its 
own against the US dollar in recent years. 
Instead the root may simply be expectations: 
no-one in Japan behaves as if prices are about 
to rise, so prices remain static. 

The second group of factors are external. The 
erosion of trade union membership has 
weakened workers’ bargaining power. (The 
proportion of workers belonging to a union in 
the UK has fallen from around 40% to 20% 
over the past 30 years and in the US from 
around 20% to 10% in the same period.) 
Commodity prices, another source of potential 
inflation for energy-hungry advanced 
economies, have also been low recent years. 

The Fed is reviewing its monetary policy 
framework amid concerns that its target 
– combined with subdued global growth – has 
effectively set a ceiling on inflation. One 
option might be to switch to a target of 
long-term average inflation of 2%, which would 
take into account periods in the recent past 
where inflation had fallen below this level. This 
would commit the Fed to making its inflation 
target truly symmetrical. However, it remains to 
be seen whether central banks have the 
influence to kick-start global demand. The 
experience of the past decade suggests 
reasons to be sceptical.

Fig 5: Consumer price inflation has gone from problematically high to puzzlingly low
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Source: St Louis Federal Reserve 
Note: US figure is personal consumption expenditures, as targeted by the Federal Reserve






