ms® Dolish

s Economic
s |nstitute 06/2024

CEE Economic
Monthly

June 2024



Content:

Macroeconomics:
Jakub Rybacki
@ jakub.rybacki@pie.net.pl

W @jakubrybacki2
@ +48 512 275 365

Marcin Klucznik
@ marcin.klucznik@pie.net.pl

W @MarcinKlucznik
Q@ +48 503 457 274

Sergiej Druchin
@ sergiej.druchyn@pie.net.pl

W @druchin_s
Q +48792 766 265

Sebastian Sajnég
@ sebastian.sajnog@pie.net.pl

W @BastianSajnog
@ +48 501837748

Dawid Sutkowski
@ dawid.sulkowski@pie.net.pl

W @Dawid_Sulkowski
@ +48 885 062 001

Energy:
Maciej Miniszewski
@ maciej.miniszewski@pie.net.pl

W @macminiszewski
@ +48 799126 992

» Global financial stability in 2024 shows cautious optimism despite persistent challenges. The IMF
reports that the short-term outlook is stable, but medium-term risks are growing. Notably, the
IMF’s Growth-at-Risk framework highlights that downside risks to global growth have declined but
remain elevated. The IMF advises central banks to avoid premature policy easing and emphasizes
the need for enhanced regulation of private credit markets, which have expanded rapidly. More in
section: Risk premium in CEE countries.

» Recent monetary tightening raised real interest rates to the highest level since the global fi-
nancial crisis. Prices of 2-year interest rates swap (IRS) indicate that monetary policy is more re-
strictive compared to pre-pandemic levels. Higher real interest rates are related to both cyclical
tightening and potential increase in the natural interest rate. More in section: Real interest rates
at high levels.

» Fed estimates net foreign inflow into the US debt market being at an all-time-high. The picture
for flows into stocks is somewhat more blurry — but this is partly due the imperfect way the sta-
tistics are being collected. In the case of the euro area there is a small surge of foreign investors
into government securities, which could be attributed to interest rates hikes. More in section:
Significant inflows into US debt market.
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Risk premium in CEE countries

19%

The percentage
of global banking
assets that
remain vulnerable
according to Key
Risk Indicators

» Global financial stability in 2024 shows cautious optimism despite persistent challenges.
The IMF reports that the short-term outlook is stable, but medium-term risks are growing. No-
tably, the IMF’s Growth-at-Risk framework highlights that downside risks to global growth have
declined but remain elevated. The IMF advises central banks to avoid premature policy easing
and emphasizes the need for enhanced regulation of private credit markets, which have ex-

panded rapidly.

» The ECB as well as the Fed point to improving financial stability. Financial stability in the euro
area has improved, but the future is still uncertain due to potential market reactions to nega-
tive events and challenges in the real estate and banking sectors. In contrast,financial stability
in the US is mixed: the banking system is sound, but some banks are losing on fixed-interest
assets. Funding problems mainly relate to uninsured deposits and funds with low liquidity and
high risk. The IMF indicates that despite the overall resilience of banks during the March 2023
turmoil, according to key risk indicators, some banks, with USD 33 billion in total assets, remain
vulnerable, particularly in China and the US, where low capital ratios and deteriorating asset

quality are an issue.

Figure 1.1. Total assets of banks flagged by three or more key risk indicators (USD thousand)
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» Risk premiums in major countries are rising. According to our calculations, the risk premiums
in the world’s largest economies are rising, although they are still lower than in developing coun-
tries, which means that investors are still accepting lower returns in exchange for lower risk, but
their concerns about future economic risks are becoming more pronounced. At the same time,
the risk premium in CEE countries remains stable. Market data indicate a decline in this indi-

cator in Poland, suggesting positive investor expectations about the future economic situation.




» Recent political change in France had a negative effect on investors’ expectations. The French
election has pushed up the risk premium on French bonds, reflecting investors’ concerns about
the country’s fiscal stability. Bloomberg highlights that the yield differential between French and

German bonds has widened from 40-50 basis points to over 60 basis points. Political instabil-
ity and the lack of a parliamentary majority make economic reforms and fiscal policy difficult.

Investors fear that France will be more vulnerable to external economic shocks.

Figure 1.2. Risk premium in main economies, 10Y (pp)
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Figure 1.3. 10-year bond yield forecasts (%, eop)
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» However, economists’ expectations regarding long-term interest rates remain uncertain due
to several factors. IMF Financial Stability Report stresses that some advanced economies are
likely to require heavy government bond issuances to fund fiscal deficits, which, coupled with
quantitative tightening by major central banks, shifts the buyer base for government bonds. New
marginal buyers, such as hedge funds, are more price sensitive and attuned to debt sustain-
ability, suggesting more volatility in bond markets in the medium term. Additionally, open-end
bond funds have received large inflows in recent years, raising concerns about excessive liquidity
transformations. Finally, the growing threat of cyber incidents, particularly in the financial sector,

poses significant risks to macro-financial stability.




Real interest rates at high levels

0.81%

Real interest rate
in euro area in May
2024 calculated on
2Y IRS and current
CPI inflation

» Recent monetary tightening raised real interest rates to the highest level since the global fi-
nancial crisis. Prices of 2-year interest rates swaps (IRS) indicate that monetary policy is more
restrictive compared to pre-pandemic levels. Higher real interest rates are related to both cycli-

cal tightening and potential increase in the natural interest rate.

» Real interest rates rose to the highest level since the global financial crisis. After the pan-
demic, major central banks began a cycle of monetary tightening to reduce inflation. Despite
the fact that by the end of 2023, the major central banks had already completed the tightening
cycle and are currently keeping rates unchanged (e.g. Fed, Bank of England), monetary policy is
more restrictive (even the lowering of rates by the European Central Bank in June did not change
this). A drop in inflation meant that the real interest rates are rising. The real interest rate in the
US, EU and UK, calculated on the basis of 2-year IRS contracts and the current CPI inflation rate

(YoY), is at the highest level since the global financial crisis.

Figure 2.1. Real interest rates in biggest developed economies
(calculated on 2Y IRS and current CPI inflation YoY)
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» Current financial conditions are noticeably tighter than before the COVID-19 pandemic.
The real interest rate calculated based on the 2Y IRS and current CPI inflation in 2019 in the US
was 01%. During this period, real interest rates in the Eurozone remained negative (-1.5%). In May
2024, interest rates (based on the 2Y IRS) in the US and the Eurozone were 1.7 and 0.8%, respec-
tively. Real interest rates are currently highest in developing countries such as Russia, Mexico
and China. However, this is due to the higher natural rate — faster economic growth forces higher

interest rates to balance savings and investment.




Figure 2.2. Real interest rates across the world in May 2024
(calculated on 2Y IRS and current CPI inflation YoY)
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Source: prepared by PEI based on Macrobond.

Figure 2.3. US Treasury Par
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» Higher global interest rates are not only associated with cyclically tighter monetary policy,
but also with a potential increase in the natural rate of interest. A recent study suggest that the
real interest rate has risen after the pandemic (CEPR). However, this estimate is subject to high
uncertainty. A shift toward a higher natural interest rate would mean central banks would have
to keep interest rates at higher levels in the future.
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https://cepr.org/voxeu/columns/natural-rate-interest-after-pandemic

» Financial markets are pricing in higher real interest rates in the future. The US Treasury Real
Yield Curve has risen noticeably since 2019. Interest rates at every duration are higher than be-
fore the pandemic. The 30-year real interest rate in July 2024 was 2.2% — in 2019 it was 1.4%.
At the same time, New York Fed estimates indicate that the natural interest rate in Q1 2024 was

0.7-1.2%. This means that the Fed’s current credit conditions are restrictive for the US economy.
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Significant inflows into US debt market

uUsbD
712 bn

net foreign inflow
into US Treasury
and Agencies over
12 months

27%

the share of euro
area government
securities held by
foreign investors

» The Fed estimates net foreign inflow into US debt market being at an all-time-high. The pic-
ture for flows into stocks is somewhat more blurry — but this is partly due the imperfect way
the statistics are being collected. In the case of the euro area there is a small surge of foreign

investors into government securities, which could be attributed to interest rates hikes.

» Inflows into US bonds remain at record levels. Data published by the Bertaut and Judson
(Fed) indicates that over the past year, foreign investors have made net purchases of USD 615 bn
in Treasury and USD 97 bn in Agencies — the latter being bonds issued by government-spon-
sored entities or US federal departments other than the US Treasury. Total net inflows reached
USD 712 bn - compared to USD 163 bn less in 2021 and as much as USD 339 bn less in 2022.

» The corporate world also saw large inflows into US corporate debt. Over the past 12 months,
foreign investors have made a net purchase of USD 462 bn in corporate bonds. This is a record
high after a very weak 2022 - inflows in that year reached only USD 68 bn — more than 6 times

less.

Figure 3.1. Estimated net foreign purchases of US Treasury and agencies (USD bn)
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Source: prepared by PEI based on Bertaut and Judson data.

CEE Economic Monthly « June 2024

» Bertaut and Judson estimate current net inflows into US equities at close to zero. These
figures differ significantly from those presented in the official TIC S survey and could be debat-
able. The TIC form does not include a number of ways to make an asset acquisition, including
merger-related swaps. Theoretically Fed corrects for that (link), yet the data series provided on
US Treasury’s website ends at January 2023. Those adjustments have a large impact on the data.
For example, in 2022 Bertaut and Judson estimate net foreign inflows into US corporate stocks
at USD 29 bn - of which USD 56 bn was through merger-related swaps.



https://home.treasury.gov/adjustments-for-stock-swaps

Figure 3.2. Estimated net foreign purchases of US corporate assets (USD bn)
800
600
400

200

-200

-400

-600
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

== Corporate bonds Corporate stocks

Note: 12-months rolling sum. Purchases by all foreign countries and IROs.
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» The euro area’s balance of payments shows no net change in portfolio investments. Over the
past year, the cumulative surplus was only EUR 0.4 bn. This change consisted of an increase on
the asset side of EUR 539.8 bn. On the other hand, the position on the liability side was virtually
as strong — effectively offsetting the increase. In practice, however, analyzing inflows into Euro-
pean bonds is a little more complicated. Financial flows are biased by the presence of financial
centers in Luxembourg, Ireland and the Netherlands. The ECB indicates that only funds located

from Luxembourg and Ireland hold approx. 40% of cross-border equity and debt securities (link).

Figure 3.3. Portfolio investments as on euro area’s financial account (EUR bn)
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https://www.ecb.europa.eu/press/fie/box/html/ecb.fiebox202406_03.en.html
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» However, the data shows that there has been a surge in interest in European bonds in 2023.
The ECB estimates that the share of foreign investors in sovereign debt has risen from about
23% at the beginning of 2023 to almost 27% today, the highest since 2021. However, the share
of foreign investors is noticeably smaller than it used to be years ago - for example, at the be-
ginning of 2014 it was over 40%. The share of debt held by households has also increased quite
noticeably — it is now almost 3.5%, the highest since 2014. (link). Investors are buying European
securities as the ECB sells them as part of its quantitative tightening. The main driver, however,
is interest rates. The structural decline in interest in European bonds after 2014 inevitably must

have been linked to the negative interest rate policy — and the current rebound to rate hikes.

1


https://www.ecb.europa.eu/press/blog/date/2024/html/ecb.blog20240322~54dcd060b1.en.html

The Polish Economic Institute

The Polish Economic Institute is a public economic think tank dating
back to 1928. Its research primarily spans macroeconomics, energy
and climate, foreign trade, economic foresight, the digital economy
and behavioural economics. The Institute provides reports, analyses
and recommendations for key areas of the economy and social life in
Poland, taking into account the international situation.

This publication is for information purposes only and does not constitute investment advice. Efforts have
been made to ensure that the forecasts presented are as accurate as possible; however, the information in

the publication is not binding, and the Institute and the authors of the publication are not responsible for

investment decisions made based on it.

© Copyright by Polish Economic Institute

mms® Dolish

mmm Fconomic
s INstitute

Contact

Jakub Rybacki

Head of the Macroeconomics Team
jakub.rybacki@pie.net.pl

phone: 48 512 275 365



mailto:jakub.rybacki%40pie.net.pl%20?subject=

