OPINION

FROM THE CAPITAL

Brexit icing on undercooked cake

Mining was in peril enough without adding another obstacle to growth

John Robertson*

Even before the Brexit vote, min-
ers had reason to worry about
the prospect of a lengthening
cyclical trough.

The decision of UK electors to
quit the European Union signals
the onset of a possibly intracta-
ble political crisis but not neces-
sarily a financial crisis. For the
mining industry, the added drag
on global growth matters most.

The UK vote to leave the EU
consolidated the impression
that global growth will be insuf-
ficient to tilt market balances
away from surpluses.

Much of the financial market
nervousness so evident in the im-
mediate aftermath of the UK ref-
erendum arises from the experi-
ences of 2008. Then, disruptions
to unforeseen and highly com-
plex financial connections across
countries, security types and in-
stitutions led to liquidity failures.

In contrast to 2008 and, before
it, the Asian financial crisis in
1997 and the Long Term Credit
Management failure precipitat-
ed by Russia’s 1998 debt default,
market responses to the Brexit
vote have been generally calm
and orderly.

Unlike those earlier instances,
central banks have not had to
shore up financial institutions al-
though they have felt compelled
to reassure them of their readi-
ness to act should circumstances
change.

Fortunately and in contrast to
other European countries, the UK
has its own currency allowing
prices to begin adjusting immedi-
ately. Despite some tendency to
overshoot, a relatively sophisticat-
ed asset pricing regime will play
an important role in recovery.

In the longer term, too, some
in Europe may even come to
thank the British for their brav-
ery in quitting the union.

One of the drawbacks of Euro-
pean integration has been a re-
sulting slowness to adapt to eco-
nomic forces. The necessity to

British prime minister David
Cameron may be thanked in
years to come for giving the UK
the chance to exit the EU

redesign the union, including
the structure of its financial in-
termediation, in response to the
UK departure will provide an op-
portunity to reform otherwise
sclerotic institutions that have
been failing the entire European
membership.

Although severe, market reac-
tions to the British referendum
vote have shown some rational-
ity.

Understandably, sterling
dropped dramatically. Invest-
ment flows into the UK and with-
in the economy are likely to stall,
even to the extent of precipitat-
ing recession, until new political
and economic rules are estab-
lished and understood.

Re-crafted institutional ar-
rangements will be needed. In
particular, financial institutions
with European trading head-
quarters in London will have to
assess whether they will be more
profitably located somewhere
else. Unsurprisingly, banks have
taken the brunt of the negative
equity market reaction to the
vote.

The Nikkei 225 immediately
fell by over 9% but Japan faced a
double whammy. The Brexit
flight to safety forced up the yen
which adversely affects the com-
petitiveness and earnings of Jap-
anese exporters and makes it
harder for the government to re-
flate the economy.

In the US, the share prices of
companies with the largest ex-

posures to the UK took the big-
gest hits. Some with a more do-
mestic orientation actually
gained ground despite the wide-
spread market weakness.

These signs of prices doing
their job suggest avoidance of a
financial calamity.

But for Brexit, the primary pur-
pose of this week’s column
would have been to draw atten-
tion to recent comments by St
Louis Federal Reserve Bank pres-
ident James Bullard.

Bullard will not have been a
well-known name within mining
circles but his remarks on June
17 hold deep significance for the
industry’s outlook.

The Fed, in common with
many industry analysts, has
been assuming a gradual return
of financial asset prices to histor-
ical averages. Hence those on
the Federal Open Market Com-
mittee, like Bullard, have for
years been speaking about ‘nor-
malisation’.

The triple forces
of new regula-
tions, large fiscal
deficits and histor-
ically easy mon-
etary conditions
originating from
2008 have been
disappointingly
slow in reigniting
global growth and
creating the con-
ditions that would facilitate a re-
turn to historically average mon-
etary settings.

In addressing the media at the
conclusion of the June FOMC
meeting in Washington two
days before Bullard spoke, Fed
chair Janet Yellen seemed more
hesitant than ever in her depic-
tion of the economic outlook
and likely future policy stance.

Yellen characterised the out-
look as having changed only
slightly. While true that the most
recent forecast changes from
the governors had only been
slight and seemingly immaterial
on their own, they have been
the latest in a long sequence.

“No upside and
greater risk
of downside
is the growth

outlook implied
by Bullard’s

evolving view
of the world”

Viewed over a prolonged pe-
riod, changes in interpretation
have been dramatic. In particular,
the connection between the
onset of higher inflation and im-
proved labour market conditions
has been well beyond the bounds
of what had once been expected.

Reflecting some frustration
over this disparity between
promise and outcome, Bullard is
arguing for a break with the
past. There was no point in brac-
ing for a return to historically av-
erage prices, he said, without ev-
idence of the conditions
necessary for such a change.

It would be better, on his reck-
oning, to assume a continuation
of the existing economic regime
until a change was evident.

Bullard opined that current
policy settings were already opti-
mal for the existing slow growth
economic regime. Bullard’s “new
characterisation” meant one
more interest rate rise in 2016
with no more
being needed be-
fore the end of
2018.

This radical de-
parture from the
conventional wis-
dom is close to
saying that nor-
malisation is off
the agenda for the
foreseeable future
despite having
been the preoccupation of poli-
cymakers for several years.

If adopted, the Bullard model
would leave policymakers little
ammunition with which to coun-
ter a normal cyclical slowdown
in growth over the next two
years let alone anything ap-
proaching a financial crisis.

No upside and greater risk of
downside is the growth outlook
implied by Bullard’s evolving
view of the world.

Even without Brexit dampen-
ing the outlook, a mining indus-
try whose prospects rely over-
whelmingly on resurgent
growth would have had cause to
ponder a bleaker future. |
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