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THE PARADOXES OF A GLOBALISED ECONOMY

' Who would have thought at the end of 2007, that we would be facing a near-recession in the USA, an abrupt slowing of the
economies of Europe and Japan, and at the same time an increase in the risk of inflation to such an extent that markets expect
monetary policy to be tightened on both sides of the Atlantic?

I Itis easy to explain this apparently paradoxical situation by pointing to the unexpected increase in food prices and then in
oil prices, which have spiralled upwards despite the lack of any significant supply shocks. But it is important to take the analysis
further.

{1 Despite the real estate crisis that has spread from the USA to affect several European countries, and the ensuing financial
crisis, the global economy, which is still being driven by emerging countries, is facing scarcity of one factor of production:
commodity products (oil, steel, food ...). As a result, it seems condemned to slow still further in the short term. This inevitable
slowdown will come either through inflation or through a tightening of monetary policies; what is more, because of globalisation,
the options chosen by some will have an effect on others.

T The more emerging economies tighten monetary policy and allow their currencies to appreciate, the less oil products will
effectively be subsidised in these economies, thus reducing inflationary pressures around the world. However, it is clear that the
measures taken in this direction so far have been on a very limited scale.

T The next few months will be fraught with danger. In the USA, UK and euro zone, central banks are in an extremely
uncomfortable position. Growth is slowing and inflation, other than for food and energy, remains under control. However, if, as
we fear might be the case, commodity prices do not ease in the near future and their recent increases work their way down the
production chain, there would be a strong likelihood that inflation expectations, which are already on the rise, would become
anchored at a high level for some time. This would push up long-term interest rates, hitting economic activity, and carry a
significant cost in terms of economic growth to bring inflation back to target rates.

T Conclusion for central banks in developed countries: attempt to change monetary and exchange rate policies of emerging
economies and, in the immediate future, run a preventative monetary policy that focuses on holding down inflation expectations,
without either going too far or losing credibility. The question, then, is whether or not central banks will go beyond
pronouncements on inflationary risks and take action by raising rates in order to underscore their determination.

T In our central scenario, which incorporates a slight easing of oil prices from this summer's record levels, this is not the
case. We expect policy rates in the major countries to be stable in the short term, at 2% in the USA, 0.75% in Japan, 5% in the
UK and 4.25% in the euro zone. However, the strength of the inflationary threat varies from country to country. The risk of
second-round effects are probably limited in the USA and UK, economies affected by major real estate crises and possessed of
flexible labour markets. In the euro zone, the economic slowdown is more recent and is likely to be less severe overall.
Moreover, labour markets here are less flexible. Thus we can not rule out the possibility that the ECB will follow its 3 July rate
increase with further tightening.

f  This said, the higher the price of oil and interest rates go, the sharper the global slowdown will be. With demand for
commodities reacting to this income effect and, bit by bit, to pricing signals, inflationary pressures are likely to ease in a
secondary phase. In such circumstances, expectations of rate cuts are likely to reappear in 2009. In an extreme scenario, the
deflationary risk could, towards the end of this period, come back centre stage, with a recessionary spiral fuelled by the
interaction between the real economy and the financial sphere.

Widespread price acceleration, but inflationary risks INFLATIONARY RISKS VARY WIDELY
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For the moment, only a few emerging economies are experiencing
real internal inflationary pressures (the Gulf states, Russia, Ukraine
and a number of Eastern European countries such as the Baltic
states), as a result of overly expansionist monetary and exchange
rate policies. Conversely in many emerging markets (China, Brazil,
Poland and the Czech Republic amongst others) and in nearly all
developed economies, inflation excluding food and energy remains
under control (2.3% year-on-year in May in the USA and 1.7% in
the euro zone): in these countries there has not yet been any
significant manifestation of second-round effects.

EMU: INFLATION BUT NO SECOND-ROUND EFFECTS
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We are, however, seeing a number of worrying signs, particularly
in the euro zone, where labour markets remain less flexible than in
the USA and UK. Hourly wage rates rose by 3.7% year-on-year in
the first quarter of 2008, compared to 2.4% in the first quarter of
2007. This significant acceleration was due primarily to Germany,
from a very low rate of wage growth, and Spain. Since the end of
May, inflation expectations, as measured by inflation break-even
points, have risen significantly.

EMU: LONG-TERM INFLATION EXPECTATIONS
HAVE RISEN SINCE EARLY JUNE
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In the final analysis, one should not, therefore, overlook the risk of
second-round effects and a loss of central bank credibility. On this
point, much will depend, however, on trends in oil prices, as food
prices are likely to flatten out unless there are unfavourable
weather conditions.

Qil prices set to remain high, but likely to peak this
summer

In the very short term, trends in oil prices are by far the biggest
source of uncertainty hanging over global economic prospects.

Our central scenario is based on oil price assumptions that have
been revised sharply upwards. Various factors are in play?. First,
financial flows are likely to drive long-dated oil futures upwards:

1For a more detailed analysis of our commodity price forecasts for 2008-2009,
and particularly our oil price forecasts see, Commodities Review — Speculation
under the microscope, SG Commaodities Research - June 2008

investors are expecting considerable tension between oil supply,
which is likely to peak in the not too distant future, and demand
which, driven upwards by consumption in emerging economies, is
on a rising trend of 1.5% per year. In addition, nor does any of this
factor in geopolitical risks.

Second, the physical market is under strain, as reflected in low
stock levels in the USA, although these tensions in themselves
would not have warranted the explosion in prices seen in recent
months. Moreover, increases in supply in 2009 are unlikely to
exceed increases in demand.

SUPPLY AND DEMAND IN THE OIL MARKET

2007 2008 2009

DEMAND (MB/DAY)

OECD 49.1 48.6 48.2
Non-OECD 36.9 38.2 395
WORLD 86.0 86.8 87.7
SuPPLY (MB/DAY)

NoN-OPEC 49.6 49.6 50.2
OPEC -- LNG 4.6 5.1 55
OPEC -- CRUDE 311 321 32.1
WORLD 85.5 86.9 87.7
CHANGE IN STOCKS (MB/DAY) 0.4 0.1 0.0
BRENT CRUDE ($/8) 72.61 123.50 128.25

SOURCE: SG COMMODITIES RESEARCH

It is important to recognise that our assumptions inevitably carry a
substantial margin of uncertainty, even though a sharp downward
correction in prices looks highly unlikely for several months to
come. For all their imperfections, however, these assumptions play
a major role in short-term predictions of consumer prices and thus
of purchasing power, and also of the likely direction of monetary
policy. By way of illustration, the chart below shows the likely
inflation rates in France based on three estimates of the price of a
barrel of Brent crude at the end of 2008. In the central scenario
($130/barrel in the fourth quarter of 2008), inflation rate would ease
from 4.2% in September to less than 3% in December and then
continue to fall in 2009. By contrast, in the risk scenario (oil at
$150/barrel in the fourth quarter and even beyond), inflation would
remain at over 3.5% at the end of the year, with a possible impact
on wage claims in 2009.

FRANCE: INFLATION DETERMINED BY
OIL PRICE TRENDS
Inflation under different oil price scenarios at end-2008, %
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The USA is set for a very difficult end to the year

The diagnosis concerning the USA has not fundamentally
changed. However, three factors merit our attention:

- The sharper than expected rise in oil product prices (with petrol
reaching a record high of $4.095/gallon at the end of June)
has eaten into purchasing power which had already been hit by
falling employment (-438,000 in the first half), and has dragged
down confidence indicators which have dropped to levels unseen
since the recession of the early 1990s;
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- The financial crisis continues. Capital markets lost more ground
in June, after their rally in the wake of the rescue of Bear Stearns
by JP Morgan Chase, with the crucial support of the Federal
Reserve. The tightening of credit conditions will no doubt increase
over the next few months, which will have an impact on consumers
in particular (especially through credit cards and other consumer
credit);

- Treasury rebate cheques ($1,800 for a couple with two children)
being received by most Americans as part of the fiscal support
package, were sent out earlier than expected, so their temporary
boost to consumption started to be felt in May.2.

The $106.7bn to be distributed by the Treasury very shortly will
clearly boost consumer spending over the summer. However, in
the second and third quarters, during the "driving season”,
Americans' spending on petrol is likely to be one-third higher than
in the summer of 2007, equivalent to extra expenditure of $70bn. In
addition, the current financial climate means that consumers may
pay more attention to consolidating debt than to spending.

In all cases, the end of the year is set to be a very difficult period,
given that in our chosen scenario, oil prices will remain very high,
employment will continue to fall and access to credit will be highly
selective. This explains the expected drop in consumption by
volume at the end of this year and the beginning of 2009, unless a
new stimulus package is introduced. To reflect this, we have
slightly upgraded our 2008 growth estimate, to 1.6% and
downgraded our 2009 figure, to 0.7%.

Against this background, the Fed is likely to maintain its target rate
for Fed Funds at 2%, then, on condition that a gradual recovery
does begin in the second half of 2009, start a cycle of monetary
tightening.

The euro zone faced with an oil shock, a strong
currency and a real estate crisis

Euro zone countries are currently in the worst of all worlds:

- the oil shock has inevitably put a dent in the revenue of
resident agents (equivalent to 1.2 points of GDP for France).
Without fiscal support (other than in Spain), this will be borne in full
by consumers and companies;

- the uncoupling of monetary policies has resulted in a sharp
rise in the euro, particularly against the dollar and sterling, and
exports are now feeling the full effect of this very keenly;

- the real estate crisis has hit Ireland and now moved on to
Spain, where its scale reflects past excesses in new house
building. The French real estate market has also clearly begun to
cool, although the scale of the expected correction remains
unclear; from the second half of 2008, residential real estate
investment will start to contract. The increase in short-term and
long-term interest rates, following the liquidity crisis that hit the
interbank market and the rise in inflation expectations, coupled with
a tightening of credit conditions, can but serve to exacerbate the
correction in residential real estate markets.

After a "good" first quarter (up 0.8% on the fourth quarter of 2007),
which was artificially boosted by an exceptional performance from
the German economy, growth slowed abruptly from the second
quarter (between 0.1% and 0.2% according to our forecasts).

2The Treasury paid households $1.9bn in April and $48.1bn in May. Real
disposable income rose by 5.3% in May, and consumption in volume terms by
0.4%. The savings rate jumped from 0.4% in April to 5% in May. By the end of
June, most of the payments had been made; as a result consumer income will
correct downwards in July and August.

The latest survey data show a marked worsening of economic
conditions; both the manufacturing and service PMI surveys have
dropped below the 50 mark.

EMU: A SHARP DECLINE IN ECONOMIC PROSPECTS
Manufacturing PMI
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The situations in the euro zone's member countries have continued
to diverge: whilst Spain (and Ireland) are likely to flirt with
recession in the second and third quarters, the slowdown in
German growth remains, for the time being, modest, thanks to
exports and productive investment (and barring an aftershock from
the exceptional weather conditions that boosted growth to 1.5% in
the first quarter).

To no great surprise, the ECB's Governing Council raised its refi
rate from 4% to 4.25% at its 3 July 2008 meeting. At his press
conference, Jean-Claude Trichet, the bank's head, emphasised
that as things stand, the ECB's monetary policy would allow it to
meet its medium-term inflation target. The markets scaled back
their expectations of further rate increases in response.

However, over the coming months, the ECB will face an
increasingly difficult balancing act between inflation and short-term
growth:

- On the one hand, euro zone inflation, which had already hit
4% in June, is likely to continue to rise between now and
September, based on our scenario for oil prices, and could nudge
the 4.5% mark. As a result, if second-round effects are to be
avoided, consumers will have to accept the loss of purchasing
power resulting from this surge in inflation, and resist the illusory
temptation of trying to pass this on to their employers via higher
wages;

- On the other hand, the economic slowdown will reach
worrying proportions. This will be particularly true in certain
countries, but not even Germany will be spared. This will produce a
worsening picture in the labour market and a drop in production
capacity take-up rates which could hold back wage increases and
hit margins.

In the final analysis, unless there is a marked and unexpected drop
in oil prices, the ECB is likely to maintain its refi rate at 4.25% (our
central scenario), or raise it still further. Conversely, unless wage
growth accelerates significantly, an easing of monetary policy
might be possible in 2009.

Hervé MONET +33 1421488 16






