
LONDON/SYDNEY: Factories across
Europe enjoyed a buoyant month in June
but that growth could be under threat
after Britons voted to leave the European
Union last week, surveys conducted
almost entirely before the historic referen-
dum showed.

Highlighting another worrying trend
for the global economy, China’s vast facto-
ry sector flatlined as exports shrank and
jobs were cut, in a slowdown across Asia
that could lead to yet more policy stimu-
lus as doubts grow over the potency of
measures taken so far.

The hard times signalled by a range of
surveys was not what the world needed a
week after Britain voted to leave the EU,
condemning the bloc to months if not
years of political and economic instability.

“The unimaginable has happened and
the UK vote will cast a long shadow over
the UK, Europe and global markets for
some time to come,” warned Westpac
head currency strategist Robert Rennie.

“A structurally weaker pound, a softer
euro and weaker global growth beckons.”
Markit/CIPS reported a surprisingly strong
reading of 52.1 in June for their UK
Manufacturing Purchasing Managers’
Index (PMI), up from May’s 50.4. That was
the strongest reading since January and
better than all forecasts in a Reuters poll
of economists, which produced a consen-
sus view of 49.9.

But data company Markit warned
“almost all” the data from manufacturers
used in its survey were received before
the June 23 referendum. “Leaving the EU
threatens the loss of 50 free trade agree-
ments with other countries, as well as
restricted access to the single market
itself,” said Samuel Tombs at Pantheon
Macroeconomics.

“In short, then, the UK’s meagre man-
ufacturing sector - which accounts for
just 10 percent of GDP - is not going to
prevent the overall economy slipping
into recession.” Bank of England
Governor Mark Carney said on Thursday
the central bank would probably need to
pump more stimulus into Britain’s econo-
my over the summer to cope with the
shock of the vote.

June was also stronger across the euro

zone, where factory activity expanded at
its fastest rate this year as discounting
helped drive up new orders and output,
encouraging companies to hire more
people to meet the demand. The Markit
PMI for the euro zone climbed to 52.8
from May’s 51.5, higher than the earlier
flash reading of 52.6. Anything above 50
indicates growth. “However, euro zone
manufacturers will be worried that
demand in both domestic and foreign
markets could be significantly weakened
by heightened uncertainty following the
UK’s vote,” said Howard Archer at IHS
Global Insight.

CHINA BRAKES
Among other surveys out on Friday,

China’s official PMI slipped a tick to 50.0 in
June, dead on the level that is divides
growth from contraction. One saving
grace was the services sector measure,
which nudged up to 53.7 in a positive sign
for consumer activity.

More worrying was the Caixin version
of the PMI, which covers a greater share
of smaller firms, where the index fell to a
four-month trough of 48.6 in June. That
had to be a disappointment to Beijing,
which has resorted to ever-looser fiscal
and monetary policy to support growth
and jobs in the world’s second largest
economy.

It was a frustration likely shared by
the Bank of Japan, which found major
manufacturers in a morose mood
despite all its attempts at aggressive eas-
ing. The reasons were clear in the
Markit/Nikkei measure of Japan’s PMI,
which edged up slightly to 48.1 in June
but stayed in contractionary territory for
the fourth straight month.

Government data were no better,
with household spending down for the
third month in a row and core consumer
prices suffering their biggest annual
drop since 2013.

News from South Korea was relatively
cheery as its PMI reached a six-month
high, yet at 50.5 it was just barely into
expansionary territory. Indeed, a separate
report showed shipments from the
world’s sixth-largest exporter fell for an
18th straight month in June. — Reuters 

European factories bounce, 
but Brexit poses threats
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SAN JUAN, Puerto Rico: Puerto Rico entered a
new financial era Friday following a historic
default as it prepares for the implementation of a
federal oversight board that will have control
over the island’s dire finances and provide room
to ease a crushing debt burden.

The government paid roughly half of $2
billion in due debt, but said it did not have
the money to pay $779 million worth of gen-
eral obligation bonds that are given top prior-
ity by the island’s constitution. Gov. Alejandro
Garcia Padi l la  s igned an executive order
Thursday declaring a moratorium on a por-
tion of that debt.

“Even if I had shut down the government, we
wouldn’t have had enough money to make the
payment,” Garcia said at a news conference
Friday. A bill to help the island restructure its
debt, signed Thursday by President Barack
Obama, means that “Puerto Rico will now govern
itself like an adult country, responsibly, spending
only what it can afford,” the governor said.
“Today, the island starts belonging to us again,
and not to Wall Street.”

Puerto Rico has only $200 million in cash in
the operating account from which it was sup-
posed to pay the general obligation bond debt,
according to the Government Development
Bank, which oversees the island’s debt transac-
tions and is operating under a state of emer-
gency that permits withdrawals only for essen-
tial public services. The bank on Friday warned
the government will implement what it called
“extraordinary liquidity measures” in the next six
months, including delaying payments to ven-
dors and special contributions to the struggling

retirement systems, so that it can continue pro-
viding essential services.  Despite those meas-
ures, revenues in the operating account are
expected to drop below some $95 million later
this year, an amount that the bank referred to as
“dangerously low.”

Grace Santana, the governor’s chief of staff,
noted that the federal rescue package does not
immediately change the island’s dire financial sit-
uation. “The government’s liquidity is still fragile,”
she said. While the market had anticipated
Friday’s default, it affects the credibility of a terri-
tory grappling with $70 billion in public debt,
economist Jose Villamil warned.

“This has enormous consequences,” he said.
“The default is very significant, and it likely
means that Puerto Rico will not be able to re-
enter the market for many, many years.”

The federal rescue package will temporarily
protect the US territory from lawsuits by creditors
seeking to recover millions of dollars invested in
Puerto Rico bonds, which had been attractive
because of their triple tax-exempt status. Many
of those investors were particularly lured by
Puerto Rico’s general obligation bonds because
of their constitutional guarantee of repayment.

Garcia defended the debt moratorium as well
as the state of emergency he implemented
Thursday at four government agencies, including
the island’s largest public university and a retire-
ment system that has been shorted by $40 bil-
lion. “We’re doing what’s right for Puerto Rico,” he
said. “These measures are necessary for the
island’s recovery.”

Garcia is expected to soon sign a $9 billion
balanced budget based in part on revenue

projections that for the first time in the island’s
history were validated by an independent
agency.  Previous projections had long fallen
short of reality.

Garcia spoke hours after Obama signed a
bipartisan bill that in part creates a federal con-
trol board for Puerto Rico that will supervise
some debt restructuring and negotiate with
creditors. It also allows Puerto Rico to temporarily
lower the federal minimum wage for some
younger workers.

Obama noted there is tough work ahead to
get Puerto Rico out of the hole. “We’ve got to
keep on working to figure out how we promote
the long-term growth and sustainability that’s so
desperately needed down there, but the people
of Puerto Rico need to know that they are not
forgotten, that they are part of the American
family,” he said.

The bill will give the island’s government
some breathing room and allow it to maintain
essential services, Villamil said. However, the con-
trol board might eventually implement austerity
measures that could lead to government layoffs
and affect services, he said. Exempt from
Thursday’s implementation of the debt moratori-
um is Puerto Rico’s heavily indebted power com-
pany, which announced that it reached a sepa-
rate deal with creditors to avoid defaulting on a
$415 million payment.

The Electric Power Authority said creditors
agreed to buy $264 million worth of new bonds
as part of the agreement. Those creditors hold
70 percent of the agency’s $9 billion debt.
Officials said part of the money will be used for
capital projects. — AP

Puerto Rico enters new 
financial era after default

SAN JUAN: US Treasury Secretary Jacob Lew (right) shakes hands with Puerto Rico’s Governor Alejandro Garcia Padilla before touring
Eleanor Roosevelt Elementary School in San Juan, Puerto Rico. Puerto Rico faces a historic default of $2 billion on Friday as the US territory
prepares to enter unchartered waters under the guidance of a newly enacted federal control board to oversee the island’s finances amid a
dire economic crisis. — AP

KUWAIT: The Real Estate Asset Management
unit at Global Investment House (Global)
issued yesterday a report on the implications
of the ‘Leave’ result in the UK referendum on EU
membership and its impact on the UK and EU
economies, and the real estate sector.

The British public has voted to leave the EU
in a historic referendum that has taken place
last Thursday 23 June. The general consensus
leading up to the vote was an expectation of
a narrow ‘Remain’ victory which has been
priced in to stock, bond, and currency mar-
kets.  Therefore, the media and market
response to the official results was immediate
and turbulent, especially in terms of the spec-
ulation on the GBP (which, as of Friday 1st of
July 2016, the closing of the first week after
the announcement, is down around 12
against USD) and on the nature of the future
economic and trade relationship between the
UK and the EU.

Notification
The subsequent stage in the implementa-

tion of the leave process involves a vote to be
taken by the UK Parliament to formally initiate
its exit from the EU. Following this vote and
providing it is passed, the British Government
will send an EU withdrawal notification or ‘EU
termination letter’ to the European Council.
This effectively activates Article 50 of the
Lisbon Treaty to set in motion the formal legal
process of withdrawing from the EU, giving the
UK two years to negotiate its withdrawal.
Extending matters further is David Cameron’s
comments that he will step down as PM in
October and that this responsibility will be
assumed by the next PM, elected from
Cameron’s Conservative Party. On the other
hand, European leaders have called for
Cameron to start the process immediately.

That said, despite the negative political and
financial reactions to the historic vote and
speculation in global capital markets, policies
and legislations associating the UK as a mem-
ber of the EU will not change immediately.
After the agreement and execution of the EU
termination letter, the UK will need to repeal,
amend, or retain thousands of pieces EU
derived legislation, including trade and labor
agreements, where the current estimate for the
completion of this process can take up to ten
years. Therefore, until further insight and clarifi-
cations are provided and the uncertainty ulti-
mately recedes, markets will continue to be

volatile and most likely expressed by investors
through their holdings of GBP, London-listed
equities, and Gilts (UK government bonds).

In light of the political and financial risks,
the Bank of England (BoE) is expected to
respond quickly and prudently to provide suffi-
cient liquidity to avoid any funding stresses,
especially with the experience of the 2008
Global Financial Crisis still present in their col-
lective memory. The magnitude and volatility
of the GBP’s fall will likely dictate further
responses. An interest rate cut of 25 basis
points has become a strong possibility at the
Monetary Policy Committee’s July meeting, or
earlier if required. Moreover, a return of quanti-
tative easing could be on the table, depending
on the decrease in the levels of public and pri-
vate investment. This has been a useful mone-
tary policy tool in the past and is expected to
restore confidence in investors across all asset
classes, if the need arises.

Currency depreciation
Inevitably, the BoE will have to improve sen-

timent towards the GBP to avoid a protracted
depreciation of the currency leading to an
overshoot of the BoE’s
2 annual inflation tar-
get. That said, the re-
emergence of inflation,
resulting from the
Sterling’s devaluation,
could influence
investors towards
growth assets by next
year. In addition, the
combination of the
exchange rate effect as
well as the lower asset
prices as a result of the
Brexit concerns could
attract overseas
investors to acquire real estate and other physi-
cal assets in the UK due to its untarnished posi-
tion as a G7 economy with a track record of
achieving strong economic growth.

Evidently, the primary risk to the UK econo-
my is that of a macroeconomic recession.
Given the high level of uncertainty as to the
direction of this process and the vast amount
of discussions that are required to take place,
many questions still remain. From a macro per-
spective, adverse terms of trade for the UK
could impact its economic growth as its access
to its major export markets is reduced or made

more costly. In a Goldman Sachs report evalu-
ating the potential economic impacts of the
UK referendum, an estimate of the rise in
macro uncertainty associated with a Leave
decision would reduce UK real GDP by 1-2 over
the next 12-18 months, leaving the UK close to
experiencing a recession. Expectations of infla-
tion in the long-term could also lead to a
reduction in consumer and corporate spend-
ing, further adding to the economic challenges
that could arise. That said, the structural UK
economic strengths remain in place and finan-
cial capital regulations imposed after the
Global Financial Crisis should prevent a pro-
longed slow-down in the UK economy.

Volatility
Nasser Alkhaled, the head of Global’s Real

Estate Asset Management unit commented on
the implications of this event on the property
market in the UK saying “as the volatility in the
capital markets due to the Brexit result ebbs
and flows, the commercial property market
remains as fundamentally sound as it is before
the vote. Existing within reasonable expecta-
tion, some deals will be kept on hold, while

others will be cancelled
altogether as real estate
investors come to grips
with the uncertainty
over future economic
conditions in the UK, as
well as the reconsidera-
tion of occupiers of the
amount of space
required outside of the
EU. Moreover, not all
property sectors will be
equally affected, as
some are more exposed
than others.” He
referred to a study con-

ducted by HM Treasury indicates that the sec-
tors most at risk include financial services, pro-
fessional services, and technology. That said,
however, the impact on these sectors could
only be measured once further clarity is
achieved relative to the ultimate association
between the UK and the EU. He added: “Once
the initial correction has occurred, a depreciat-
ed GBP and falling property values could be a
very attractive buy sign for overseas investors.
This would also lead to a widening yield gap as
real estate yields rise and bond rates fall from
further monetary easing measures employed

by the Bank of England.”
Over the longer term, the impact of Brexit

on the EU as a whole could be more profound
than that on the UK independently.  The UK
has been one of the most economically stable
(along with Germany) constituents in the EU,
and as a G7 economy, its exclusion from the EU
could dilute the EU’s impact on the global
scale. The Brexit result could potentially lead to
a second Scottish referendum to decide
whether to remain or leave as a member of the
UK. This scenario is unlikely at this time due to
perceived Scottish government budgetary
constraints as a result of the economy’s expo-
sure to oil prices and its recent descent.

Remain or leave
Furthermore, the Brexit process has created

the concept of an “a la carte” Europe, meaning
that member states now believe they have the
leverage to remain or leave the EU on their
own terms; a sentiment that has been negated
by major European leaders. Key issues that
require to be addressed by the EU to prevent
this argument from gaining momentum
include fiscal integration and the free move-
ment of people. Crucial subsequent events in
Italy and France include Italy’s referendum on
constitutional reform in October, and France’s
National Front has positioned themselves in a
strong position before the country’s presiden-
tial elections in April and May 2017. The leader
of the National Front, Ms. Marine Le Pen, has

called for a French referendum on its EU mem-
bership, raising the anticipation of a “Frexit”, as
the Brexit uncertainty dissipates.

On the implications this event has on for-
eign investors, Alkhaled commented: “for
investor domiciled in countries with curren-
cies pegged (or closely linked) to the USD,
currency fluctuation and volatility would have
the most significant direct and immediate
impact. Investments made in the UK property
during the past 12 months would have wit-
nessed an unrealized FX loss ranging between
6 and 15.”  He added that “for Investors whose
strategy of investing in UK property, with rich
yields, sustainable long dated income from
financially robust tenants have paid off.
Furthermore, real estate assets focusing on
non-financial sector tenants and located out-
side London will provide further protection
from the brunt of defection by financial insti-
tutions to the EU and any cuts in interest rates
will enhance the cash income.” 

Further GBP weakness and volatility could
reasonably be expected as the events unfold
and further clarity and certainty becomes
observable. Over the medium term and as a
result of the measures taken by the BoE, the
GBP should be expected to stabilize as
investors and observers are currently at peak
pessimism. Coupled with the political nature
of the campaign, this could lead to further
weakening in the GBP that is not fundamen-
tally rational. Moreover, economic and finan-
cial uncertainty in global markets could delay
the US Federal Reserve’s decision to increase
interest rates before next year. Such a deci-
sion is supportive of GBP strength and of
investor holdings exposed to the value of the
Sterling.  The low interest rate environment
which the UK and Europe will sustain should
provide further stimulus to the respective
property markets.

On the way forward Alkhaled concluded:
“We urge investors to remain cautious for the
coming 3 months and observe the markets as
political matters unfold and as a new support
level for the GBP is established.  We believe
that the low interest rate environment and a
weaker GBP, combined, will soon present an
attractive buying opportunity.  Moreover, the
vote will likely result in increased demand for
long term income, which will serve to add
floor to any yield expansion; particularly in
light of the wider arbitrage created by lower
swap rates.” 

Real estate assets focusing
on non-financial sector

tenants and located 
outside London will 

provide further protection
and any cuts in interest

rates will enhance 
the cash income

Nasser Al-Khaled

GUWAHATI: Indian tea plantation workers pick leaves in a tea garden in Kaziranga,
some 250kms east of Guwahati. — AFP
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