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1 Interesting times
Q

Andrew Rozanov

What a week we’ve just had! And it looks like things might get even more ‘interesting’ in the
weeks and months ahead…
A

Kit Juckes

Well, let’s recap what happened. First, a continued lack of wage growth in the United States
provided the Federal Reserve with yet another opportunity to keep interest rates too low
for even longer, should they feel the need – which they very well might, given the unfolding
situations in Greece and China. Sometimes I feel that waiting for the Fed to act is a bit like
waiting for England to reach the finals in the football World Cup! OK, OK – I concede that the Fed
has raised rates since 1966, but you get the picture…
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Secondly, a conclusive Greek ‘OXI’ – or ‘No’ – to the proposed austerity in return for new loans
has placed debt relief at the heart of the negotiations between PM Tsipras and Greece’s creditors.
But amidst all the chaos, it looks like a gap has opened between French and German positions,
which makes it hard to get optimistic about the eventual outcome and the future of Greece in
the Eurozone.

“... cheaper oil
has dragged
other commodity
prices down more
generally.”

Thirdly, a build-up of inventory levels and hope of a deal with Iran have taken oil prices into
a fresh downtrend, just when markets were looking for them to stabilise in a new range. And
cheaper oil has dragged other commodity prices down more generally. And last but not least,
China’s equity market gyrations continue to worry the world’s markets and China’s leadership,
who have introduced fresh measures to try and stop the slide.

2 Greece
Q

Andrew Rozanov

OK, let’s start with Greece. Neil – how do you evaluate the situation post-referendum?
A

Neil MacKinnon

Well, further debt restructuring is certain, especially now that the IMF has officially admitted
that Greek debt is unsustainable. And I think ‘Grexit’ is inevitable. There will be severe shortWell, further debt restructuring is certain, especially now that the IMF has officially admitted
term costs, of course, not just for Greece but also for German taxpayers, who are on the hook
that Greek debt is unsustainable. And I think ‘Grexit’ is inevitable. There will be severe short‐
for €90 billion (see the table below for a detailed breakdown of Euro Area’s exposure to Greek
term costs, of course, not just for Greece but also for German taxpayers, who are on the hook
debt).
for €90 billion (see the table below for a detailed breakdown of Euro Area’s exposure to Greek
debt).
Euro area exposure to a Greek exit

Source: BIS

Source: BIS
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Professor Paul De Grauwe argues that the “ECB’s misdiagnosis has caused an unnecessary
banking crisis”; and Frances Coppola provides an excellent overall summary of the mess we are
in (see “A New Deal for Greece”).
I believe Greece taking control of its own policies is the best way forward. If they want to
mess things up, then fine. That is their prerogative. After all, Greece is a democracy – unlike
the European Union. Who elected Messrs. Juncker, Draghi and the various EU commissars? The
status quo of economic depression and debt unsustainability simply cannot continue.
Any other scenario is preferable. Monetary reflation through drachma devaluation and the
printing of money will lift nominal GDP growth over time, as will the lifting of the EU-imposed
budget constraint. By the way, the level of Greece’s nominal GDP is now back at 2003 levels,
courtesy of a classic debt deflation and the mechanics of adjustment in the monetary union.

“As far as the EU
is concerned, the
notion ... that the
Union will be forged
ever closer through
successive crises,
might now have run
into a brick wall. ”

As far as the EU is concerned, the notion originally expressed by one of its founders Jean
Monnet, that the Union will be forged ever closer through successive crises, might now have
run into a brick wall. The gap between “north” and “south”, and between “creditors” and
“debtors”, has become a chasm. The notion of the EU being a benign political entity has been
exposed as untrue. As I mentioned last week – and I believe it is worth repeating here again – I
couldn’t agree more with the FT’s Gideon Rachman when he said about the EU that “by locking
Greece and other EU countries into a failed economic experiment – the euro – it is now actively
destroying wealth, stability and European solidarity.” Milton Friedman, amongst other eminent
other eminent academic economists, said it all back in 1997 (see “The Euro: Monetary Unity
academic economists, said it all back in 1997 (see “The Euro: Monetary Unity to Political Disunity”).
to Political Disunity”).
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GDP, Greek recession versus others 100 = start of economic crisis

Source: igraphics.gr; Metron Analysis; Angus Maddison; University of Groningen; Haver Analytics; IMF
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3 The Fed
Q

Andrew Rozanov

Interestingly, markets seem to be relatively calm in spite of the increased chaos and uncertainty
in Greece and the seemingly uncontrollable equity market collapse in China. Could it be because
they expect to see the Fed delay its first rate hike into next year? Is the ‘Greenspan-Bernanke
Put’ underwriting this calm?
A

Kit Juckes

With respect to the Fed, the domestic employment situation is key. And last Thursday we saw
the US Labour Report for June, which offers some cues. Although past jobs growth was revised
lower, non-farm employment is still up 2.11% over the last year, a respectable enough gain
when compared to the average of 1.8% over the last 50 years. Now, I don’t want to be accused
of unfair selection of a particular data set to suit my purpose. In fact, on shorter time horizons,
the comparison would look even more favourable: the average over the last 40 years was 1.5%;
over 30 years it was 1.3%; over 20 years it was 1.0%; and over 10 years it was just 0.6%.
The ‘problem’ is still that GDP growth has averaged 3.0% over 50 years, with the help of that
modest 1.8% employment growth, whereas in the last year GDP increased by 2.9% on the
back of 2.1% employment growth. And the job gains have taken the unemployment rate
down to 5.3%, which is a 4.1% fall in five years that shows no sign of slowing! At whatever
level ‘full employment’ might be, the US is getting closer and closer to it. The surprise in the
employment data though was still the lack of wage growth: it was a slap in the face for
the Philips curve. Moreover, the sector breakdown shows nothing to get worried about either.
The data is marginally flattered by the slide in wages in the oil industry, but there are no signs of
labour shortages pushing wages in any other sector. The fastest wage growth is in leisure and
hospitality, the lowest-paid of all the sectors, and that’s slowed to 2.7% year-on-year. Overall,
wage growth is running at a very steady 2.0%.

Earnings in the US and the UK
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Source: DataStream; The ECU Group plc
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Contrast this with the UK, where the last few months have seen overall ex-bonus wage growth
pick up to 2.9%, driven by 5.1% wage growth in the (very hot) construction sector and 4.0%
wage growth in the finance and business sector. Those are the two highest-paid sectors of the
UK labour market series.
The acceleration in the UK wage growth may see the hawks on the MPC make a little more noise
in the next month or two, potentially leading to talk of an earlier start to the rate-hiking season.
But in the US, the lack of wage growth means that the Fed, which is not the keenest central bank
in the world to raise rates early under the best of circumstances, will feel able to sit and continue
watching the data, especially with the unfolding events in Europe and China.
A

“... Americans
currently face their
own version of a
‘Greek drama’.”

Neil MacKinnon

I agree with Kit’s analysis, and I share his misgivings about the Fed’s potential inclination to delay
a rate hike even further. But I want to comment on something else regarding the US economy
– namely, that Americans currently face their own version of a ‘Greek drama’. I am referring,
of course, to the island of Puerto Rico, which some commentators are already describing as
‘America’s Greece’. The island’s Governor, Alejandro Garcia Padilla, said on 29 June that the
island is insolvent and cannot pay back its US$72 billion debt. An interesting report (“Puerto Rico
– A Way Forward”) highlights Puerto Rico’s dire fiscal situation.
The island has an unusual legal status. It is a US territory, but is not subject to Chapter 9 bankruptcy
law which actually applies to municipalities rather than states. Puerto Rico’s constitution requires
it to make payments on general obligation bonds before other payments. A lot of Puerto Rico’s
debt was issued by public corporations (US$25 billion in total). The US Congress won’t bail out
Puerto Rico. Hedge funds own half of the debt, with the rest owned by municipal bond funds.
On the chart below, you can see the decline in the US municipal bond market.

US Municipal Bond Prices
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Why has this happened? The answer is simple: Puerto Rican bonds are exempt from both federal
and state taxes. In 1996, the US government repealed Section 936 of the Internal Revenue code,
which gave tax breaks to mainland companies operating on the island. As a result, Puerto Rico’s
legal and tax status encouraged investors to lend it too much money in exchange for tax-free
returns. I agree with the conclusion by Moody’s that debt restructuring is likely to be longwinded and contentious, though the courts may rule that Puerto Rico has to pay bondholders
in full. That would bust Puerto Rico as a viable economic entity – as if things weren’t bad enough
already!
On a broader note, I’m afraid the topic of debt defaults is not going to go away any time soon.
In addition to Greece and Puerto Rico, Ukraine and Venezuela come to mind as the other
immediately pressing concerns. Professors Reinhart and Rogoff have recently published new
research (see “Dealing with Debt”). They characterise the problem as a ‘quadruple debt overhang’
in the developed economies:
Enormous government debt-to-GDP levels;
Near-record private debt levels;
Record external debt levels; and
Massively under-funded old age pension and health programmes.
And seeing what’s been going on in China, I think we can add it to the list!

4 Currencies
Q

“The Euro’s
resilience is a
frequent topic of
conversation these
days.”

Andrew Rozanov

OK, before we move on to China, Kit – let me ask you this: given the Fed’s current policy stance
and the situation in Greece and the Eurozone more broadly, what does this mean for EUR/USD
and other currencies?
A

Kit Juckes

On its own, the steady but unspectacular US data might have produced a risk-friendly (and
dollar-unfriendly) global market backdrop, had it not been for the Greeks and the Chinese
equity market. The Greek referendum result, like the announcement of the referendum a week
earlier, took peripheral bond spreads a little wider, German Bund yields a little lower, and the
EUR/USD rate down below 1.10. And as was the case last week, the Euro then bounced! The
Euro’s resilience is a frequent topic of conversation these days. Why does it keep resisting the
bearish news so well?
I will make two observations. The first is that, if I compare how the Euro has traded relative
to Eastern European currencies, the growth-sensitive Australian dollar and the South African
rand, what I can say is that the Euro underperformed in the first three months of this year.
But since then, it has moved in line with the rest. In other words, in Q1 markets reacted to the
big story at the start of the year, which was the ECB’s QE and negative rates. In contrast, in
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Q2 (and still in July), markets are reacting to the ebb and flow of US rate expectations and to
global risk sentiment. With these drivers, the worst performing currencies have been the South
African rand and the Hungarian forint, because the Euro actually benefits from risk aversion
as money flows back into the relative safety of Bunds. That is true even if the driver of
uncertainty originates in Europe, as is the case with Greece.
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My second observation is that against this backdrop, the quickest route to a weaker Euro is either
the Fed tightening, or Greece’s creditors capitulating, as they allow some kind of debt relief,
probably in the form of a longer period of interest holiday or an extension of debt maturities.
This would create a difficult precedent, as plenty of other Eurozone countries would no doubt
also like to see their debt ratios reduced arbitrarily, and it would be worse for the Euro than a
‘Grexit’.

5 China
Q

Andrew Rozanov

OK, let us now turn to China – what a carnage we saw in the local stock market! Down almost
30% from the mid-June peak… Are we witnessing the collapse of an enormous bubble? And,
more importantly, can this trigger a ‘hard landing’ in the real economy?
A

Neil MacKinnon

Indeed, the astonishing near-30% collapse in the Shanghai Composite since 12 June 2015 will
certainly have an effect on the real economy and make it impossible for the authorities to
achieve its 7% GDP growth target.
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China Shanghai Composite Price Index
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Government interference in the Chinese equity market is dangerous, as it diminishes
‘honest’ price discovery and unhinges the market from fundamentals. There is a massive
Chinese accident no longer waiting to happen – it is happening… Beware Janet Yellen and
other supporters of the ‘Greenspan-Bernanke-Yellen Put’! It might be the US equity market’s
turn to blow up next. The reality is that the Chinese economy has been stalling. If China suffers
a ‘hard landing’, then the outlook for the global economy is not good. Next recession, here we
come – and the Fed will then find its monetary ammunition running thin…
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“...we have not
really learnt the
lessons of the
financial crisis...”

At the risk of adding too much to your reading list, I would strongly recommend checking out
a research report from Jorda, Schularick and Taylor called “Leveraged Bubbles”, which looks at
bubbles in the housing and equity markets in 17 countries over the past 140 years. The authors
conclude that what makes some bubbles more dangerous than others is credit. When asset
bubbles are fuelled by credit booms, they increase financial crisis risks, and when they
burst, they produce deeper recessions and slower economic recoveries (see the chart
below from the report in question). In my view, we have not really learnt the lessons of the
financial crisis: regulation is having the unintended consequence of squeezing market liquidity;
risk has migrated to the opaque corners of the financial system; and ultra-easy monetary policies
have perpetuated the worst of the financial cycle. Boom and bust, as well as systemic risk, have
Figure 7: Recession and recovery paths: the role of bubbles and credit, with controls
not been abolished.
(a) Full sample: 1870–2012
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Another important consideration is oil. Brent crude is now trading below US$60, set to re-test
the low for the year at US$52. (b) Post-WW2 sample: 1948–2012
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Last week, the US oil rig count went up, and Iran is close to sealing a nuclear agreement which
will allow it to expand oil production. At this point, it is not clear to me that a lower oil
price is necessarily an unalloyed boon for the global economy. US consumers have tended
to save rather than spend their ‘oil dividend’. Lower oil prices hurt the commodity producers
already in recession (e.g., Brazil and Russia), while also reducing the amount of petro-dollars
circulating in the global economy, thus denting the availability of global liquidity. Lower oil
prices also have the effect of reducing inflation expectations and, via lower 10-year US Treasury
yields, loosening monetary conditions in the US economy. Surely, this would not become yet
another excuse for the Fed to stay on hold?!
A

Kit Juckes

I agree with Neil that the combination of China’s troubles and a further pronounced drop in
the oil price, which by the way has also dragged other commodity prices down with it, is a very
powerful combination that will affect many countries and markets around the world.

Commodity Index and WTI Crude Oil Spot Price
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Both will add to the pressure on emerging market currencies and assets, and both will add
to widespread downward pressure on commodity prices. And the danger of an uncontrolled
correction in Chinese asset prices remains real. Against that backdrop, it is hard to be a fan of
AUD or NZD, and it is pretty hard to get worried about inflation at a global level too.
Andrew Rozanov
Gentlemen, thank you for your inputs and analysis.
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