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1 The Global Economy
Q

Andrew Rozanov

Let me start with a ‘big picture’ question: how would you characterise the current state of the
global economy and financial markets? What would you say are the main drivers at the moment,
and what are the biggest sources of risk?
A

Kit Juckes

Broadly speaking, three topics are driving global financial markets at the moment: (1) the neverending story of when (and how fast) the US Federal Reserve will raise interest rates from their
current exceptionally low levels; (2) the ECB’s asset purchase programme, and how long it will
continue against the backdrop of the Greek debt crisis and the tentative signs of economic
recovery in Europe; and (3) the economic slowdown in emerging markets, which is reflected most
of all in the marked deceleration in China’s economic growth.
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In addition to that, investors should keep an eye on the general election campaign in the
United Kingdom, which is now in full flow and which is the source of considerable uncertainty;
developments in Hong Kong, where until late last week investors seemed to be on an unstoppable
buying spree in the local stock market; and oil prices, which have rebounded from their lows earlier
in the year to trade in a range, thus producing somewhat of a recovery in the Russian rouble.
A

“I believe that a
global growth rate
of 3.0% is more
likely next year.”

Neil MacKinnon

I think Christine Lagarde put it succinctly when she characterised the current global economic
recovery as “moderate and uneven.” According to the IMF’s latest assessment, they expect growth
in the global economy to pick up from 3.5% this year to 3.8% in 2016, but in my view, this forecast
might be open to disappointment, as tighter US monetary conditions and the fading effect from
lower oil prices would likely result in lower growth. I believe that a global growth rate of 3.0%
is more likely next year. For a while now, the IMF has been over-optimistic on the nature of the
recovery, though over the last year or so they have become more circumspect given the hesitant,
multi-speed, and sometimes fragile nature of the recovery.
Last week the IMF highlighted three downside risks to its forecast: (1) a further appreciation in
the US dollar creating pressures for emerging market economies; (2) potentially disruptive asset
price shifts; and (3) persistent geopolitical tensions. In its latest Global Financial Stability Report,
the IMF also warned of a ‘super taper tantrum’ as the Fed moves closer to normalising monetary
policy. But interestingly, the three downside risks I worry about the most have not been discussed
anywhere near as prominently: namely, worsening deflationary pressures; rising protectionism;
and use of beggar-thy-neighbour policies.

2 The US
Q

Andrew Rozanov

Let us now zero in on the United States: not only is it still the largest economy in the world, it also
seems to have been the only growth engine lately (with the possible exception of the UK), which
has been leading this multi-speed global economic recovery. Will the Fed raise rates this year? And
if so, what might be the broader implications of their decision – for example, in FX or emerging
markets?
A

Kit Juckes

The US interest rate market is now ‘priced’ for a single rate rise this year, bringing the Federal Funds
rate (FFR) into a range between 25 and 50 basis points. FFR above 1% is not priced in until early
2017. Personally, I struggle to see how rate hike expectations can go any lower, or any further out,
unless the market gives up hope on the interest rate cycle completely. The recent soggy economic
data, whether weather-related or not, gives the Fed reason enough to delay the first move, and
the dollar’s strength, along with the lack of any inflationary pressures, has convinced the Federal
Open Market Committee (FOMC) that the risks associated with delaying are sufficiently small
not to be too concerned. But the reaction in other markets to further adjustment of US rate
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expectations is interesting. Many emerging market currencies, for example, are no longer rallying,
as uncertainty about the Fed’s move and concerns about growth outweigh the usual reaction,
which has been for investors to buy yield in the form of emerging market assets or equities. Fed
rate hike expectations may be falling, but is it now a bit like pushing on a string as far as market
optimism is concerned?

US Fed Funds (futures) Implied Probabilities for 2015 FOMC Meetings

“If US economic
data prove to
have only been
weakened
temporarily, then
we are very close
to the bottom for
short-dated US
yields, and the
pause in the dollar’s
rally is unlikely to go
very much further”

Source: The ECU Group plc

At the same time, while the US dollar has tracked the recent gyrations of short-dated Treasury
yields, all that has done is to take the euro and the yen back up within recent ranges. Put differently,
even as the market prices the FFR reaching 1% in 2017, EUR/USD can only bounce to 1.08 and USD/
JPY remains well above the 2015 low of around 116. If US economic data prove to have only been
weakened temporarily, then we are very close to the bottom for short-dated US yields, and the
pause in the dollar’s rally is unlikely to go very much further.

US Economic Surprise Index
US Economic Surprise Index

Source: The ECU Group plc
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We won’t hear much this week, however, as the economic calendar is light. But early May numbers
from the ISM and from the Labor report will tell us more. And then we’ll have to see if equity and
emerging markets, unable to get a lift from the hope of low rates being around for even longer,
are setting themselves up for further weakness.
A

“The problem is that
the liquidity has not
fully circulated in
the real economy,
as the money
supply growth
– particularly in
the Eurozone and
Japan – has been
subdued.”

Neil MacKinnon

I would like to take a step back and talk a little bit about one key theme in the market which I
think may be somewhat under-appreciated, and which is directly linked to one of the downside
risks I mentioned earlier: namely, the compression of market liquidity and the risk of deflation.
Specifically, I am referring to the shortage of US Treasuries and other ‘safe assets’ in the global
financial system, which, perversely, is taking place during a period when the major central banks
have been pumping liquidity into the financial system! The problem is that the liquidity has not
fully circulated in the real economy, as the money supply growth – particularly in the Eurozone
and Japan – has been subdued. But the biggest source of risk might actually be the US Treasury
market.
A quantitative easing (QE) programme can be thought of as an asset swap: the central bank buys
bonds off the banks and the banks then deposit the cash from the sale of those bonds with the
central bank. As long-term yields decline and bond yields fall to historical lows, the risk is that
inflation expectations decline, raising deflation risks, which then sets in train further expansion of
the QE programme by the central bank. In this sense, QE may actually be counter-productive. And
as this continues, more and more high-quality government paper is taken out of the market by
the central bank, while the private sector is increasingly reluctant to borrow in light of decreasing
inflation expectations – thus resulting in the paradox of too much liquidity and an acute shortage
of ‘safe assets’.
On top of that, due to regulatory constraints, traditional investment banks are cutting proprietary
trading activities and lowering risk limits, thus causing a drop in dealer inventory levels (for US
Treasuries, down to USD 1.7 trillion from a 2007 peak of USD 2.7 trillion). And this is all happening
as the US government is issuing less debt due to the fall in the budget deficit from a peak of 10%
of GDP in 2009 to 2.5% currently. Given this confluence of factors, should we be surprised by
the ‘flash crash’ which happened last October, when the intra-day trading range in the Treasury
market was nearly eight standard deviations, exceeding the price moves following the collapse of
Lehman Brothers? I worry about the risks of the Fed tightening in this environment.

3 Europe
Q

Andrew Rozanov

Let us now move on to Europe: what should investors focus on? Is it all about Greece at the
moment? Or has the ECB, with its QE programme and a proactive Mr. Draghi standing ready to
intervene, managed to create a ‘firewall’ around this problem?
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Capital Flows in Greece

Source: Bloomberg, Bank of Greece

A

“Already there is
increasing talk
of a ‘Grexit’ not
necessarily causing
contagion across
bond markets and
being manageable.”

Kit Juckes

Indeed, while the European story is currently one of improved growth, there is increasing concern
about the ability of the Greek government to make debt payments in the weeks ahead. The euro
isn’t collapsing, and peripheral Eurozone bond yields have only moved slightly higher, but that
doesn’t mean there is no fear of ‘Grexit’ or default. Rather, it means that the flood of money the
ECB is pouring into the European bond markets simply trumps just about any other concern.
Already there is increasing talk of a ‘Grexit’ not necessarily causing contagion across bond markets
and being manageable. This, of course, raises the stakes. The less the euro area has to lose from a
Greek exit and/or default, the less hard they will fight to make sure it doesn’t happen.

Limited contagion from Greek woes in the Portuguese Bond market

Source: Bloomberg, The ECU Group plc
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There really isn’t much point fighting a tidal wave of money. The euro’s bounce is tiny compared
to the fall in recent months, but further weakness is likely. European bond yields will remain
depressed, credit spreads will stay tight, and equity markets will probably go on performing well.
And in the process, investors are increasingly being pushed into looking elsewhere for returns
(which was, after all, the point of QE). So, European investors are shifting to US Treasuries, and that
in turn means that even if the front end of the yield curve moves to price in a slightly faster pace
of tightening, longer-dated yields will only move much higher when (or if) the inflation backdrop
deteriorates. But I’m not holding my breath…
A

Neil MacKinnon

Greece continues to be a problem. Even though the government overcame its first immediate
hurdle when it repaid EUR 450 million to the IMF two weeks ago, the threat of an impending
cash crunch has not gone away. Just look at the numbers: scheduled Greek payments to the IMF
amount to almost EUR 1 billion in May, EUR 1.7 billion in June, EUR 4.7 billion in July and EUR 3.6
billion in August!

What Greece Owes and When (EUR bn)

“Just look at
the numbers”

Source: The ECU Group plc

Eurogroup meet on 24 April, but the relationship between the Greek government and its official
creditors remains poor, with much scepticism about Greek efforts at reform. The risk is, of course,
that Greece technically defaults, with the probability of Grexit rising sharply. Watch out for bank
holiday weekends in early May and Greek bank holiday on 1 June!
On the other hand, geo-political considerations from the US point of view suggest that there might
be American pressure on Germany to come up with a last-minute deal. After all, the Americans do
not want Greece to turn to Russia or find that the Russian Navy is berthed in the port of Piraeus.
While some commentators might consider this scenario somewhat far-fetched, recent press
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Ownership Structure of Greek Debt ‐ Q4 2014
(EUR bn, % of Total)

Greek Debt

T‐Bills
4%

Other Loans
8%

Bonds (Ex ECB)
15%

EFSF
44%

ECB (SMP)
6%

IMF
7%
Bilateral
16%

Source: The ECU Group plc

“Greece has been in
default for 50% of
its existence as an
independent state
since 1829.”

reports suggest that Syriza might sign a deal with Russia for Gazprom’s “Turkish Stream” pipeline
project, which allegedly might unlock up to EUR 5 billion in advance funding. But in any case, the
Greek situation needs to be monitored closely, as the risks of default are all too real: as Professors
Reinhart and Rogoff pointed out in their classic book (“This Time is Different: Eight Centuries of
Financial Folly”), Greece has been in default for 50% of its existence as an independent state since
1829.
A

Kit Juckes

From my perspective, what is happening in Europe at the moment is hugely significant, but I think
it is much bigger than just the Greek problem. For most of the last thirty years, it has been US
interest rates and bond yields which have been the drivers of global asset pricing. But this cycle
is different. We can already see what the ECB’s policies have done to the Swiss franc and Swiss
interest rates. Even in the US, I would argue that bond yields are kept down by what’s going on
in the Eurozone. It is the weak Euro pushing up the dollar, not a strong dollar pushing down the
common currency. The difference may be subtle, but it’s important.
Also, consider this: 10-year Swiss yields are already negative, and German 10-year yields will surely
follow, unless there is a dramatic change in recent trends. And it won’t stop there! The Netherlands,
France - who knows which countries could feasibly see their 10-year government bond yields
drop below zero? The ECB’s QE programme, negative interest rates and the absence of inflation
have conspired to create an increasingly bizarre landscape in the European bond market where
investors pay for the privilege of lending governments money. Mind you, the alternative - putting
cash in safety deposit boxes, demand for which has never been higher in Geneva - has obvious
flaws, as the raid on the diamond vaults in Hatton Garden in London over Easter demonstrated
only too clearly.
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US long yields being kept down by Eurozone Long yields due to QE purchases?

Source: Bloomberg, The ECU Group plc

“...in the short term,
there are economic
benefits: business
confidence is
boosted by rising
equity prices, while
corporate earnings,
exports and even
jobs are boosted by
a weaker euro”

So what are investors to do? Again, in the short-term, they can’t fight the ECB: when the central
bank buys bonds, yields fall. And the investors who sold the bonds to the ECB then have to look for
other assets to buy. Since too few of those are denominated in euros, the common currency then
also declines. Meanwhile, equities rally, helped by a falling currency, which boosts multinationals’
foreign earnings in euro terms, and because the yield on equities - the inverse of the price/earnings
ratio - is increasingly attractive relative to bonds. If 10-year German government bond yields are
negative, how high does a P/E have to be for its inverse, the equity yield, to be lower than bonds?
The answer is infinity, which is, of course, absurd. But the more serious point is that low volatility or
high dividend-paying equities are fast becoming the ‘safe’ asset of choice for European investors.
And in the short term, there are economic benefits: business confidence is boosted by rising equity
prices, while corporate earnings, exports and even jobs are boosted by a weaker euro. There is an
overwhelmingly negative view of the economic outlook in the Eurozone, but the QE programme
is helping. Of course, as long as the ECB holds it course and promises easy money in spite of better
data, the equity market wins. However, in the long run, returns are going to be lower, because QE
is effectively a tax on future savings, in the sense that it brings forward expected future returns.
From these higher price/earnings multiples, equities can’t be expected to go on delivering current
returns for long. And ‘safer’ assets don’t yield anything at all.
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4 China and the Emerging Markets
Q

Andrew Rozanov

Finally, what about China and emerging markets more broadly?
A

“ ...industrial
production dropped
to its slowest pace
since 2009”

Neil MacKinnon

There can be no doubt that we’re witnessing a pronounced slowdown in the Chinese economy:
according to the latest data releases, industrial production dropped to its slowest pace since 2009,
while fixed asset investment has fallen to a 15-year low.

MNI China PMI Overall Business Conditions

Source: The ECU Group plc

As we have been intimating for some time now, the Chinese authorities predictably responded
by another round of monetary easing, as the central bank cut its reserve requirement ratio (RRR)
by 1% to 18.5%.

China’s Reserve Requirement Ration (RRR)

Source: The ECU Group plc
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This is the second reduction this year, and I expect a significant portion of this extra liquidity to
find its way into China’s increasingly ‘bubbly’ equity markets. This liquidity wave will push the
Chinese and Hong Kong equity markets even higher, just as foreign investor quotas are lifted. The
dynamics do point to a bubble forming, but we may still be in the early stages… Enjoy the ride
while it lasts!

“...the IMF is worried
about a ‘super
taper tantrum’,
and ... it actually
pinpointed four
specific countries
which it considers
to be particularly
vulnerable: Nigeria,
India, Turkey and
Brazil.”

As for the broader emerging markets, as I mentioned earlier, the IMF is worried about a ‘super taper
tantrum’, and in this context it actually pinpointed four specific countries which it considers to be
particularly vulnerable: Nigeria, India, Turkey and Brazil, which all have a large share of corporate
“debt-at-risk.” The IMF expects real policy rates to remain high for many emerging market
economies throughout 2015. But in the longer term, a bigger worry could be lower potential
growth – not just in developed but also emerging economies – as pointed out by Olivier Blanchard,
the IMF’s chief economist. Population ageing, lower investment and sluggish productivity growth
are all pointing towards the so-called ‘secular stagnation’ thesis, so long-term investors would do
well to look into this more closely as it relates to emerging markets going forward.
A

Kit Juckes

The emerging market slowdown is going to be a recurrent theme for the next few years. How
much did the re-pricing of raw materials and commodities over the last decade boost emerging
market growth? How much of that re-pricing was due to low US interest rates and a weak dollar?
And how much was due to an unsustainable boom in Chinese infrastructure investment? These
aren’t easy questions to answer, but what is certain is that all of the above factors played their
part. The image of vast digging trucks dragging huge quantities of raw materials – some of which
I had never even heard of before, extracted in places I never visited – sticks in my mind. Was it a
boom or a bubble? What is for sure, is that Caterpillar’s share price has fallen by 20% over the last
year, during which time the S&P 500 has increased in value by over 10%. What is also sure is that
the commodity boom helped fuel the absurd growth of global currency reserves over the last

Caterpillar versus the S&P500

Source: The ECU Group plc
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decade, and as it is reversed, so those reserves will dwindle. The upshot of all this is likely to be
two-fold. Firstly, much reduced capital flows to emerging markets and therefore more money
staying in US dollars (and much less re-balancing of global currency portfolios out of US dollars).
And secondly, continued disinflationary pressure from lower commodity prices and from weaker
emerging market growth.

“Emerging market
assets have held
up well into the
slowdown, helped
by easier monetary
policy.”

Emerging market assets have held up well into the slowdown, helped by easier monetary policy.
Fed and ECB policies have helped them, and so have PBOC policies. But as inflation falls, real rates
are not going down in China, and as the global economic re-balancing away from emerging
markets continues, further Chinese weakness is inevitable.
This all adds to a clear sense of unease in emerging markets this week, and perhaps something
worse in the weeks ahead. In turn, that continues to help the dollar and help the Federal Reserve
justify raising rates later and more slowly. I just hope that the Phillips Curve is indeed dormant or
dead, and that the Fed doesn’t find itself facing softer global growth and a sharp pick-up in wage
growth any time soon.
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