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The prosperity that reigned between 2000 and 2007 was an illusion nurtured by growing lending and the real-estate
boom, while that from 2009 through to 2015 has been fed by liquidity injections and massive stimulus in China..
The stagnation of the US index since 2000, once corrected for inflation, reflects this downturn in growth after 18 years of bull
markets (1982/2000). One reassuring factor is that the recent sharp fall in stock market indices is partly a result of forced sales
by sovereign funds and has little to do with the economic outlook in the OECD countries. If there is a factor that should be of
some concern, however, it is that if this slide should continue, it might cause a loss of confidence and something of a wait-andsee attitude among investors.

Inflation Adjusted S&P 500
US Index since 2000
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For the first time since 2003, growth in the emerging countries (excluding China) is weaker than in the developed countries and
international growth is therefore weak at a time when it should be benefitting from a combination of positive factors:
•Interest rates are at zero or even negative for almost a quarter of the sovereign debt of the OECD countries.
•Liquidity injections in 2016 will be greater than they were in 2014 and as high as in 2015.

•Fiscal policies are restrictive in appearance only.
•World debt has grown sharply since 2008, by $40,000 billion.
•Commodity prices have not been so low for years.
•If the statistics are to be believed, there is effectively full employment in the majority of the main economic nations (US,
Germany, Japan, UK and China).
We therefore need to look into the structural obstacles to growth:
•An ageing population accompanied by a rise in savings.
•The insufficient redistribution of productivity gains: between 1973 and 2013, US productivity increased by 75%, but real
wages by only 10% (UNDP figures).
•The technological revolution, low in well-paid job creation and in productivity.
•China is no longer going to be making the same contribution, after providing 30 to 50% of annual world growth between 2008
and 2015.
•Catch-up effects are starting to wear out in the emerging countries.
•Widening inequalities.
•Overcapacity in a wide range of industrial sectors, thereby discouraging investors.
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• Growth in the world economy remains weak at
2.6%, according to IMF estimates. Expansion in
the emerging countries, China included, has been
slowing down since 2011 and will be no more than
4% this year.

• The situation is paradoxical: severe pessimism
reigns among investors at a time when we are
seeing a positive development, with the savings
bubble bursting and the reduction of the savings
glut in many countries, thereby transferring
significant wealth from commodity-producing
countries and China, to consumer countries.
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2 factors of concern, China and injections, 2 exaggerated factors of pessimism, oil prices and the debt of
the emerging countries except China, and 1 negative factor for growth, stagnating wages.

• CHINESE GROWTH:
A curse rather than a blessing today?
The reasonable policies of Xi Jinping.
Overvaluation of the Yuan.
Devaluation of the Yuan: factors of concern.
• LIQUIDITY INJECTION POLICIES:
Deflationary rather than inflationary.
Weak upturn in lending volumes.
Negative rates: a new economic weapon.
• EMERGING COUNTRY DEBT:
A distinction between Chinese debt and that of other countries.
• MARKED FALL IN OIL PRICES:
An opportunity rather than a threat?
Oil prices and financial markets.
What are the prospects?
• STAGNATING WAGES
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• • China has been the main powerhouse of world growth for 30
years now. It represented just 2.1% of world GDP in 1994, against
over 13% today.
• • For years, the world has enjoyed the benefits of the Chinese
contribution to the world economy and of the massive stimulus
plan launched in 2008, representing the equivalent of 40% of
GDP.
• • It was , however, all an illusion:
• • The exaggeratedly-high Chinese investment ratio, at close to
50% of GDP in recent years, has worsened overcapacities and
spread deflationary pressures around the world, putting pressures
on margins in many sectors.
• • In addition, this growth has been financed on credit, with the
country’s overall debt swelling from 1.5x GDP in 2007 to 2.9x. A
lot of that borrowing has served merely to finance the debt of
State-run companies or local authorities, as well as the $150
billion spent recently on recapitalising the banks.
• • Finally, pointing to the fact that services now make a greater
contribution to GDP than industry is slightly skewed by the
continuing fall in industrial prices.
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• Since he became President in 2012, Xi Jinping has resisted the temptation of a
major stimulus via credit in the same manner as 2008/2009.
• He has understood that in many ways, China is in an awkward position
comparable to that of Japan in 1990.
• He has accepted lower growth rates, thereby avoiding worsening the banks’ bad
debt problems and protecting western countries from even further overcapacity.
• This bad debt is thought to represent over $6,000 billion, which makes 20% of
the outstanding loans of the financial sector or, to put it another way, 60% of
GDP. Addressing this particular problem is going to require a “bad bank” to be
set up and a considerable increase in public debt.
• The transition is likely to be very costly: the closure of a large number of
companies is going to have to be accepted, along with the attendant
redundancies in large numbers and worsening social disquiet.
• The challenge consists in boosting consumption: although income represents
60% of GDP, consumption is less than 40% of GDP, as one-third of that income
is kept in savings. Efforts are going to be needed to promote welfare spending
and reduce down payment requirements in order to help bring down the savings
ratio and boost consumption.
• Liberalisation of capital movements and the bursting of the stock market bubble
are not being well managed by the government. Logical as the initiative may be,
the timing is not quite right.
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• Since 2010, according to the BIS, the trade-weighted rise in
the Yuan has exceeded 30%.
• Companies are therefore being hit by a decline in their
profitability and competitiveness.
• The government is trying to shore up the Yuan, but
exchange reserves have dwindled by almost $800 billion to
$3,200 billion since Q2 2015.
• There is a risk of an acceleration in capital outflows so a
devaluation is required.
• The announced liberalisation of capital markets and the
economy look set to be difficult, and unlikely to be without
knock-on effects for the international economy, given that
China represents 15% of world GDP and, more importantly,
40% of recent growth.
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• The devaluation of the Yuan worries financial markets for 7
reasons:
i. Investors are not clear whether the move is an
offensive or a defensive one.
ii. It means exporting deflationary pressures.
iii.It does nothing to encourage Chinese companies to
seek gains in productivity.

iv. It runs contrary to the country’s ambition of
shifting further up-market.
v. It has been too small, at least to date, to buoy
exports.
vi. It contradicts the strategy of promoting
consumption over production.
vii. It promises further monetary crises in emerging
countries.
• On the positive side of things, however, a devaluation of the
Yuan also amounts to a transfer of purchasing power to those
countries and companies that import Chinese products.
.
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• Liquidity injections have inflated growth in the short
term (purchases of automobiles and durable goods to
make the most of low rates) but are therefore holding
back medium-term growth. Proof of this is to be had in the
current slowdown in demand for loans in the US.
• Wealth effects have been artificial: the rise in the stock
market has not driven international growth. In addition to
this, while injections have allowed market indices to rise
sharply, as the policy of the FED has clearly shown,
stopping them has had the opposite effect. Since
injections were halted at the end of 2014, the market has
gone nowhere and that is a lesson to be remembered with
regards to future market performances in Europe and
Japan.
• • Injections as a factor in deflation: if some readers of
Milton Friedman thought that injections would trigger
inflation, they were wrong, because by allowing
uncompetitive companies to survive and facilitating debt,
low rates have contributed to growing overcapacity in a
number of sectors and have driven deflationary pressures.
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• When compared to previous recovery cycles, growth in
lending volumes over the past 5 years has been weak,
especially as regards lending to SMEs.
• Should we see the recent US statistics, with weaker
growth in lending, declining confidence levels and a
slowdown in production indicators, as a sign that the
economic cycle is running out of steam after seven
years of growth?
• Should we blame the regulations imposed on the
banks for hindering lending?
• Should we place our belief in the ideas of Larry
Summers or of Gordon on the slowdown in the
economy?
• Or on the contrary, should we consider that it is just
that GDP figures somehow misjudge the gains in
productivity generated by new technologies?
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• It is quite evident that negative rates are becoming widespread, with
Switzerland, then Sweden (-0.50%), Denmark (-0.75%) and the Eurozone (0.3%, half of sovereign debt), followed by Japan more recently and others
likely to follow in the future. Almost one-quarter of the sovereign debt of the
OECD countries is now at negative rates and, somewhat paradoxically, it is
the central banks that were formerly the most “conservative” that are
pushing hardest on unconventional measures (the ECB in Europe since
June 2014 and the BNS in Switzerland).
• Doubts are spreading as to the effectiveness of such strategies, however,
and spreads between rates in Germany and the peripheral countries are
widening (300 points with Portugal).

This suggests 4 remarks:
i. It constitutes an abdication on the part of governments, incapable as
they are of enforcing increases in taxes to scale back their debt.
ii. The central banks are asserting themselves, as they see it as the sole
solution to cut debt in a low-growth, no-inflation world.
iii. At present, negative rates are not dissuading investors from holding
on to their liquidities and are not driving a rise in lending, which was one
of the objectives.
iv. When the next recession comes up, the central banks should focus
on facilitating lending to SMEs as they create the most jobs.
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• The sharp slide in currencies makes debt servicing in $ more
expensive.
• The slowdown in economic growth can make debt repayments
more difficult. Since 2006, outstanding credit in $ outside the US
has soared from $2,000 billion to $5,300 billion and the amount
of bonds in $ from $3,400 billion to $7,600 billion.
• The debt ratio of the emerging countries is rising sharply.
• If the rise in Chinese debt is taken out of the equation however,
the debt of the emerging countries has grown by only a little
over 10 points of GDP since 2008.
• National debt in Russia and India often exceeds the figures that
are published, as State-run companies have borrowed heavily
and these amounts should be included in public debt.
• The countries that are most severely exposed to the slowdown
in China and the depreciation of the Yuan are Taiwan and
South Korea, with the latter posting a sharp fall in exports, down
14% in December, which may provide such countries with an
incentive to weaken their currency.
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• The recessions triggered by the two oil crises were driven by
rising prices, not falling prices.
• Given that the oil-producing countries represent just 20% of world
GDP while the countries that consume that oil make up the other
80%, the slide in prices means less in the way of world savings
and more potential consumption.
• The value of this transfer from often low-population, high-reserve
oil-producing countries towards oil-consuming countries is
estimated at almost $3,000 billion since mid-2014, equivalent to
over 3% of world GDP. It is equivalent to a tax cut for consumers
and should drive increased levels of confidence.
• In real terms, today’s crude oil prices are barely above their
levels at the end of 1973 (inflation has totalled 550%). The same
goes for other commodities: the prices of iron ore and coal stand
at half their 1980 levels!
• This 70% slide in oil prices, the biggest since 1945 (67% in 1986,
50% in 1998), is all the more significant on account of the many
political tensions in the Middle East.
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• So why have we seen this convergence of falling oil prices and falling
markets over the past month or so? There are 4 responses to this:
i.

First, intuition would suggest that the oil-producing countries must be
selling off financial assets to cover their alarming budget deficits (for
example, Saudi exchange reserves declined by over $110 billion in
2015).

ii.

Next, there is apprehension surrounding the possibility of political
instability in a number of countries. Venezuela is having to import US
crude and also cope with 720% inflation, while Nigeria is negotiating
a loan from the World Bank, Azerbaijan is controlling capital
movements, in Algeria…etc.

iii. There is also the (exaggerated) perception of risks of seeing
cancellations of contracts for exports to these countries.
iv. Finally, there are the fears of bankruptcies among American shale
gas producers who are all making losses now. This could weaken
the US banking sector which is carrying their debt to the tune of $300
billion, with 15% of that debt being high risk, representing 20% of the
volume of junk bonds. That figure should be compared with the
outstanding amount of sub-prime mortgages in 2007, $1,300 billion.
The hydrocarbons sector represents less than 2% of GDP in just a
number of states (Texas, Alaska, Dakota), while construction
represented 5% of GDP in 2007, all over national territory.
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The reasons behind the fall in prices:
• World supply increased by 2.2mbd in 2015 (+2.4%) and is likely to reach 96.5mbd in
2016.
M

• World stocks have reached record levels, now standing at 9 months of imports of the
OECD countries. Consumption is growing, up 1.2mbd in 2016, but barring a political
explosion in a major oil-producing country, supply and demand are not yet balanced
(surplus of 2mbd).
• Contrary to expectations, the major producers (Saudi Arabia and Russia) have
increased their production and are seeking to wreck the profitability of alternative
energies.
• Although down by 20% in 2015 and 2016, exploration and production budgets will still
come to $500 billion this year, way above the $200 billion annual figures at the start of
the 2000s.
Reasons to hope prices will level out:
• It is not the advances or retreats of Daesh that are going to have an impact on prices.
• Drilling in the US has declined by 70%.

• Although we cannot imagine any agreement being found with the Americans (where
there are a lot of small producers), we can now envisage an agreement between
OPEC and Russia: a 5% cut in supply would take out 2mbd and allow prices to
recover significantly. Political divisions aside, it would make sense economically.
• However the 1986 price collapse was followed by 12 years of low prices.
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• In the UK, despite full employment, wages are
increasing by just 2.5% and in Japan by less than
1%.
• In the US, the ratio of wages to added value has
fallen from 60% to 55% since 1990, and although
productivity progressed by 75% between 1973 and
2013, real wages excluding fringe benefits only
went up by 10% (UNDP study).
• This is all the more surprising in that both countries
are close to a situation of full employment.
• Should we be questioning the employment
statistics and pointing to the growing numbers of
poorly-paid, low-qualification part-time jobs,
suggesting that so-called full employment might be
little more than a mirage?
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Continue as in 2015, which is to say:

•

Commodities: the time to buy is approaching.

•

Keep clear of the emerging countries which must introduce policies to boost
their competitiveness again.

•

Little in the way of bonds.

•

Staying overweight on the Eurozone and we remain neutral on the US.
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8 points to remember:
i.

Remember the pessimism that surrounded prospects for the Eurozone just
a year ago.

ii. Liquidity injections have allowed interest rates to be cut to levels that were
once inconceivable, even in the periphery countries.
iii. The budget deficit is down to just 1.8%.
iv. The decline in the Euro has enabled countries such as Spain to make gains
in competitiveness and post current balance of payments surpluses.
v. Lending volumes are beginning to grow, job creations are increasing, fiscal
policies are more stimulating (such as in Spain and Italy) and production
indicators are improving.
vi. Exports to China represent just 0.6% of Eurozone GDP (2.5% in Germany,
but the country currently boasts a record trade surplus of €250 billion and
is
one of the few to be increasing its exports, up 6.5% in 2015 to
€1,200 billion).
vii. Growth in profits in the Eurozone stood at 13% in 2015 (Stoxx 600) and
could reach 9% this year. The fall in the Euro has served to boost margins
rather than gain market share. Dividends have reached a record of €300
billion.
viii. The core inflation rate is just 0.9%, providing good reason for the ECB to
keep its policy unchanged.
So there is a certain amount of encouraging news.
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10 points to remember:
i.

Since 2013, the Bank of Japan has increased its balance
sheet by the equivalent of 20% of GDP a year ($660 billion)
to 75% of GDP, and has not hesitated to buy up ETF shares
(1% of capitalisation), while imposing negative interest rates
(-0.10%) on deposits, unable as it is to increase injections.
What was has been the outcome of all this?

ii. Expected growth in GDP is just 0.7%.
iii. The Yen has slipped by 35%, but the country’s export
market has fallen from 8% in 2007 to 6.5% recently.
iv. Core inflation is at just 1%, way below the explicit target of
2%.
v. Just a few days after choosing to go for negative interest
rates, the Yen has already erased its brief fall.
vi. Bank loans were recently down by 2.2% year on year.
vii. Wages rose by just 2.5% in 2015 despite all Mr Abe’s
exhortations. Household expenditure was down 4.4% year
on year.
viii. Public debt represents 2.5x GDP and the debt burden 40%
of the budget.
ix. The stock market is diving despite the recent introduction of
negative interest rates.
x.New stimuli are therefore to be expected.
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No longer overweight:
• The US growth cycle has now been going for 7 years, making it longer than
previous cycles, but also weaker. A rise in default rates and a fall in orders for
durable goods have been observed recently.
• The almost 20% rise in the value of the $ is a handicap for exports (-7% in
2015) and dragged the trade deficit to a record $530 billion in 2015, despite oil
purchases being halved. It is hitting corporate margins (down from 13.2% to
12.5%) and causing a visible stagnation in S&P profits.
Not yet underweight:
• The budget deficit is low and the market is holding up better than others in
times of tension.
• Confidence in consumption: households are benefiting from a higher savings
ratio (5.5% against 4.7% at the end of 2014), a debt ratio that is back down to
its 2003 level, wage rises (2.5% year on year) that are outstripping core
inflation (1.4%) and increased use of consumer credit ($3,550 billion
outstanding). 13.2 million jobs have been created in 6.5 years.
• No recession is to be expected if the $ should rise, as exports represent just
13% of GDP and the fall in commodity prices and depreciation of the Yuan
($365 billion trade deficit in 2015) are inducing a rise in purchasing power,
which means that sooner or later there should be a rise in consumer spending
and GDP growth exceeding the long-term trend.
• Rate rises will be held back as negative interest rate policies are stepped up in
Europe and Japan.
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• The aim of low-rate policies is to boost debtor solvency
by what could be referred to as stealing from savers.
• The stock of US debt has swollen from $32,000 billion in
2007 to $40,000 billion, but bond transaction levels are
low due to the difficulty of diluting transaction costs at the
current low rates and because Q.E discourages longshort bond strategies.
• Long-term rates have been easing again since the start
of the year, with ten-year rates now close to zero in
Japan, 0.2% in Germany and even in the US at 1.6%,
and this is the consequence of the introduction of
negative rates.
• The widening spread between Germany and the
peripheral countries is the logical consequence of market
concerns. The spread on bonds is 3.6% between
Germany and Portugal.
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• Still the $, even though the current surplus of the
Eurozone has reached 3.5% of GDP.
• The Swiss Franc is attractive: economic growth is in line
with that of the Eurozone, federal public debt stands at
just 17% of GDP and industry still generates 19% of that
GDP, driving a large trade surplus. The unemployment
rate is no more than 3.8%. Its recent depreciation is
probably the result of sales by sovereign funds.
• Sterling is slipping driven by concerns about the Brexit.
The trade deficit stands at €162 billion (4x that of France)
and the prospect of a rate hike is fading.
• Other currencies need hedging.
• Some oil-producing countries, like Saudi Arabia, peg their
currency to the $, which uses up their exchange reserves,
while others, such as Russia, are allowing their currency
to slide, thereby causing high inflation.
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• The sharp slide in the markets is being driven by a unique combination of three
factors: falling oil prices, the depreciation of the Yuan and doubts as to the
effectiveness of liquidity injection policies.
• The fall observed in industrial output should not be considered as a sign of coming
recession in OECD economies that rely on services for 70/75% of their GDP. We
should think back to the precedents of the mid-80s and mid-90s.
• For tactical reasons, we can again consider the possibility of the Fed postponing a
further interest rate hike and of the other central banks (Europe, Japan and China)
cutting their rates.
• More fundamentally, we should not forget the gain in purchasing power being
driven by the fall in commodity prices, a factor that is infinitely more decisive for
growth in OECD countries than any fall there might be in their exports to the oilproducing countries.
• While we can imagine that there may be an agreement on oil prices, we cannot be
reassured by the policies of the central banks or of China, as they defy the rules of
the market economy. The former intend to cut their rates at a time when growing
debt levels should be pushing them to increase them, while the latter is continuing
to make unprofitable investments and spread deflation.
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