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Five reasons why | am not so fussed about the global outlook

Key points

> There is no denying concerns about global debt,
seemingly never ending QE, more debt trading on
negative interest rates, inequality & geopolitical threats.

> However, some of these concerns are exaggerated and
there are five reasons why | am not so fussed about the
global outlook. In particular, there is good reason to
expect a pick-up in global growth over the next 12
months. This should help underpin further gains in
share markets over the next 6-12 months.

Bad meme

There is always someone telling us that there is some sort of
economic/financial disaster coming our way. However, there
does seem to be a higher level of hand wringing now about the
global economic outlook than normal. These concerns basically
go something like this:

¢ Global debt — both public and private — is at record levels
relative to GDP and with public debt ratios so high there is
no scope for fiscal stimulus should things go really bad.
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e Years of quantitative easing and other unconventional
monetary policies like negative interest rates by central
banks in major advanced countries haven’t worked and
seem to have no end.

e More and more debt globally is trading on negative interest
rates — it's now around $US14 trillion including around 25%
of all government bonds — which is unnatural and causing
distortions in valuing assets with risks of asset bubbles.

¢ Inequality (as measured by Gini coefficients) is rising —
particularly in the US — which is driving a populist backlash
against rationalist market-friendly economic policies of
globalisation/free trade (as evident in Trump’s trade wars),
deregulation and privatisation.
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¢ This along with the relative decline of US economic and
military power is contributing to geopolitical tensions as we
move from a “unipolar world” (dominated by the US after the
end of the Cold War) to a “multipolar world” as other
countries (China, Russia, Iran/Saudi Arabia, etc) move in to
fill the gap left by the US or even “challenge” the US.

This is all seen as being bad for global growth and hence
growth assets, all of which is being heightened by the downturn
in global growth seen over the last year or so.

Five reasons not to be too fussed

There is no denying these concerns. Debt is at record levels
globally. QE has been running in various iterations for more
than a decade now in some countries. Inequality is up — albeit
its mainly a US and emerging country issue. Support for
market-friendly economic rationalist policies such as
globalisation, deregulation and privatisation seems to have
waned (except in France). And geopolitical risks are up. All
these developments point to the risk of slower global growth
and investment returns ahead and may figure in the next major
bear market. But there is always something to worry about
(otherwise shares would offer no return advantage over cash)
and trying to time the next downturn is hard. Moreover, there
are five reasons not to get too fussed about the global outlook.

1. Debt is more complicated than being at a record

History tells us that the next major crisis will involve debt
problems of some sort. But what's new — they all do! Just
because global debt is at record levels does not mean that a
crisis is imminent. There are several points to note here:

e debt has been trending up ever since it was invented;

e comparing debt to income (or GDP) is like comparing apples
to oranges as debt is a stock and income is a flow — the key
is to compare debt against assets and here the numbers are
not so scary because debt and assets tend to rise together;

e debt interest burdens are low thanks to low interest rates;



o all of the rise in debt in developed countries since the GFC
has come from public debt and the risk of default here is
very low because governments can tax and print money.

While Modern Monetary Theory has its issues, it does remind
us that as long as a government borrows in its own currency
and inflation is not a problem, it has more flexibility to provide
stimulus than high public debt to GDP ratios suggest.

2. QE’s end point is not necessarily negative

Quantitative easing and other unconventional monetary policies
actually do appear to have helped. Since its high in 2013
unemployment in the Eurozone has fallen from 12% to 7.5%
and in the US it fell from 9% in 2011 to 4% in 2017 enabling the
Fed to start unwinding unconventional monetary policy. Inflation
has not been returned to 2% targets, but wages growth has
lifted and at the start of last year it looked like the global
economy was getting back to normal. What kicked the global
economy off the rails again was a combination of Trump’s trade
wars, a debt squeeze in China and tougher auto emission
controls. But this it wasn’'t due to a failure of quantitative easing.

As to how quantitative easing is eventually unwound there is no
easy answer, but there is no reason to believe that it will end
with a calamity. First, in the absence of a surge in inflation
necessitating a withdrawal of the money that has been pumped
into the global economy there is no reason to withdraw it. And
when inflation does start to rise it can be reversed gradually by
central banks not replacing their bond holdings as they mature.
Second, the assets central banks purchased as part of QE have
boosted the size of their balance sheets but the varied size of
central bank balance sheets from one country to another as a
share of their economy shows that there is no natural optimal
level for them. In fact, the Fed is now resuming natural growth
in its balance sheet as occurred prior to the GFC so its balance
sheet may just stay high (as along as inflation is not a problem).
Finally, if push came to shove just consider what would happen
if say the Bank of Japan told the Japanese government that it
no longer expects payment at maturity for the 50% of
Government bonds it holds? The BoJ would write down its bond
holding and the Japanese Government would suffer a loss on
its investment in the BoJ but that would be matched by a write
down in its liabilities. Basically, nothing would happen except
that Japanese government debt would fall dramatically!

3. Inflation and interest rates are low

The key thing that has caused many sceptics to miss out on

good returns this decade is that they focussed on low inflation

as reflecting low demand growth but missed out on the positive

valuation boost to assets like shares and property that low

inflation and low interest rates provides.

4. Rapid technological innovation and growth in
middle income Asiais continuing

This is well known and has been done to death, so | won’t go

over it suffice to say that there are still a lot of positives helping

underpin the global outlook and these two remain big ones.

5. Global growth looks like it may pick up

While the slowdown in global growth over the last 18 months
has been scary and associated with share market volatility, the
conditions are not in place for a deeper slide into global
recession like we saw at the time of the GFC — excesses like
overspending, surging inflation, excessive monetary tightening
are not present. In fact, various signs are pointing to a cyclical
global pick up ahead:

e Bond yields are up from their lows & look to be trending up;

e The US yield curve is now mostly positive — suggesting the
inversion seen this year may have been another false
recession signal like seen in 1996 and 1998;

US yield curve inversions and recessions
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e European, Japanese & emerging shares are looking better;

e Cyclical sectors like consumer discretionary, industrials and
banks are looking better;

e The US dollar looks like it might have peaked; and

e Business conditions PMIs for the US, Europe & China were
flattish in October & may be stabilising. This saw the global
manufacturing PMI go sideways and a rise in the services
PMI and both still look like the 2012 and 2016 slowdowns.
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These could be pointers to global monetary easing getting
traction. Of course, much depends on what happens to
geopolitical risks. The US election next year will be a big one to
keep an eye on and beyond that US/China tensions look likely
to be with us for years. But there is reason to expect some
respite in the short term on the geopolitical front:

First, the economic slowdown in both China and the US is
pressuring both to defuse the trade dispute in the short term.
This pressure is greater now as Trump wants to get re-elected
next year and knows that he won't if he lets the US slide into
recession or unemployment rise. China may prefer to wait till
after the election but is more likely to opt for the devil it knows.

Second, Trump’s avoidance of retaliation after the attack on
Saudi’s oil production facilities in September shows a desire to
avoid getting into military conflict in the Middle East.

Third, Brexit risks are on the back burner for now (although they
could still come up again next year).

Concluding comment

There is good reason to expect the global economic cycle to
turn up in the year ahead just as it did after the growth in 2012
and 2016. This should be positive for growth assets like shares.
Finally, for those worried that more and more debt will trade at
negative interest rates our view is that this is unlikely: many
countries have already sworn off using rates including the US
and RBA Governor Lowe says it's extremely unlikely in
Australia. And if growth picks up as we expect the proportion of
global debt on negative rates will decline as it did after 2016.
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