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If we could just keep our eyes focused on the upper right graph, we might soon 

learn to stop fretting about the fate of the stock market. In its role as bellwether, a 

manufacturing sector which enjoys $6 1/4 trillion of annual turnover still boasts 

inordinately high profit margins alongside a return on equity not only above the 

long-term median, but also rebounding nicely from the recent shale bust. 

Sadly, if our eyes stray a little lower, the first sign of a worm in the bud appears: 

while returns on equity have been impressively stationary all these years, returns to 

capital have, by contrast, been in inexorable decline. The reason—and the principal 

source of angst? Debt levels: which, as the view below shows, are at modern-era, 

proportionate extremes. Low interest rates bring their own special curse, it seems. 
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 With the rate of climb of the various price indices finally reversing some 

of its slow acceleration in recent months, an outpouring of anguish has 

erupted to the effect that the same Fed which has been subject to so 

much criticism for taking too long to renormalize policy is supposedly 

now about to tip the economy headlong into the abyss of recession. But 

look at the data! MCPI is only a few tenths below a quarter-century me-

dian while real Fed funds are still 250bps from theirs. NB: the past three 

recessions took 315-350 bps of real rate tightening to brake the runaway 

train. So far, we’ve had barely a third of that. Keep calm & carry on! 

As for this mumbo-jumbo, can anyone please explain why we 

should pay ANY attention to a gauge with pretensions to tell-

ing us something meaningful about medium-term inflation 

‘expectations’ which tracks the market’s best guess for the 

next few months’ oil price?  No? Me neither! 

Courtesy of 

Bloomberg 
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Similarly, all the blind empiricists are out in force, shaking their bone 

necklaces and waving their dream-catchers at the fact that long yields 

are moving in opposition to those at the front. ‘Flattening!’ they shriek. 

‘Bad mojo!’ 

So, for a little context, the top chart shows 10-yrs lies bang in the middle 

of the past 6 years’ distribution. That to the right shows the same—this 

time over a 35–year stretch—for 2x10s and also highlights the fact that 

actual inversion has accompanied the previous few recessions, not just a 

lessening of previous extreme steepness.  

All courtesy 

of Bloomberg 

Finally, the bottom graph shows junk at a relative high to IG, very re-

mote indeed from the double-digit, multi-sigma minimum dip below 

trend which has been a symptom of previous declines.    

In saying all this, we must be aware that—as was pointed out on the pre-

vious page—debt levels are elevated and so borrowers’ sensitivities may 

be more heightened, assuming they haven’t all cannily termed it out to 

cov-lite eternity).  Remember, too, that creditors, also have needs and so 

may well be ready to recycle some of that previously exiguous coupon 

interest to which they have been subject, thus alleviating some of the 

squeeze on the system, if not on the individual prodigal.  
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...eg, the last 6-9 months have seen 

loans grow faster than deposits as 

‘inside’ money creation weakens 

China’s money markets are tight over 

the turn, but also in a more structural 

sense... 

CRASH! went the Chinese bond 

market. The travails of this alterna-

tive source of funds has put the onus 

back on the banks... 

Courtesy of 

Bloomberg 

...all helping slow the previous torrid 

pace of property price rises. Listen! 

What’s that hissing sound I hear? 
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Courtesy of 

Bloomberg 

Taking non-manufacturers as a proxy for the 

domestic sector, revenues are rising at their 

best lick in over two years at home... 

...while abroad, trade is positively booming. 2-way 

flows are up (in USD terms) by over 12%YOY, the 

quickest since late 2011 and finally attaining a 

pace characteristic of the pre-Crash era. 

This helps reinforce our recent ideas about possi-

ble Japanese outperformance ahead. 
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Gold’s failure to consolidate upon its break of a 

much–watched trendline has since seen it lapse 

back to central-mode lethargy at one month lows 

and with short volatility being quoted at its lowest 

level since at least 2002. Bulls will hope that a bid 

appears ahead of  $1215/20 and so at least leaves 

them a run of successively higher lows to cheer. 

All courtesy 

of Bloomberg 

There is little solace to be had for the gold 

miners, by contrast. Penned in, in relative 

terms, against the Washington Agreement 

lows, they have little in the way of sea-room in 

which to weather any renewed slide in the 

price of the metal itself. 
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BONUS CHART OF THE WEEK. 

So, Prime Minister Modi. How is that demonetization working out for you, then? 

With money supply at best back to unchanged versus long years of double-digit increase and prices dipping 

into negative territory, I think it is fair to call this a ‘deflation’ proper. Agrarian disturbances are filling the news 

columns and the central bank is issuing ultimata about the banks’ parlous levels of bad debt. A strange back-

drop indeed to the Sensex’s record-breaking, 28% USD-reckoned, post-Christmas run. On borrowed time?  
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Disclaimer 

 

All content is intended to give general advice only. The investments and instruments mentioned therein are not necessarily suitable for every individual and you should use this information 

in conjunction with other advice and research to determine its suitability for your own circumstances and risk preferences. The value of all securities and investments, as well as the income 

derived from them, can fall as well as rise. Your investments may be subject to sudden, often substantial, declines in value which may not be recoverable; others may expire worthless after 

a specified period. You should not buy any of the securities or other investments mentioned with money you cannot afford to lose. In some cases there may be significant charges which 

may reduce the value of your investment. You run an extra risk of losing money when you buy shares in certain securities where there is a large difference or ‘spread’ between the buying 

price and the selling price, a circumstance which means that, should you sell them immediately, you may get back much less than you paid for them. In the case of investment trusts and 

certain other funds, these may use or propose to use the borrowing of money in order to increase the size of their exposures and/or invest in other securities with a similar strategy. As a 

result, movements in the price of the securities may be more volatile than the movements in the prices of those underlying investments. Some investments may involve a high degree of 

such borrowing (often referred to as ‘gearing’ or ‘leverage’) This means that a small movement in the price of the underlying asset may have a disproportionately large effect on that of your 

investment. Accordingly, a relatively small adverse movement in the price of the underlying asset can result in the loss of the entirety of your original investment. Changes in rates of ex-

change may have an adverse effect on the value or price of the investment and you should be aware that additional dealing, transaction, and custody charges for certain instruments may 

result when these are not traded in your home currency. Some investments may not be quoted on a recognised investment exchange and, as a result, you may find them to be ‘illiquid’. You 

may not easily be able to trade your illiquid investments and, in certain circumstances, it may become difficult, if not impossible to sell the investment in a timely manner and/or at its indic-

ative price. Investment in any of the assets mentioned may have tax consequences regarding which you should consult your tax adviser. All reasonable care has been taken to ensure that all 

statements of fact and opinion contained in the either written or spoken form are fair and accurate in all material respects. All data is from sources considered to be reliable but its accuracy 

cannot be guaranteed. Investors should seek appropriate professional advice if any points are unclear.  

 Copyright ©2017 Cantillon Consulting Sàrl. Any disclosure, copy, reproduction by any means, distribution, or other action which relies on the contents of such materials, 

made without the prior written consent of Cantillon Consulting, is strictly prohibited and could lead to legal action.  


