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Damned if we do: damned if we don’t

Leaf through any collection of economic commentary or (Heaven forfend!) scroll through Twitter and you will rapidly encounter any number of half-
formed presentiments of doom, the main two strands of which take the mutually contradictory stance that debt of all sorts—and especially of the less
‘respectable’ kind—is mounting with dangerous rapidity and, conversely, that the Fed’s actions to trim its overblown balance sheet, coupled with its

steady delivery of drip-feed rate hikes, is far too much for the system to bear and so risks provoking an immediate crash.

Thus it is that policy is seemingly both too tight and not tight enough: that credit is too readily available and yet, at the same moment, in desperately short supply. So

eager is everyone to set down a marker upon which later to base the claim that they were among the select few who this time ‘Saw It Coming’ that you do not even
have to search particularly hard among the populous class of Carrollean Permabears to find those who believe at least two, if not the whole of Alice’s six, impossible

things before breakfast at one and the same time.

Thus, the financial echo-chamber resounds with admonitions to the effect that the global monetary base or else, right at the other end of the inverted pyramid, that

strange beast, the ‘credit impulse’, is shrinking and with them all prospect of a continued rise in the price of speculative assets.

US M2 v Adjusted Monetary Base: Source - FRED

Not Macro’s most informative measure
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While we would be the last to argue that trends in money and credit are not
crucial to the progression of the economic cycle (hint: look up the man
from whom our firm takes its name), we would insist that the first is a high-
ly suspect measure with far too many loose and elastic joints between it and
the sharp end of the economy, especially in a world of non-binding reserve
requirements, shrunken interest rates, severely compressed interest differen-
tials, and significant institutional and regulatory changes.

Just look at the USA. From the ratio of around 8:1 which prevailed between
M2 and the monetary base at the start of the 60s, the ratio had expanded to
12:1 by the mid-80s before dipping slightly into 1990; then slumped back to
around 8:1 during the next few years’ ‘credit crunch’. An uptick to 2006’s
local maximum of around 9:1 all too briefly followed before the gauge
plummeted in the GFC and then bled away in the ensuing QE to a paltry
2.8:1—from which nadir it has since struggled back to near 4:1.

Could anyone relying on this most inconstant of yardsticks have accurately
forecast any of the ups and downs of the economy during that stretch? We
would suggest not.

Please see the disclaimer at the end of this document PAGE 2
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As for that other concept du jour, the ‘impulse’, we, too, have long paid attention to second differences and deviations from trend and not just rates of change, building
upon the insights of our early-18th century inspiration, M. Cantillon, to consider not just the direction and magnitude of the flow of money and credit but how these
vary from what one has recently become accustomed to in one’s dealings and in forming one’s entrepreneurial (as well as one’s more narrowly speculative) estimations.

Our quibble with the vogue for this measure is that it has become well nigh ubiquitous as well as far too mechanically applied. ‘Credit’ itself is an overly nebulous term
to be of genuine use—what forms of credit are we calculating and to whom is it being extended? The best one can say is that its definition is not quite so malleable as
that other will-o’-the-wisp, ‘liquidity’. Moreover, the critical distinction between credit willingly saved ex anfe and those same means found to have been momentarily
foisted upon some depositor or other claim holder ex post at the instant of compiling the data, is similatly too little discussed by those bandying the number about. Fur-
thermore, scaling it by GDP raises problems of its own for those of us who like to look at the concertina movement of transactions taking place up and down the
chain of production and not just at the final puff of air coming out of its sound-box.

Thus, we must counsel caution in the interpretation of such data. It is neither true that all extra debt is inherently evil, nor that if it accumulates more rapidly than GDP
it is necessarily bad (though this happenstance should certainly elicit a certain wariness). This is because the ongoing specialisation of function and lengthening of the
chains of production which is generally so enriching must inevitably require more recording of obligations between those newly involved in the greater number of stag-
es as it implicitly registering their greater capital needs. Thus, this increase is not necessarily to be reflected one-for-one in the increase in final, saleable output one
might expect to result from such a reorganisation of the processes involved.

China Steel price t+6 v M1, 3mma YOY: Source - CRU, PBOC

A further objection to the current fashion of wheeling out some graphical ‘impulse’ at every

opportunity is the rather basic question of causation. As the cog wheels displayed on our title ——Steel (1hs) Driver—or driven?
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WHAT THE FIRM OFFERS CANTILLON

The fruits of a lengthy exercise of full intellectual independence, trading in, commenting upon, and
analysing markets, placed fully at your disposal to help enhance your investment process.

CONSULTING

Dedicated personal interaction, as well as written assessments, to enliven the debate and to mitigate
risks by broadening the circle of opinion.

Detailed macro/market research with the possibility of undertaking special commissions upon re-

quest.

Ideas and arguments to incorporate into your existing framework of client communication either as
‘white-labelled’ material or, if you wish, to present as the stand-alone opinion of one of your firm’s
expert counsellors.

Assistance with content for reporting, proposals, marketing, etc.
Education and training.

Public speaking to entertain and inform you and your invited guests.

For more information and to discuss the specifics of what we can offer, please write to

info[at] cantillon-consulting.ch

‘Silver alone is the True Sinews of the Circulation’ - Essad sur la Nature du Commerce en général
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taking another 30% as funds formerly idled against IOER are again put to use
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So far, this ‘substitution’
effect is dulling the im-
pact of the Fed unwind,
lessening QFE’s inflation-
ary overhang, and damp-
ing the impact of greater
Treasury issuance
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EZ19 6-mos foreign debt purchase (mlns) v change in UST 10yr yield: Source - SOW, FRED

We have shown the chart below on several occasions in order to high-
light the fact that Fed policy is not the only game in town given that
the ECB, in particular, continues to suck duration out of the global
market and distort asset prices as it does so.

What we have NOT previously presented is the detail of that yield vac-
uum as it varies in intensity from month to month and its evident effect
on US long yields (see left).

Since the end of 2014, the US version of its BOP figures shows that
some 60% of the ROW’s net portfolio debt purchases of just over $1
trillion came from the Eurozone, with a further 23% coming from the
UK (some of that no doubt re-exported from original EZ investors).
China, meanwhile was a heavy net seller (largely during the capital
flight of 2015/16 which cost the nation a quarter of its FX reserves)
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Therefore, as we continue to argue, US curve flattening is NOT principally due to the
strictures of domestic monetary policy, reluctance on the part of lenders, or any obvious
degradation of credit (more of that in a moment), but largely from abroad. However, with
flows from the Eurozone at last appearing to slacken—even before Draghi scared the hors-
es in his recent press conference— this dampening effect may now be abating.

The past six months have seen net 3-year low EZ outflows of ~€200 billion versus €350bln

in the prior semester. Netting off ‘other’ banking movements (some of which will have
been hedging— or repo-related), the contrast is even more stark: €150bln against €400bln.

Is the party finally ending??

Cumulative EZ19 Long-term Debt Cross-border Flow, blns: Source - ECB
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CONSULTING Covenant-Lite Share of US Leveraged Loan Market Hits Record 79%
Measures of Supply and Demand for Commercial and Industrial Loans, Covenant-lite share of outstandings us Ieveraged loans
by Size of Firm Seeking Loan 80% :
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Given the excesses of Abenomics, it might be a surprise to learn that Japan’s
contribution to the US BOP deficit via the debt market has been minimal.

October 2018

Incremental X-border lending to GCI Non-Banks, mins: Source - BIS
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$500,000
Japan’s accumulation of US debt this past six years has been basically zero
(sic), while the US has bought ~$160bln of its partner’s paper (much of that
hedged or leveraged, as we might infer from the matching increase in US $400,000
‘other’ liabilities to Japanese counterparties).
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What Japan has done, however, is finance the expansion of hedge fund activity as
$350,000 ] )
seen here both from its banking exposures to GCI and that latter’s currency expo-
sures to the world at large.
$150,000 . .
GCI Non-banks have borrowed $525 bln offshore since the end of 2013—of which
$260bln in JPY and $330 bln of that from Japan (two-thirds of the nation’s global
allocation). Though not specifically broken down, the $345bln gain in Non-bank
-$50,000
FINANCIAL funding matches that figure far too nicely to be mere coincidence.
— Meanwhile, the US BOP category which includes GCI saw bond buying of
g g g £ g g S g ' $260bln gross, $130bln net. Every little helps in alleviating pressure on the US long
2 g 8 2 8 & 3 % -end.
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US Retail Corps, Net & Gross Debt/EBITDA: Source - Census
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Perhaps the most talked-about worm in the bud of the cutrent expansion is the state of corporate balance
sheets. As the charts here attempt to show, the calculated temptation put in management’s way by the
same central bank-IMF hierarchy which now hypocritically pretends to be aghast at its actions has clearly
added to vulnerabilities. The rise in equity valuations (itself partly caused by heightened use of leverage),
general economic strength, and low interest costs have encouraged what might turn out to be a dangerous
complacency. Moreover, loose debt terms may soften any future adversity for the borrower but will also
inhibit the sort of speedy resolution, liquidation, and reallocation of resources needed for rapid recovery.
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US Wholesale Corps, Net & Gross Debt/EBITDA: Source - Census
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The primary comfort is that while both revenues and operating in-
come are rising at a greater than 8% YOY lick (far above their
trend 4.5% CAR and the best since 2011 and 2012, respectively),
both gross and net debt have only crept up by just over 2% (again a
seven-year record)

This has meant debt/EBITDA has actually both peaked and re-
traced outside of a recession-induced squeeze on cashflow and
subsequent painful period of deleveraging—a truly rare occur-
rence. If this combination continues, we might not entirely grow
our way out of trouble but we could at least mitigate the pain
whenever the cycle does at last turn. Fingers crossed.
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US Manufacturing Gross Debt: Source - QFR US Manufacturing Revenues: Source - QFR
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MSCIUS v ACWIXUS (WorldxUS pre-87) TR: Source - MSCI It is still not possible to call a top in US equity markets, however overpriced they
0 10 20 30 4 30 60 70 80 405 | |MAY seem on ‘fundamentals’ and however unhelpful the bond market currently is. Be
FANG-ful for small mercies. They have however never been so rich versus the Rest
of the World (here on a log scale).
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With the Spring highs finally being taken out, we can continue to
project to $89/90 a barrel, the 2010 highs & 2012 low. We should re-
sist the urge to add even higher objectives before the realisation of
the first, but it would not then be hard to argue for a further leg to
$100/bbl. Sub-$80 would be a concern: sub-$70 and all bets are off.
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Dr Copper has undergone a nice bounce now that (Chinese?) liqui-
dation has run its course, but needs to trade above $2.95 for us to say
anything other than that it has defined a new short-term range,
smack bang in the middle of the past four years’ distribution.
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Non-PM Commodities/Gold (t+3) v Detrended Log Nominal UST10 yields, bmma:

Source, WB-IMF, CRB, FRED, Cantillon
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ACWI Ex-US v GSCI, 3mmaYOY%: Source - S&P, MSCI
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SPXv AAA Standard deviations from 4.7% Relative CAR
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cheek parallel we have drawn before. Not an idea

the fixed income desk will be too keen to entertain.
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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 October be subject to sudden, often substantial, declines in value which October not be recoverable; others October 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 October be signifi-
cant charges which October 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 citcumstance which means that, should you sell them immediately, you October get back much less than you paid for them. In the
case of investment trusts and certain other funds, these October use ot propose to use the borrowing of money in order to increase the size of their exposutres and/or invest in other secu-
rities with a similar strategy. As a result, movements in the price of the securities October be more volatile than the movements in the prices of those underlying investments. Some invest-
ments October 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 October 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 exchange October 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 October result when these are not traded in your home currency. Some investments October not be quoted on a recognised investment exchange
and, as a result, you October find them to be ‘illiquid’. You October not easily be able to trade your illiquid investments and, in certain circumstances, it October become difficult, if not
impossible to sell the investment in a timely manner and/or at its indicative price. Investment in any of the assets mentioned October 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 mate-
rial respects. All data is from sources considered to be reliable but its accuracy cannot be guaranteed. Investors should seck appropriate professional advice if any points are unclear.
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