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The Witches Gather
Double, double toil and trouble;
Fire burn, and caldron bubble.
 — From Shakespeare's Macbeth 
Summary: 

Three narratives are likely to dominate global markets in the next several months: mixed economic signals are likely to maintain an 
elevated level of uncertainty about U.S. economic growth and how the Federal Reserve responds to it; uneasiness about macroeconomic 
direction will reinforce the quiet flow of money out of equity markets and into cash, gold-related funds and the investment grade corporate 
bonds; and the ongoing importance of political risk (i.e., Brexit, terrorism, South China Sea and Russia) which could be disruptive to 
markets.  The tone of the narratives depends on upcoming data, such as U.S. housing starts, manufacturing numbers and consumer 
activity as well as real GDP numbers for Japan, China and key Emerging Market countries.  Along these lines, we believe that the Federal 
Reserve will make at least one more raise in 2016, but it will most likely come in December.  Considering the release of the minutes 
from the April FOMC meeting, chances have probably increased for a rate hike at the June 14-15th FOMC meeting, but we would have 
to question why U.S. central bankers would want to act only days before the June 23rd Brexit vote.  Polls indicate a close vote in the UK 
and if the British opt to cut their ties to Europe, markets are more than likely to take a tumble.  That would not exactly make the Federal 
Reserve look on top of their game.  At the same time, Chinese geopolitical issues (and there are a lot) will remain in the headlines, Russia 
remains a major geopolitical factor on Europe's eastern borderlands and Brazil's as well as Turkey's politics remain in flux.  We also 
have our concerns over the wobbly nature of Italy's banks and the ability of the government to gain any more traction on reforms.  The 
cauldron is bubbling and if you listen hard enough you can them chanting, "Double, double toil and trouble...."
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The U.S. consumer accounts for roughly 70% of the 
economy and is an important factor for foreign companies, 
which export a cornucopia of goods to North America.  
Furthermore, the transportation of those goods is key to the 
global shipping industry and other transportation companies 
(from railways to trucking companies) as the move from 
factory floors to store shelves is a lifeblood for millions of 
workers.  Considering that consumer spending is closely 
related to consumer confidence in a nation's economy, 
downturns in demand are something to worry about.  In 
May 2016 earnings from a number of major U.S. retailers 
were bad and big name companies in this sector saw a sell-
off in their stock value. This is a worry as the U.S. economy 
is fragile – if consumer demand tumbles further it could 
signal that a slowdown or even a recession looms on the 
horizon.

In the first part of 2016 U.S. retailers are having a 
tough time. It seems that Americans are not taking their 
savings from lower gas prices and heading off to the mall 
to buy apparel and most other items offered by the names 
of Macy's, Kohl's and Michael Kors.  As for Macy's, which 
the market focused hard on, Q2 results were bad, dominated 
by less than stellar top-line growth and a weak outlook.  
Indeed, revenues contracted by 7.4% and yearly sales are 
now expected to decline 3.5%-4.5%, though the company 
remains profitable. This was the fifth consecutive decline in 
quarterly earnings.  

Earnings for Kohl's and other retailers were also 
generally disappointing. The question facing many 

retailers is increasingly over their business model — there 
is probably too much brick and mortar (buildings) and 
need to further develop eCommerce (including better data 
mining).  Demographics probably need to be given more 
weight, considering changing shopping habits of younger 
generations, especially milliennials who are less inclined to 
drive to the mall and have a preference to order online. 

  Another factor that is slowing sales is that many 
American consumers are leaving more money in banks and 
not spending like they did in the past.  This derives from 
slow increases in wages and worries over the economy.  
Although unemployment has fallen to 5.0%, some of that 
comes from people just dropping out of the work force.  
Moreover, many people that have rejoined the work force 
are not working at the same levels of pay they had before. 
Additionally, underemployment in the U.S. remains a factor 
– according to Gallup it as at 14.5% in March 2016. Last 
but hardly least, many younger people have large university 
loan debt that takes out of the consumer binge mentality.  

The rate is created by adding unemployed workers, 
who are looking for work, to the amount of workers 
employed part time but seeking full-time work. In March 
2016, the U.S. underemployment rate was at 14.5%.

Although the retail sector's Q2 2016 earnings 
injected a degree of gloom and doom into markets and 
set off another debate over when the next U.S. recession 
hits, the data is not clear-cut. According to the University 
of Michigan's preliminary reader of consumer confidence 
for May (released May 13th), conditions improved with 

The U.S. Economy — 
Confidence Dented?
Scott B. MacDonald, Ph.D.
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Source: University of Michigan Surveys of Consumers

the index hitting 95.8.  This May figure beat expectations 
and was vastly better than April's 89.0. Data from the 
report indicated that consumers were more positive due 
to frequent income gains, better expectations for the job 
market and the expectation for continued low interest rates 
and low inflation.  The report also indicated that there was 
some negative sentiment due to policy uncertainty related to 
the U.S. presidential election. The University of Michigan 

report points more toward a muddle through of the U.S. 
economy than a recession.

But the University of Michigan Survey of Consumers 
report was not the only data to question the decline of the 
consumer. According to the Department of Commerce, 
U.S. Retail Sales rebounded 1.26% in April, up from May's 
-0.33%.  

Investor sentiment, however, appears to be hedging 
for a recession.  Late last week Bank of America Merrill 
Lynch (BAML) came out with a report in which it claimed 
that equity funds saw $7.4 billion in outflows over the 

second week of May. That makes the cumulative outflow 
from equity markets over the past five weeks $48 billion.  
According to the report, this was the largest redemption 
over a five-week period since August 2011.  

Where did the money go?  According to Lipper U.S. 
Fund Flows, year to date there has been a net inflow of a 
little over $9 billion into corporate investment grade funds 
and May appears on track to be a new monthly record for the 

month in terms of issuance of investment grade corporate 
bonds. BAML counted $3.5 billion going to bond funds, 
$1.0 billion into precious metals funds which offer exposure 
to gold and $10.9 billion into money market funds.  

Investor appetite for bonds was also evident in 
Europe, where Belgium and Ireland issued 100-year bonds, 
which were readily bought up. Such a move in funds could 
very well be a blinking red light that equity markets face 
a step down in the months ahead and some investors are 
hedging for such an event. Or there is concern that the 
U.S. is heading into a recession, which would take equity 
markets down harder than bond markets or gold. 

The U.S. Economy

Month October  
2015

November
2015

December 
2015

January 
2016

February 
2016

March 
2016

Rate 13.6 14.6 14.0 14.0 14.7 14.5

Underemployment Rate (%)

Source: Gallup 

The Index of Consumer Sentiment
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Brazil's Turn of the Cards

Brazil is under 
new management.  Last 
week the Senate of 
Latin America's largest 
economy voted 55 to 
22 to suspend President 
Dilma Rousseff for 
six months during 
which as she is will 
be investigated for 
corruption. At the end of 
this process a vote will 
be held on impeachment.  
The Senate's action, 
which follows on the 

heels of an earlier vote in Congress, ends 13 years of 
center-left Workers Party (PT) rule over Brazil and brings 
to the helm the 75-year old center-right Vice President 
Michel Temer as acting head of state. While markets and 
the country's currency have reacted positively to Rousseff's 
removal, pulling Brazil out of its economic and political 
crisis remains a huge challenge.   

Rousseff's administration was bloodied by the 
scandal around the state-owned oil company, Petrobras, 
and the perception that her government's policies brought 
the country into its worst recession since the 1930s.   
Revelations of scandals in high places (including former 
President Inacio Lula da Salva and many of the PT's top 
people) as well as high unemployment, rising inflation, and 
a contracting economy have left the Brazilian public in an 
angry mood. Combined with strong opposition from the 
political right and disenchanted middle class, Rousseff was 
increasingly perceived as to blame for the country's mess. 
More directly, Rousseff was hurt by allegations of using 
funds from state development banks to conceal budgetary 
gaps without congressional authorization. What comes 
next?  Temer has indicated that his administration will adopt 
a tough stance on fiscal matters and seek to reform Brazil's 
pension system and labor markets.  Both are politically 
sensitive issues, especially in the middle of an economic 

2014 2015 2016E 2017F

Real GDP (%) 0.1 -3.8 -3.8 0.0

Consumer Prices (%) 6.3 9.0 8.7 6.1

Current Acct./GDP (%) -3.9 -3.3 -2.0 -1.5

Unemployment Rate (%) 4.8 6.8 9.2 10.2

Brazil – Economic Snap Shot

Sources: Smith's Research & Gradings, International Monetary Fund, April 2016.

downturn. Temer has a window of opportunity, but needs to 
act quickly. His cabinet announcements, including that of 
former central bank head Henrique Meirelles, were taken 
as positive.  

But Temer is not without his weaknesses.  He rates 
very low in opinion polls, has been linked to corruption 
scandals more than once, and presides over a polarized 
country (with many of the PT supporters claiming the 
impeachment proceedings are a right-wing coup).  The 
corruption issue could also undermine any coalition Temer 
manages to pull together in Congress to pass his reform 
policies.  

According to Transparency Brazil, a corruption 
monitoring group, more than half of the members of 
Congress face legal challenges, from cases in auditing court 
involving public contracts to serous counts like kidnapping 
or murder.   Both the president of the Senate and the new 
speaker of the lower house are under investigation. The 
challenge for Temer is to quickly get reforms through the 
two houses of Congress before key players may be ousted 
from office and end up in jail.  

Temer's ability to make headway is greatly 
complicated by the difficulty in coalition building as there 
are 28 parties to deal with, most of them constructed around 
personalities as opposed to ideological platforms.  Temer 
benefits as he is a member of one of the largest parties, the 
PMDB, but its representation in Congress and the Senate 
is well below what is needed to pass legislation.  To pass 
legislation he will need to form a workable coalition, 
something that has traditionally included a degree of horse-
trading – and corruption.  

Although the change of Brazil's government appears 
to be a positive development (at least from a market 
perspective), Temer faces considerable challenges and risk 
remains high in terms of Brazilian securities. The real test 
for the economy will be if Temer can begin to pass reforms, 
which is needed to provide confidence to the Brazilian 
public and re-convince investors that Latin America's 
largest economy is fighting its way back. 

Interim President Michel Temer
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The May 9th 2016 
elections have come and 
gone in the Philippines, 
leaving Rodrigo "the 
Punisher" Duterte as the 
country's 16th president, 
having captured 37.5% 
of the votes and beating 
out a field of four other 
candidates.  Voter 
turnout was large, with 
81% of the country's 
eligible voters of 54.4 
million turning up to cast 

their ballots. Duterte's 
victory ushers in a period of potential uncertainty as many 
of the president-elect's policies are unknown and he has 
indicated that he will rely on better informed appointees 
in his administration.  The Philippines sits at an important 
crossroads in its development and much is going to depend 
on the new man at the top. 

Duterte, the former mayor of Davao City in the 
country's south, presides over an economy that made 
considerable strides during the Aquino years, including 
important structural changes that improved competitiveness 
and expanded the economy at a healthy clip.  Real GDP 
growth has been strong, coming in at 6.3% from 2010 to 
2015, well ahead of many emerging market economies. 
According to the International Monetary Fund (IMF), the 

economy is expected to expand by 6.0%, though some 
private economists have it moving along at a 6.3% pace.

Other economic indicators in the Philippines have 
been positive as well. Inflation has remained under control 
and the current account balance of payments has been in 
a healthy surplus.  Debt management is under control. 
According to The Economist (May 14th 2016), public sector 
debt has fallen from 77% of GDP in late 2004 to close to 
44% in March 2016.  Efforts were also made, dating back 
to the President Macapagal Arroyo years (2001-2010) and 
improved during the Benigo Aquino III years (2010-2016), 
in health and education.  

But not everything in the Philippines has proceeded 
smoothly. There remains considerable poverty in this 
country of 100 million people, infrastructure is shoddy 
(transportation in particular for anyone who has sat in 
metro-Manila's traffic), crime is a problem and corruption 
has hurt the effectiveness of government projects.  Although 
the Philippines improved its ranking in Transparency 
International's corruption index from 134th in 2010 to 95th 
in 2015, many people still feel the hassle of day-to-day 
bribes to police and civil servants. At the same time, the 
country's political elite seems frozen in time, with many 
of the same families sitting in the national legislator for 
decades.   

What comes next?  The new president is a populist, 
strong on law and order, lacks any profound understanding 
of economics and has not signaled a clear foreign policy. 
Duterte has indicated that he will continue many of the 

The Philippines — A New Boss at the Helm

Country 2014 2015 2016E 2017F

The Philippines 6.1 5.8 6.0 6.2

China 7.3 6.9 6.5 6.2

Indonesia 5.0 4.8 4.9 5.3

Thailand 0.7 2.8 3.0 3.3

Brazil 0.1 -3.8 -3.8 0.0

Mexico 2.1 2.5 2.4 2.6

Russia 0.7 -3.7 -1.8 0.8

Turkey 2.9 3.5 3.5 3.3

South Africa 1.5 1.3 0.6 1.2

Nigeria 6.3 2.7 2.3 3.5

The Philippines and Selected Emerging Market Countries (Real GDP %)

  Source: Smith's Research & Gradings, International Monetary Fund April 2016.

President-elect Rodrigo Duterte

Scott B. MacDonald, Ph.D.
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Philippines

outgoing Aquino administration's economic policies, but 
will give greater attention to education and infrastructure 
as well as push political reforms to decentralize power 

from Manila to the provinces.  He has also promised to kill 
criminals and wipe out corruption in six 
months. 

Foreign policy could be one of 
the tougher issues facing the Duterte 
administration. The prior Aquino 
government developed closer relations 
with the United States and challenged 
China's claim in the South China Sea by 
filing an arbitration case against Beijing 
with an international tribunal.  During 
the campaign Duterte suggested that he 
would be willing to do a deal with China 
for aid, but he also promised to ride a Jet 
Ski to plant a Philippine flag on disputed 
reefs.  It is one thing to be a candidate 
and yet another to be the president.  This 
also points to a need to smooth out his 
international image as his campaign trail 
joke about the rape and murder of an 
Australian nun clearly left many foreign 
observers with a less than pleasant image 
of him.  

President Duterte will have to 
figure out quickly if he wants to be a firm 
nationalist or seek to trade away rights to 
the South China Sea for aid from China.  
This is important as it not only impacts 
the Philippines, but all of the other 
coastal states in the South China Sea, 
Japan (which has an interest in the trade 
routes through the region) and the United 
States, which is a key strategic partner for 
Manila.    

Duterte's victory represents the potential change for 
the Philippines.  Many are questioning if he will seek to 
return the country to more autocratic rule or actually further 

democratize it.  Much will depend on who Duterte 
appoints to his cabinet and who he seeks advice from. 
And there are stronger hurdles to strongman rule than 
in the past. The Philippines has developed a more 
robust legislative system and the country has an active 
press, both of which are likely to function as possible 
constraints if the tough-talking national leader opts for 
a more autocratic approach to government.  

The Philippines needs pragmatic and modern 
leadership, not a return to the earlier strong man 
periods exemplified by Ferdinand Marcos, who 
served as the Philippines president from 1965 to 1986.  
Hopefully Duterte surprises to the upside as he holds 
in the balance one of Asia's up-and-coming economic 
success stories, which is also a democracy. 

The new president is a populist, 
strong on law and order, lacks 
any profound understanding of 
economics and has not signaled 
a clear foreign policy. 

South China Sea Claims
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There are no changes in major risk issues facing 
the global economy.  The top three risks are Brexit, the 
Federal Reserve making a mistake in policy direction, and 
China's economy.  We would expect that the closer we get 
to the U.S. presidential elections and as the Democrats and 
Republicans advance their platforms, U.S. political risk 
will increase.  While Hillary Clinton represents the status 
quo and is likely to be the candidate of "the establishment", 
Donald Trump (who is the likely Republican contender) 
represents uncertainty and change.  At this stage, the key 
things in U.S. presidential politics are what is left of the 
primary season, the convention and party platforms.  The 
last is critical for what the next government of the United 
States will seek to implement on the policy side and its 
ratings.  Beyond that, Russia, Japan, the Middle East, Asian 
border tensions, the potential of a U.S. recession and greater 
emerging markets dislocation remain ongoing points of 
concerns.  Our view that Puerto Rico would not benefit 
from U.S. Congress assistance sadly proved accurate and 
the crisis in the Caribbean continues to unfold.  

One movement that we are watching closely is oil. 
Since mid-2014 global oil prices have plummeted.  Across 
the board, oil producing countries, including the United 
States, Saudi Arabia and Canada have all felt the impact.  
Oil companies have been forced to undergo a brutal 
rationalization.  In the U.S. this has been a major force in 
pushing up debt defaults. Moody's expects the default rate 
for corporate issuers to rise in 2016 to its highest rate since 
the 2008-09 crisis, shifting from 1.7% in 2015 to 2.1% in 
2016.  This implies it expects many of those defaults to be in 
energy and mining sectors. Indeed, in 2015 the metals and 
mining sector saw an increase in defaults of 6.5%, while oil 
and gas were close behind at 6.3%.  A higher interest rate 
environment in the U.S. is expected to keep pressure on the 
weakest companies.  

At the same time, the troubled nature of many 
high yield energy companies has played out in falling oil 
production.  Add to this, problems in two key oil producers, 
Nigeria and Venezuela, the stage could be set for a gradual 
rise in oil prices.  In the African country, attacks on oil 
facilities have increased since the beginning of the year as 
Niger Delta Avengers have done enough damage to help cut 
Nigeria's oil output to 1.65 million barrels per day from 2.2 
million at the start of the year.  The Avengers want a greater 
share of oil profits, an end to oil pollution in the country's 
oil-producing south, and greater autonomy from the central 
government.  

In Venezuela, the economy is in a free-fall and the 
political situation is highly polarized.  President Nicolas 
Maduro has announced state of emergency powers as the 
country faces a major electricity shortage, the government is 
on a two-day work week and basic staples are increasingly 
difficult to find. The economy is contracting, inflation is 
heading over 500% for the year, and unemployment is up. 
To say that the most Venezuelans are in an ugly mood is 
a gross understatement.  The next step down in the crisis 
is angry people in the street and we would not rule out a 
palace coup with people in Maduro's own party ousting him 
or, less likely, a military coup.  

Considering the political risk in the global oil industry 
(and we have not even mentioned the possibility of terrorist 
attacks on oil production facilities in Saudi Arabia or more 
disruptive fighting in Libya) and cut-backs among many oil 
companies, oil prices are likely to have found a bottom and 
prospects for prices rising are growing.  Goldman Sachs is 
now calling for oil at $50 a barrel and Bank of America 
Merrill Lynch is calling for $54 a barrel by December and 
an average prices of $54 through 2017.  

The Global 
Risk Monitor
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Rank Risk

1. Brexit Opinion polls put the two camps close, with a slight edge to the leave the European 
Union camp.  However, the "fear" campaign has intensified with warnings coming 
from the leaders of the U.S., Ireland and the Bank of England.   The case to stay 
in the EU is very simple - if the UK votes to leave, the economy will have a major 
adjustment, most likely in the form of a downward adjustment.  Additionally, an 
exit would likely to lead to a new referendum in Scotland as to whether or not 
the northern part of the United Kingdom remains.  If the more pro-EU Scotland 
opts to leave,  there will be a transition from United Kingdom to Little England 
(England and Wales). Northern Ireland may opt to join the  Irish Republic.  June 
23rd holds the potential for major changes in Europe's geopolitical chessboard.  
That said, we still think the vote fails and the UK remains part of the EU.

2. Federal Reserve stumble Mixed U.S. economic data leaves the central bank in a difficult position in that 
consumer numbers indicate an upward movement, though retail sales of major 
U.S. retail companies are bad.  Market sentiment has grown over the possibility 
of recession within the 2016-17 forecast period, which is in direct contrast 
to  consumer demand.   At the same time, global economic data  indicates 
continued growth, but dark clouds sit on the horizon.  This leaves major questions 
as to when or if the Federal Reserve moves to raise rates.  We believe that it is likely 
to raise rates in December. There is an outside chance that rates could be raised 
in June, but economic data needs to be more supportive to get there. The risk 
remains that the Federal Reserve raises rates too quickly and chokes off growth.  
It remains critical that the U.S. central bank gets this right.

3. China economic or market 
turmoil

The drumbeat of bad news about China, in particular, the build-up of debt has 
gained traction as a point of concern for investors. As The Economist noted: "The 
scope for potential trouble in China is immense.  It's banking sector is the biggest 
in the world, with assets of $30 trillion, equivalent to 40% of global GDP. China's 
four biggest banks are also the world's biggest. Its stockmarkets, even after the 
crash, together are worth $6 trillion, second only to America's. And its bond 
market, at $7.5 trillion, is the world's third biggest and growing fast." The stakes of 
getting things right in China, therefore, are substantial and important not only for 
China, but the rest of the global economy.

4. U.S. presidential elections The U.S. presidential election increasingly weighs on markets and cast a potentially 
long shadow over global economics.  Both the presumptive candidates, Donald 
Trump (Republican) and Hillary Clinton (Democrat) have used a fair share of 
rhetoric in their campaigns thus far. Overall, the tone is much more bearish 
for global trade, especially in Trump wins in November. Trump's venture into 
discussing the U.S. debt load drew a quick response, mainly negative as what 
many saw as his willingness to tamper with the sacrosanct nature of Treasuries as 
the major safe harbor for investors. That said, there is a considerable amount of 
ground between here and when people go into the election booth.  What is going 
to be highly important is what both parties put into their electoral platforms.    

5. Russian-Eastern European crisis Russia and Ukraine still maintain a heavily militarized frontier between them, 
which keeps tensions on the European Union's eastern flank high. This has led to 
an increase in defense spending in a number of states, such as the Baltic States 
and Poland.    On top of this Ukraine's economy continues to be problematic. 
Although it got a boost from the International Monetary Fund with the release of 
a $1.6 billion loan, Ukraine continues to have poor infrastructure, problems with 
corruption and loss of control over parts of the country. The eastern borderlands 
remain a geopolitical headache for Berlin, Brussels, London, Washington and 
Moscow.

Rank Risk

The Global Risk Monitor
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6. Japanese economic meltdown The Bank of Japan's shift to negative interest rates failed to bring about the changes 
hoped for by the central bank.    As The Nikkei newspaper recently observed: 
"Compared to the end of last year, Tokyo stock prices are down 12.5% and the yen 
is some 9% stronger against the dollar. Real gross domestic product for the three 
months through March remained more or less flat compared to a year ago, when 
adjusted for the leap year."  Not exactly a strong report card.  Add to this the Japanese 
credit researcher Teikoku Databank's survey, conducted from April 15th-30th, which 
found that only 10.9% of companies found the negative interest rate (introduced in 
February) has had a positive effect on their businesses. About 80% either said it has 
had no effect or that they didn't know whether it has. Furthermore, 10.5% of surveyed 
Japanese companies said the BOJ's decision to go sub-zero has had negative effects.  
It is also being reported that capital investment, previously a factor supportive of 
GDP growth, is declining. Needless to say, Japan's financial institutions do not like 
the negative interest rate policy and are increasingly articulate about it. Perhaps it is 
time for the Bank of Japan to rethink the policy and the country's politicians to take 
on the difficult task of structural reforms that the country still badly needs.

7. Middle East political tensions Four major narratives are worth  watching in the months ahead - Saudi Arabia's 
economic restructuring (which is a big throw of the dice), the ongoing Iran-Saudi 
Cold War,  the interrelated price of oil, and the fate of ISIS and its affiliates.    We 
expect that the Saudi reform effort is well-intended but fraught with tough social 
challenges; both the Saudis and Iranians have an interest in stabilizing oil prices 
and eventually will have to cooperate in a limited fashion; oil prices appear to be 
stabilizing and nudging upwards (helped by Nigerian and Venezuelan political 
troubles as well as less supply out of the U.S.); and ISIS is being hard hit on the ground 
in the Middle East, but appears to still have some capacity to strike in Europe. 

8. Asian border tensions:  The South China Sea is increasingly more of a focus of geopolitical tensions than 
other hot spots in Asia.   This derives from China's willingness to stake its claims 
with bases and an enhanced military presence in the region - and more aggressive 
responses from other South China Sea countries, such as Indonesia.  We expect the 
tensions generated by this region to increase through the year.

9.  U.S. recession.....  The US economic recovery  since 2009 has been long, yet fragile and lacking the 
"fizz" (strong growth) of other recoveries.   This has led several times to concerns 
that a recession is coming sooner than later.   While we believe that the economy 
will muddle through 2016 with around 2.0% real GDP growth,  in looking into 
2017 one has to wonder.  The recent bad earnings for the U.S. retail sector (barring 
WalMart), brought recession fears back into play.  While we think there are structural 
problems for U.S. retail, the weakness of Q2 earnings does point to a reluctance of 
consumers to easily part with their hard-earned cash.  If a soft patch on the economy 
becomes extended, enough to scare consumers, the recession issue becomes 
a greater probability. 

10.  A further Emerging Market 
dislocation: 

The end of the commodity super-cycle has had a major negative impact on most 
Emerging Market economies.    The once high-flying BRICS are now struggling 
-  China's growth has slowed; Russia and Brazil have seen their economies shrink, 
and India has held a degree of promise but disappointed.   And there is some real 
pain in countries like Nigeria, Ecuador and Venezuela. For global growth to return to 
a higher level and for trade to increase (a lifeblood to international commerce) it is 
critical that Emerging Markets return to strong level of growth.  We are still waiting 
as many of the more significant countries regain their momentum - something that 
could take more time, probably taking us into 2017 or beyond.   

Risk
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Bank of England and Brexit: As the United Kingdom 
moves ever closer to June 23rd, the day of deciding to vote 
to remain in the European Union (EU) or opt out, the debate 
and sentient is becoming sharper.  Now the Bank of England 
has voiced its concerns, warning that Brexit could lead to a 
technical recession for the UK.  The head of the Bank of 
England, Mark Carney, indicated that a vote would entail 
higher unemployment, higher inflation, lower growth and 
a "sharp" decline in value of the UK pound. The Bank of 
England also elected to hold rates flat at 0.5%, keeping rates 
at an "emergency low" for the 83rd consecutive month. 
Although the articulation of concerns over Brexit are likely 
to be taken as being political (weighing in favor of the stay 
in the EU vote), the Bank of England and its head, Mark 
Carney, have been clear that an exit from the EU would 
have negative connotations.  

Goods News in the Euro-zone: On May 13th, 
Eurostat revised its 2016 GDP numbers for Q1 2016, with 
the Euro Area GDP increasing by 0.5% Q/Q and 1.5% Y/Y, 
which is down slightly from the preliminary estimate of 
0.6% Q/Q and 1.6% Y/Y.  There were notable increases 
in Germany (+0.7%), Spain (+0.8%), France (+0.5%), the 
Netherlands (+0.5%), and Italy (+0.3%).  While the major 
economies were in positive territory, there were quarterly 
declines in Greece, Poland, Latvia, and Hungary. Greece, in 
particular, is problematic considering its debt problems and 
the length of depression.   

Country Real GDP (%) 
2016

Industrial 
Production (%)

Consumer 
Prices (%)

Unemployment
(%)

Budget 
balance/GDP 
(%) 2016

U.S. 2.0 -2.0 Mar 0.9 Mar 5.0 Mar -2.5

China 6.5 6.8 Mar 2.3 Mar 4.0 Q1 -3.0

Japan 0.5 0.1 Mar 0.0 Mar 3.2 Mar -6.2

Germany 1.5 1.2 Feb -0.1 Apr 6.2 Apr 0.4

France 1.3 0.6 Feb -0.2 Mar 10.0 Mar -3.5

UK 1.9 -0.5 Feb 0.5 Jan 5.1 Jan -3.6

Canada 1.6 0.8 Feb 1.3 Mar 7.1 Mar -1.4

Brazil -3.6 -11.3 Mar 9.4 Mar 10.9 Mar -5.4

India 7.5 2.0 Feb 4.8 Mar NA -3.7

Russia -1.3 -0.4 Mar 7.3 Mar 6.0 Mar -2.2

Key Country Data

Sources:  Smith's Research & Gradings, International Monetary Fund, and 
Organization for Economic Cooperation & Development
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King Coal: Not So Merry Anymore (Part II)

Public Power Generation 
Needs & Investment

This week, the Carbon Capture and Coal Conversation 
continues with a panel at the Smith's hosted "Utility Sector 
Carbon Regulation and Innovation Webinar."

Dan Aschenbach, Senior Vice President, Global 
Project & Infrastructure Finance, Moody's Investors 
Service,  discussed  potential investment requirements. 

To understand more about how the public power sector 
is coping with the regulatory and commodity changes, as 
well as the potential role of carbon capture, Mr. Aschenbach 
led a panel discussion featuring:

Randy Gerardes, Director, Municipal Securities 
Research, Wells Fargo Securities.  He specializes in Energy, 
Transportation and Public Private Partnerships including 
sports stadium finance.  Prior to joining Wells Fargo, Randy 
was vice president and senior research analyst at AIG 
Asset Management where he provided research and trade 
recommendations for a $30 billion portfolio of taxable 
and tax-exempt holdings, specializing transportation and 
infrastructure revenue bonds;

Pat Pope, CEO of Nebraska Public Power District. He 
was appointed to the corner office in 2011 after a career of 
steady advancement and increasing responsibility at NPPD.  
Mr. Pope is a member of The Energy Authority Board of 
Directors, is a member of LPPC's CEO Steering Committee, 
the CEO sponsor of the LPPC Environmental Task Force, 

and is the Executive Sponsor for AFFORD (Alliance for 
Fuel Options, Reliability and Diversity); 

Paula Gold Williams, CEO, San Antonio CPS. 
In November 2015 she was named Interim President & 
CEO. Previously, she served as Group Executive Vice 
President – Financial & Administrative Services, Chief 
Financial Officer (CFO) & Treasurer.  Joined CPS Energy 
in 2004 & has served in other capacities including Chief 
Administrative Officer and Controller.

Mr. Aschenbach said, "Many states are waiting for 
a new president and, as technology advances, the clean 
power program could increase execution risk. We have 
several representatives from public power to discuss the 
challenges. So, let's start with Paula and CPS.  

"Thank you Dan, I don't have any detailed slides for 
my presentation," Ms. Williams said. "I'll start back in the 
1970s, when our portfolio at CPS Energy was all gas and 
we had really good pricing on long-term contracts, but we 
ended up in a dispute with our supplier. 

"A lot of things happened from that whole instance.  
One thing was a diligence in making sure we were 
diversified beyond gas to include nuclear, coal, and we are 
now the largest producer of wind energy in West Texas.  We 
have a substantially diversified energy portfolio. 

"In 2010, with the conversation about carbon, we 
realized there is a concern about the lack of certainty," Ms. 
Williams said. " We decided to make a bold move given 
this lack of certainty. We were going to add environmental 
control to one of our coal plants at a cost of $500 million. In 
2011, we self-elected to deactivate those units. They are not 
deactivated today, but will be in the 2018 time frame. It is 
a huge deal because we have about 800 Megawatts coming 
off those units. Most of the units would go into 2030. For 
practical purposes we do not plan to reactivate those units 
after 2018. We took those funds and bought gas units, which 
are fairly young and we're using them in our competitive 
markets as well as for energy back-up. It was a huge deal for 
us to move early to gas units to make-up for the deactivated 
the coal units.  

"We were one of the initial offtakers for a clean coal 
project. Summit partners continues to work on that project. 
Our option has expired on that 200 Megawatt project and 
we continue to look at it from a due diligence point, but 
there are parties who continue to invest in coal who might 
have interest," she said.

CPS did  a solar project for 400 megawatt facility with 
a partner from Seoul, South Korea.  And, CPS continues to 
work on other solar and distributed energy projects, such as 
a rooftop project. 

"We are watching the coal perspective closely," Ms. 
Williams said. "We have Spruce Unit 1 and Spruce Unit 2 that 
continue to operate and they are new units with environmental 
controls on them. We use low sulphur coal at the Spruce 1 and 
Spruce 2 units." 

Terence M. Smith
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 Mr. Pope, CEO at Nebraska Public Power District said, 
"We have been working at carbon for 10 or 15 years. Looking 
back in our history, one of our milestones was the decision to 
keep Cooper Nuclear Station open more than a decade ago. 
Costs were high, but one of the reasons to maintain it 
was carbon. Today, Cooper Nuclear Plant is working 
well. NPD is already 46% carbon free. Nebraska is also 
a big wind state. We have a high efficiency natural gas 
combined cycle plant.  Nebraska has the lowest cost on 
delivered energy based, in large part, upon coal. 

As far as carbon capture and CCS, NPPD has been 
a member of the energy and environmental research 
center of Grand Forks, North Dakota for over a decade. 
They certainly are doing a lot of work on carbon capture 
and keeping coal a viable option.

Mr. Pope said, "'We are hoping to do a carbon 
capture for our largest coal-fired plant, which is  
located in western Nebraska because we do feel there 
is an opportunity for us to sell carbon for enhanced oil 
recovery.

"As far as the clean power plan goes, certainly 
we are going to wait and see what the courts come out 
with. We are in the camp of expecting to see significant 
changes to the rule. We will then have to work our way 
through the State implementation plan process and 
determine some of the most fundamental questions, such 
as whether to use a rate or mass based compliance strategy," 
Mr. Pope said.  "We will be looking to see what other states 
and utilities in the Southwest power pool, which we belong 
to, select because we want to take advantage of any credit 
trading strategies. 

"We have lots of options, quite frankly.  We are in the 
process of converting one of our smaller coal units to burn 
hydrogen. We were fortunate to have already found a partner 
who is one of the world's leading producers of carbon black.

"What is carbon black?  It is a very fundamental building 
block used in many of our offices, 30% of tires, and they will 
take the carbon and we will take the hydrogen. We hope their 
business will flourish and they will be able to provide us with 
enough hydrogen to convert another unit," Mr. Pope said.

Smith's Research & Gradings has issued an alert 
about the reliability of the national public power grid due to 
our concerns about the shift to intermittent power capacity. 

Mr. Pope said, "I have concerns about reliability, 
quite frankly. I think the centralized markets, such as 
NISO and  Southwest power pool, are having  their own 
challenges right now balancing the load generation. We 
are in a period of very low load, highly variable wind and 
we have very low market prices.  It is creating a challenge 
for these entities. It is my fear, that somewhere down the 
road, if we are not careful about the valuing of capacity, 
particularly large capacity with enough spinning capacity to 
carry systems through disturbances, we will find ourselves 
in a very difficult position"

Randy Gerardes noted that one of Wells Fargo's core 
competencies, both from a commercial and investment 
banking side,  is energy.  In the public power space, they 
saw issuance increase 43% year-over-year in 2015.    

He thinks investors are attracted to public power 
space as part of a defensive strategy.  It performed better 
than most infrastructure sectors, given the independent 
management teams and energy prices.  

Going forward, he expects to see electricity prices 
become more strongly correlated to natural gas prices. 
Natural gas and oil prices are still interconnected, 
however. Short-term movements in natural gas prices are 
often connected to weather-related (winter 2014). Mr. 
Gerardes said, "Global commodity markets search for price 
equilibrium could play out over the longer-term."

Also, looking to the future, Mr. Gerardes cautioned, 
"Distributed Generation poses a challenge for the traditional 
utility model. Electric customers are demanding greater 
control over how their energy is being produced. Moreover,  
development of an onsite energy storage solution (think 
batteries) may lead to a T&D over-investment."

Despite those concerns, Mr. Gerardes thinks the near-
term forecast is for the public power markets to be much 
more manageable.  "We expect U.S. demand for electricity 
to grow less than 1% a year through 2040," he added. "Low 
energy growth and low energy costs have effectively capped 
electric rate growth.  The growth in residential electricity 
rates has matched the growth rate in median household 
income since 2010."

Higher regulatory costs and liquidity levels bear 
watching, however. 

"It is my fear, that somewhere 
down the road, if we are not 
careful about the valuing of 
capacity, particularly large 
capacity with enough spinning 
capacity to carry systems 
through disturbances, we will 
find ourselves in a very difficult 
position."
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