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Goodbye May, Hello June!
Step with care and great tack, and remember that Life's a Great Balancing Act!
— Dr. Seuss

Summary: As May winds down, June looms.  It has great potential to be one those memorable months for investors, corporate chiefs 
and economic policymakers. Just to provide the highpoints: OPEC meets and US ISM manufacturing index reports both occur on June 
2th; the FOMC meets June 14th-15th; the UK goes to the polls on June 23rd to vote on whether to remain in the European Union (EU); 
the European Central Bank begins its corporate bond buying program; and Spain goes to the polls to hopefully undo the deadlock 
from the December 2015 parliamentary elections.  Heading into the month, there has been a considerable build-up by Fed officials that 
rates are going up in June or July. A relatively forgettable G7 meeting in Tokyo in late May achieved little (probably pointing more to 
the preoccupation of leaders trying to cope with populist movements). And, there is a growing sense of disequilibrium in parts of the 
developing world (Brazil, Venezuela and Thailand come to mind). China's growing debt burden is becoming more of a market focus 
as investors and policymakers ponder the ability of Beijing to manage it through a slowdown. In securities markets, what has been 
noticeable is the outflow of money from equities into fixed income and cash.  According to Lipper Fund capital flows, for the week ended 
May 25th, equity funds saw a net outflow of $4.8 billion, while there was a net inflow into investment grade bond funds of $873 million 
and $7.3 billion net inflow into money market funds. Another data provider, EPFR Global, indicates that equity funds have seen total 
outflows of over $100 billion year-to-date.  The VIX index (which measures volatility) ended last week at a low 13.12; we don't expect 
that to last the month. Considering the economic and political landscape for June, there is a strong likelihood that volatility is going to 
return. It is probably a good time to put on the seatbelts.
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Will the US Federal Reserve move ahead with a rate 
increase in its June 14th-15th FOMC meeting?  Although 
we believe considerable uncertainty remains in markets 
through the summer, a number of the US central bank's key 
players want to pull the trigger in June or July. Bloomberg 
gives a rate hike 32% chance for June. While we favor a 
gradual move upward in rates, most likely later in the year 
(we have stated December), we wonder about the sagacity of 
the timing of the upcoming summer months, considering the 
heavy political risk calendar from June through November, 
including Brexit, Spanish elections, any number of Chinese 
issues and US elections. Moreover, if aggressive rate talk 
out of the Federal Reserve is not matched by action, the 
central bank's credibility could be eroded. 

San Francisco Fed 
President John Williams 
has been one of the 
drumbeaters for rate 
hikes. He has noted that 
overseas risks are not 
severe enough to deter a 
raising of rates and that 
the US central bank has 
raised rates in the past 
during election years.  
Although he maintained 
the Fed mantra that 
any decisions are data 
driven, Mr. Williams has 
stated that he sees the 
Fed raising rates two, 
perhaps three times this 

year, with the process continuing through 2017. This would 
eventually take the Fed benchmark to 3.0%-3.25% when all 
is said and done in this cycle. Philadelphia Fed President 
Patrick Harker has also stated that he sees two or three rate 
hikes in 2016, depending, of course, on the direction of US 
data.  

Additionally, Jerome Powell, a member of the Fed's 
Board of Governors, was quoted on May 26th as saying 
that the Fed's resumption of rate increases was likely to be 
"fairly soon." He did, however, give credence to overseas 
risks, including the Brexit referendum, challenges with 
China's exchange rate policy, and "stubbornly low" growth 
and inflation evident in most of the US's major trading 
partners.

Two significant questions also must be given weight: 
What will the impact of several rates hikes mean to 
Emerging Markets? And, what does it mean for US finances 
(in particular the country's large debt burden)?  With the 
public sector debt to GDP ratio of over 100%, any increase 
in rates will be felt by the US government and show up in 
the budget. Rising debt payments could detract from other 
needs, such as infrastructure.  Raising rates is the right thing 
to do; yet a too aggressive approach could have unforeseen 
consequences. 

The emerging market issue is also being downplayed 
as a risk factor.  For the global economy to regain economic 
growth there is a pressing need for greater growth out of 
emerging markets, which have cooled considerably due to 
the end of the commodity super-cycle and political problems.  
Adjustment to a world in which China does not need as much 
copper, iron ore, and nickel has hurt economies from Brazil 
and Chile to South Africa and Zambia. According to the 

Is Talk Cheap?
Scott B. MacDonald, Ph.D.

John C. Williams, President and 
Chief Executive Officer, 
Federal Reserve Bank of 
San Francisco
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The US Economy

International Monetary 
Fund, real GDP from 
emerging markets and 
developing economies 
was 7.8% in 2006 and 
7.9% in 2007. Now, 
well after the 
crisis this group 
of countries is 
struggling at 4.0% 
in 2015, with 
forecasts of only 
4.1% in 2016 and 
4.6% in 2017. 

Rising US 
rates are likely 

to cause more disruption. As the US dollar is likely 
to strengthen as rates head up, the cost of repaying 
debt will increase for a number of countries, while 
commodity exports are not going to make up the 
difference. And, there has been a pile-on of debt in 
many emerging markets, where both governments and 
corporations have enjoyed the long stretch of low rates 
to tap US dollar debt markets. Chinese and Indian 
corporations have been particularly active in this. 

The issue of emerging market vulnerability has 
certainly been captured by the Bank for International 
Settlements (BIS), which at a conference in May 2016 
in Rio de Janeiro, started with the following slide:

"Avoid complacency: Illusion that current ultra-low 
policy rates and investors in search for yield are sufficient to 
sail through complex, volatile global economy."

Along these lines, the BIS has significant concerns 
of a bond yield snapback in which bond yields shift from 
low and stable to higher and volatile, perhaps similar to 
the Taper Tantrum. Markets were roiled in May-September 
2013 when the then head of the Federal Reserve, Benjamin 
Bernanke, mentioned the possibility of raising interest rates 
for the first time. Today, such an event could be abrupt 
and disruptive in markets.  Consequently, if the Federal 
Reserve does move on rates in June or July and strongly 

signals much more to come, we concur with the following 
view of Alan McQuaid, economist for Dublin's Merrion 
Stockbrokers, who recently stated: "...higher US interest 
rates could put renewed pressure on currencies and capital 
flows in the developing world. Emerging market investors 
should brace for a stormy summer."

The Federal Reserve should continue raising 
rates, to be sure. However, there is a lot to be said about 
timing. The June to November timeframe is fraught with 
geopolitical risk factors. Too aggressive a stance carries the 
risk of spooking markets and complicating global growth 
prospects.  Moreover, inflation risk does not yet seem to be 
raising its ugly head in such a fashion as to require prompt 
action. US economic growth is plodding along, but far from 
being robust.  There is a long way to go before this interest 
rate cycle is over, but risks of a Fed stumble on the policy 
side have risen. Fed talk could be costly. Patience could be 
a virtue if the more hawkish members of the FOMC can 
wait. 

"Avoid complacency: Illusion 
that current ultra-low policy 
rates and investors in search 
for yield are sufficient to sail 
through complex, volatile 
global economy."
— BIS, May 2016

Former Federal Reserve Chair
Benjamin Bernanke
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It's Déjà Vu All Over Again for Greece

As Yankee baseball manager Yogi Berra once 
quipped, "It's déjà vu all over again."  The same can be said 
for Greece, which on May 24, 2016 agreed to a third bailout 
with its creditors, the European Commission, European 
Central Bank and International Monetary Fund (IMF).  The 

agreement was a clear repetition of past problems — too 
much debt, a lack of engine of economic growth and public 
discontent with depression-like economic conditions. Can 
the chain of repetition be broken? 

No. Our view is, not under the new agreement, which 
provides new money to repay older debt, imposes deeper 
austerity, and holds out some form of future debt forgiveness 
(pushed by the IMF and opposed by the Germans).      

Greece's time of troubles commenced in 2009, 
sparked by the Great Recession, structural weaknesses in 
the economy and revelations that the Greek government 
had substantially underestimated fiscal deficit numbers. 
In 2012 Greece defaulted on its debt, which was probably 
the largest sovereign default in history.  The country has 

Source: International Monetary Fund, April 2016

since undergone a sustained period of economic austerity, 
high unemployment (still around 25% and close to 50% 
for youth), and protracted economic contraction (see table 
below).  It now has a new deal, but it is questionable whether 
it holds up over the long term. 

The good news is that under the new deal Greece has 
been allocated €10.3 billion (US$11.5 billion) which will 
allow it to repay its short-term debt obligations.  The bad 
new is that Prime Minister Alexis Tspiras' government is in 
trouble. It is blamed for imposing austerity measures and 
the selling-off of public assets like harbors and airports is 
unpopular, as it is associated with unemployment.  After 
all, Syriza is supposed to be anti-capitalist, a party for the 
people and opposed to privatization. In a sense, for many of 
the party faithful, Syriza's office has been a betrayal of what 
the party initially represented. 

It is not helping Prime Minister Tsipras that 
his government is also being hurt by corruption scandals. 
The combination of such factors is that the opposition and 

center-right New Democracy (ND) 
is ahead in the polls. Considering 
that Tspiras' Syriza party holds 
144 seats and coalition partners, 
Independent Greeks have 9 seats 
out of 300 in the parliament, a 
new election cannot be ruled out, 
making political risk higher.  
While the ND would probably 
support most of the new deal's 
measures, the volatility of Greek 
politics could result in a new 
coalition government, which could 
complicate matters in terms of the 
imposition of new reform policies. 

The situation has been 
complicated by an ongoing 
position by the Germans and other 
northern and eastern Europeans to 
impose and maintain austerity on 
the Greeks. Debt forgiveness is not 
an option. 

Greece Real GDP (%)

  2011 2012 2013 2014 2015 2016

Real GDP % -9.1 -7.3 -3.2 0.7 -0.2 -0.6

Continued on Page 12
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Don't get Too Bullish on Oil Yet: Are global oil 
prices making a comeback?  Based on recent data in the 
US the answer is probably yes, but one needs to carefully 
define "comeback".  Oil prices have decidedly moved out of 
the $30 a barrel range and just topped the $50 a barrel mark.  
One reason for this is that US crude production is down. 
According to the US Energy Department, crude stocks of 
oil have recently fallen by 4.2 million barrels, more than 
expectations.  This has left some believing that the build-up 
in oil supply may be peaking.  Reinforcing this view are 
production declines or problems in Venezuela (related to 
politics and gross economic mismanagement), Nigeria (due 
to an uptick in rebel activities in the oil-producing region of 
the Niger River delta) and Canada (hit by devastating forest 
fires in Alberta).  

While we are likely to see oil prices hit the low $50s 
a barrel at some point in the summer (peak driving season), 
there is still an awful lot of oil out there. A number of 
countries depend heavily on oil and natural gas for budget 
revenues, including Iran (60%), Gabon (70%), Russia 
(around 65%), and Azerbaijan (over 50%).  

Consequently, higher prices are certainly going to 
tempt some countries to raise production to capture a little 
bit of the action and badly needed money. At the same 
time, many companies saw higher prices within grasp last 
summer, but got greedy and upped production.  We think 
it is more likely that this time around there is likely to be a 
little more discipline to support a price level a little over the 
$50 a barrel mark.  

Turkey's Game of Thrones Continues: Turkey 
has a new prime minister, Binali Yildirim, a long-time ally 
of President Erdogan and minister of transport in three 
previous AKP governments and the overwhelming winner 
of the ruling party's extraordinary convention.  

Why do we care?  Turkey is one of the more pivotal 
countries in emerging markets for investment, it is a 
strategic buffer state between the tumultuous Middle East 
and Europe (think immigration and Syria's civil war) and 
still a NATO member that has recently bumped up against 
Putin's Russia.  Yildirim's appointment is likely to have two 
direct impacts – he will move to shift the political system 
from parliamentary to more presidential (possibly more like 
France's in structure and appearance) and calm investors as 
it means that there will be less infighting at the top. Many 
of the same actors who were involved in earlier reforms 
remain in the government. 

Markets and the currency responded favorably to 
the new government.  At the same time, the constitutional 
overhaul will concentrate more power into the hands of 
the President and Turkey's political system is increasingly 
a democratic façade, covering a growing autocracy.  
Moreover, plenty of other problems exist, including other 
parts of society not thrilled by the turn of events, tensions 
with the Kurds, ISIS across the border and inside Turkey, 
and a simmering dispute with Russia, once a key trade 
partner. There remains plenty more drama to come, though 
in the short term Yildirim's appointment is probably a 
calming factor.

Country Real GDP (%) 
2016

Industrial 
Production (%)

Consumer 
Prices (%)

Unemployment
(%)

Budget 
balance/GDP 
(%) 2016

US 2.0 -1.1 Apr 1.1 Apr 5.0 Apr -2.5

China 6.5 6.8 Mar 2.3 Apr 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 0.3 Apr 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

(Continued on Page 12)
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For many Americans and Europeans food security is 
something that is taken for granted.  It is hard to think of 
hunger when people are constantly barraged by commercials 
for cheap food at Taco Bell, McDonald's, KFC and Duncan 
Donuts.  The message is that food is cheap, abundant and 
available.  What is removed from the picture is the mix of 
food, climate, markets and politics in what constitutes the 
daily bread for much of the rest of the planet.  One region 
dealing with drought and food security is southern Africa, a 
group of countries including South Africa, Malawi, Zambia 
and Zimbabwe.

The politics of food security has become increasingly 
evident in global development, most recently in the form 
of the Jasmine Revolutions that rocked much of the Middle 
East starting in Tunisia in 2010 and spread throughout the 
region.  Although the protests were generally against corrupt 
and inefficient autocratic regimes, food price inflation was 
a major factor. The problem on that front was major fires 
in Ukraine and southern Russia which disrupted wheat 
production usually geared for the Middle East. As prices 
for daily bread went up, so did public frustration and anger.

Food security is again rearing its head as a risk factor.  
While parts of the Middle East are still struggling with 
drought, the situation is well-publicized by the international 
media, in part as food security fueled the rise of the radical 
Islamic State. Less in the press is that southern Africa's 
food system is becoming increasingly stretched due to an 
extended drought. Agriculture is the dominant sector in the 
economic life of Zimbabwe and Malawi. It is a significant 
sector in South Africa and Zambia (both of which are 
also major mining countries), which are usually the most 
efficient food producers and to whom other countries look 
in times of food security stress.  The problem is that starting 
in 2015 El Niño has caused a considerable disruption of rain 
patterns, bringing drought and excessive heat.   

Thus far South Africa has managed the crisis 
relatively well, though the drought is stretching resources.  
The government anticipates that the maize harvest will be 
27% lower than last year.  At the same time, South Africa 
will import at least 3.8 million of the roughly 14 million 
tons of maize required to feed its population.  Moreover, it 

has relaxed restrictions on genetically modified crops. 
Zambia, in the midst of an election set for August, is 

also working hard to maintain enough food for its people. 
The government is also suspected of quietly halting maize 
shipments to Malawi, which has been hit especially hard by 
the drought.  Zimbabwe is most likely in worse shape due 
in part to the poor management of the economy for decades 
under President Robert Mugabe.  Indeed, Zimbabwe has 
requested $1.5 billion in food assistance.

Most southern African countries have a thin social 
buffer to protect from harsh downsides such as the adverse 
effects of climate change.  According to the United Nations 
Office for the Coordination of Humanitarian Affairs, the negative 
effects of El Niño in the region are not expected to peak until 
between December 2016 and April 2017.  Food shortages are 
expected to grow and the number of people affected is estimated 
now at 32 million, but could rise to 50 million. 

Southern Africa has done considerably better than 
much of Africa, avoiding a high level of wars, ethnic 
violence and famines.  But, the drought currently hitting 
southern Africa has left many hungry, it is hurting local 
economies and will complicate political life. 

One last thought is that if conditions deteriorate into 
famine in southern Africa, there could be the geopolitical 
ramifications that always come with the movement of 
large groups of people seeking to escape death. South 
Africa, the region's largest and richest economy, is a major 
destination for many other Africans already; the spur of 
famine could add even more to that country. The problem 
is the economy is struggling and unemployment is already 
high, so it is doubtful how welcome a major influx of new 
people would be.

 Still others might head north, eventually looking to 
Europe. Considering the dynamics of Europe's current refugee 
problem with the Middle East, Afghanistan and the closer parts 
of Africa, large groups of southern Africans adding to the mix 
would cause greater strain on a system already strained.  Better 
to help now in Africa than have to turn people away at the 
gates. Food security remains a major factor in global politics, 
but climate change, water issues and population growth are 
only going to exacerbate this trend going forward.    

Selected Indicators for Southern African Countries
Country Population 

(2014) in 
millions

Poverty headcount ratio at 
national poverty levels (% 

of population)

Life expectancy at 
birth (years) 2014

GNP per capita 
(2014) $

South Africa 54.00 53.8 (2010) 57 6,800

Zambia 15.72 54.0 (2010) 60 1,680

Zimbabwe 15.25 72.3 (2011) 57 840

Malawi 16.70 50.7 (2010) 63 250
Source: World Bank

Mother Nature and Markets in Southern Africa
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We maintain our top four risks – Brexit, a Federal 
Reserve Stumble, Chinese Economic Turmoil and US 
Presidential Elections.  We have moved our concerns over 
Japan up to the 5th position as the world's third largest 
economy increasingly appears in drift mode, unable to 
escape from deflation and a growing sense of pessimism in 
the corporate sector over the future. This drops the Russian-
Eastern European Borderland Crisis by one notch.  We also 
raised further Emerging Market Dislocations by one notch, 
which drops our concerns over a possible US recession to 
10th place.  We have increasing concerns over emerging 
market economies related to prospects for a US interest 
rate increase, no major recovery in commodity prices 
(some stabilization), and political problems in a number of 
countries (some of them quite profound).  

In Venezuela, the situation has become particularly 
bleak as the economy is in freefall and the government is 
rapidly going through its gold reserves to keep current on 
its external debt repayments.  While lower oil prices are a 
factor in the demise of the Venezuelan economy (oil prices 
account for 95% of export earnings), it is the government's 
gross mismanagement that has led to long lines for food 
and other staples and, increasingly, looting.  According 
to Marianella Herrera, a professor of food and nutritional 
public policy at the Central University of Venezuela: "The 
situation is very, very critical. The anguish when it comes to 
acquiring food is gigantic and generates violence."

Venezuela is spiraling into greater social 
disequilibrium and political upheaval. President Nicolas 

Maduro, a rigid and uncharismatic leftwing ideologue, is 
now profoundly disliked by an overwhelming number of 
Venezuelans.  According to local polls, 85% of Venezuelans 
do not trust the government to handle the situation and 
blame it for the current crisis. Under the circumstances we 
would not rule out the possibility of a coup by Maduro's 
party and the military. At the same time, the opposition, 
which controls Congress, is seeking a recall vote (from the 
last election) to oust Maduro. This idea is popular with a 
majority of Venezuelans, but with the court system packed 
by Maduro late in 2015, this path is not a likely outcome 
though it would be constitutional. 

While conditions in Brazil, Russia, South Africa, 
Ukraine and Nigeria are not as grim as in Venezuela, they 
are challenging and economic growth is elusive.  Hard 
choices on the policy-front loom in each of these countries 
and social instability cannot be ruled out.  An additional risk 
for Ukraine is a further land grab by Russia. There are also 
major political issues hanging over Turkey and Thailand, 
which could complicate effective policymaking. 

The world faces considerable risk, much of it in the 
geopolitical form.  However, there are other risks.  These 
include liquidity risks (when market turmoil hits and 
the sell-side part of the financial industry cuts liquidity 
as a safety measure but causes a freezing of business 
and fireside trades by panicky investors), cyber-attacks 
and infrastructure failures.  We will explore these risks in 
upcoming issues.   

The Global 
Risk Monitor

Never look backwards or you'll fall down the stairs. 
— Rudyard Kipling
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Rank Risk

1. Brexit Although opinion polls indicate those wishing the UK to stay in the European Union are 
more numerous than those who want to depart, the contest still appears to be close.  
While there is little question that the UK could survive outside of the EU in case of an exit 
EU victory, a separation would - at least in the short term - be disruptive to the British 
economy and global markets. It could well see Scotland's exit from the UK as the northern 
region is more pro-EU than England.  While all of this sounds like a cheap science fiction/
political drama, the vote is real and so will be the consequences. Our view is that the UK 
remains in the EU.  

2. Federal Reserve 
stumble

Fed officials have been actively talking up prospects that the US central bank is ready to 
raise rates, possibly as early as the June FOMC meeting. Although we see rate increases 
coming later in the year, we would not rule out a scenario under which the Fed is cautious 
to the Brexit referendum (which comes the following week) and signals in June that July 
is the month and actually pulls the trigger in July. Another rise could come in December.  
While this remains in the realm of speculation, the Fed needs to be careful considering the 
impact of higher US rates vis-à-vis foreign markets and economies.  Consequently, we still 
lean toward later in the year. Equally important, if hawkish talk is not matched at some 
point by hawkish action, credibility becomes a factor.

3. Chinese economic or 
market turmoil

While we do not see a collapse of the political system or a hard landing in the economy 
in the short term, China has considerable problems. These range from the restructuring 
of the economy away from investment-led growth to a greater reliance on domestic 
demand to climate change, pollution, and a build-up in debt. It can be argued that too 
much credit has been pumped into the system and that it needs to be reduced.  According 
to The Economist magazine, China's total debt (public and private) has gone from 155% 
of GDP in 2008 to 260% by year-end 2015.  Two things to take from this. First, that is a 
large burden for a struggling economy. Second, if any problems emerge to take China to 
the hard-landing scenario they are likely to come from an opaque financial sector, which 
has not fully disclosed its nonperforming loans and is probably helping to keep zombie 
companies alive.  Look to more risk coming from excessive debt.

4. US presidential 
elections

The US presidential election increasingly casts a shadow over global markets and 
economies. The candidates have used a fair share of populist rhetoric in their campaigns 
(Trump and Sanders) and deep concerns over international trade. Consequently, the tone 
in the 2016 election is more bearish on trade, especially if Trump were to win in November. 
That said, Trump would probably be better for a badly needed overhaul of national 
infrastructure, including next generation infrastructure.  Another risk factor in terms of 
uncertainty is the possibility that Clinton could be indicted over the email scandal. If so, 
if it happens before the convention, the Democrats will have an even more interesting 
convention than usual. If after the convention, it becomes an even more complicated 
problem.  Watch this space. The political risk factor will gradually become weightier the 
closer we move to the election. 

5. Japanese economic 
meltdown

Japan continues to struggle, barely growing in terms of real GDP, with a massive debt to 
GDP burden (245%), and bad demographics. Considering that this is the world's third largest 
economy, a sickly Japan is not a good thing as it represents significant risk to global growth.  
The struggling nature of the economy was reflected in the declaration by Prime Minister 
Shinzo Abe at the G7 summit that the world is heading toward a new Lehman-like crisis, and 
Japan will postpone its consumer tax from its current 8% to 10% out of an abundance of 
caution.  The reality is that Japan is not escaping the grips of deflation and that Abe's party, 
the Liberal Democrats, face an election in the Upper House of the Diet in July.  While raising 
taxes would probably dampen consumption and hurt growth, it would most likely hurt the 
LDP in the election.  The Reuters Corporate Survey (conducted May 9-23) indicated that 70% 
of Japanese companies are pessimistic about escaping deflation, up from 48% in January.  
Despite Abe's efforts, Japan increasingly appears to be in drift mode

Risk

Global Risk Monitor
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6. Russian-Eastern 
European crisis

Russia and Ukraine maintain a heavily militarized frontier between them, which keeps 
tensions on the European Union's eastern flank high.  The Czech Republic, Hungary, Slovakia 
and Poland in May 2016 declared they are working on a plan to deploy their troops in the 
Baltics states as part of NATO forces. Details for the plan are expected to be presented at the 
NATO summit this coming July in Warsaw. Eastern Europe remains a region that could see 
further militarization and tensions as Russia seeks to further assert itself in what it sees as its 
traditional sphere of influence. 

7. Middle East political 
tensions

We maintain our view that the four major narratives in the region are:  Saudi Arabia's 
economic restructuring; the ongoing Iran-Saudi Cold War; the interrelated price of oil; and 
the fate of ISIS.   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. Last, but least, 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. One of the latest twists in the geopolitical game is US-Vietnamese relations are 
becoming warmer, with President Obama visiting to the Southeast Asian nation in May and 
Washington's announcement that it is ending its embargo on selling weapons to its former 
enemy. According to Defense News, Vietnam is considering the purchase of F-16 fighter jets 
and refurbished P-3C Orion maritime patrol aircraft armed with torpedoes. Hanoi has also 
expressed interest in unarmed US drones for monitoring its territorial waters and the wider 
South China Sea. 

9.  A further Emerging 
Market dislocation: 

Prospects for US interest rate hikes and political problems in a number of countries are 
increasing risk for emerging market economies. The end of the commodity super-cycle has 
had a major negative impact on most emerging market economies, including South Africa, 
Nigeria and Russia.  Hit by both politics and lower commodity prices, Brazil and Venezuela are 
struggling, the latter descending into chaos.  Higher interest rates could greatly complicate 
debt management issues for a number of countries already pressed hard by less revenues. 
Another potential risk for emerging markets is that many of their domestic corporations have 
accumulated a large amounts of US dollar debt. For emerging market economies already 
struggling with commodity issues, problems in the corporate sector are not likely to improve 
growth prospects.  

10.  US 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.  We believe that the US economy will muddle through 2016 with around 
2.0% real GDP growth. 2017 could be a tougher year, especially if productivity continues to 
slump.   
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Indeed, in April 2016, Germany's finance minister 
Wolfgang Schäuble asserted at the International Monetary 
Fund meetings in Washington that debt relief "was not 
necessary", noting that it would distract Greece from taking 
steps needed to transform its economy. Dr. Schäuble also 
in the past suggested that Greece exit from the euro-zone.

While Germany is clearly the leader in the "if it 
doesn't kill you, it's good for you" school of reform and 
austerity, other countries concur with Berlin. Countries such 
as Estonia, Latvia and Lithuania embraced tough austerity 
measures and new painful structural reforms in the troubled 
aftermath of the Great Recession. They did not get any debt 
relief. Ireland falls into the same bracket. 

Although it was obscured by other news stories at the 
time, the Estonian economy contracted by 4.0% in 2008 
and another 14.0% in 2009. Latvia's economy contracted by 
17.7% in 2009. Lithuania's economy fell by close to 15.0% 
in the same year. 

Today, those economies have all made it into the 
euro-zone and are enjoying economic growth.   Their debt 
levels are considerably lower as well —Estonia's debt to 
GDP was 9.7% in 2015, Latvia's at 36.4% and Lithuania's 
at 42.7%.  Greece's public sector debt to GDP in the same 
year was a whopping 176.9%.

In the latest Groundhog Day-like round, Greece 
won additional pledges of debt relief, though not much 

will happen along this front until 2018 (which is after the 
next federal German election in 2017!) and only if certain 
conditions are met. One of those conditions is for Greece to 
achieve a 3.5% of GDP primary surplus by 2018, which is 
not likely, considering the economy is expected to further 
contract in 2016 and limp into 2017. It is difficult to see 
where the growth comes from. 

The bottom line is that Greece has been taken off the 
menu in the short term as a major risk factor. But most of 
the problems, like too much debt and its crushing burden 
on the population, still exist. The new bailout only further 
kicks the can down the road, with a distant hope that future 
generations will be able to work their way out of debt with 
a stronger economy (which is questionable as there is little 
incentive for the best and brightest to remain in the country).   

Perhaps the words of Plato have worth in the current 
Greek case and the need to do something more consequential 
to reduce its debt, "We can easily forgive a child who is 
afraid of the dark; the real tragedy of life is when men are 
afraid of the light."  What worked in northern and eastern 
Europe is not working in Greece as the debt levels are too 
high, a situation helped by a massive inflow of credit into 
the southern European country and the willingness of major 
European banks and asset managers to buy high-yielding 
Greek assets.  Plato's light is showing us that Greece will most 
likely need another bailout in the not-too-distant future.

Greece Public Sector Debt to GDP (%) and Selected Countries
Years 2012 2013 2014 2015

Public sector debt/GDP % 159.6 177.7 180.1 176.9

Source: Eurostat

Greece

China's Debt Monster:   Markets are fickle with 
China. On one hand, there is fear and loathing that as the 
government presides over a major restructuring, there is a 
risk that economic growth will slow too much, impacting 
many other economies. On the other hand, when China 
pumps up the credit machine as it did earlier this year to 
keep the economy growing at a descent clip, markets 
are concerned about the build up in debt. The debt issue, 
however, seems to be winning out as the main fear vis-à-vis 
China.  That view was reinforced when it was announced 
that Chinese officials would be asking US officials when 
the Federal Reserve would be raising rates.  A number 
of Chinese companies have dollar-denominated debt —

they could be hit by higher rates in their payments or by 
a stronger dollar in their repayments of US dollar debt. 
According to The Economist magazine, China's total debt 
(state and corporate) has gone up from 155% of GDP in 
2008 to 260% by year-end 2015.  Considering the economy's 
slowdown and the fragile state, one wonders when the 
bankruptcies will show up, or are the Chinese willing to do 
what Japan did in the 1990s and support a crop of zombie 
companies. According to the Oxford Economists, corporate 
bankruptcies are probably well above official levels and 
more in the realm of 14% of GDP. Our view is to watch this 
space.  Credit bubbles eventually unwind, even if takes a 
few years. 

Greece (Continued from Page 5)

Key Country Data (Continued from Page 7)
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Terence M. Smith
King Coal: De-Carbonization of Fossil Fuels (Part III)

This week, the Carbon Capture and Coal Conversation 
continues with Michael Moore, VP Energy Commodities 
and Advisory Services FearnOil Inc., a division of Astrup-
Fearnleys and Executive Director of the North American 
Carbon Capture Storage Association (NACCSA).  Mr. 
Moore spoke at the 2015 Smith's High-Yield Conference in 
Greenwich, CT.

Paris Accord on Carbon
What does "de-carbonization of energy (fossil fuels)

by 2050… mean?," Mr. Moore asked. The recent signing 
by 195 members of the United Nations seeks to keep global 
temperatures from rising 2 degrees Celsius.  

How can this be achieved? The simple and short 
answer is the reduction of CO2  emission from the burning 
of carbon fuel.  An ancillary benefit from achieving this  
mission is economic fairness, which will be based on the 
redistribution of wealth from countries that burn carbon 
fuel to countries that do not.

Trifecta of Cheap Fossil Fuels
Mr. Moore noted the success of green-energy projects 

depends upon the relative costs of energy vis-à-vis other 
sources. 

"Today, we have a trifecta of cheap fossil fuels," he 
added. "US Coal prices have declined 94% and have sunk 
to a multi-decade low." Indeed. The Dow Jones Coal Index 
has dropped from $500 to $25.86 over the past four years.

Natural gas reached an all time high of $15.39 in 
December of 2005 and by 2016 had dropped to $1.798. Mr. 
Moore provided some context for the recent price decline 
by noting the all-time record low of $1.02 was reached in 
January of 1992.

Oil prices, which soared to $150 a barrel in 2009, 
plunged over the past 12 months.  Mr. Moore noted a slight 

recovery in the price of crude oil to $47.80 a barrel 
(WTI) in recent months.  But, his sources indicate that 
Saudi Arabia will not be reducing supply in the near 
term, which may make the rebound short-lived.

Growth in Asia's third-largest economy likely 
picked up pace during the July-September period, but 
don't cheer just yet, economists warn.

On the demand side of the technical analysis, 
India's real gross domestic product (GDP) is expected 
to expand 7.3% year over year, up from 7% in 
the April-June quarter, on the back of improved 
consumption and rising industrial production, 
according to widespread estimates from private sector 
economists.

Discretionary consumer spending has been 
holding up better, reflected by a 9.5% annual rise in 
September car sales, Morgan Stanley pointed out in a 
recent report. Meanwhile, positive factory production 
is another bright spot, with annual industrial output 
expanding 4.2% in July, 6.3% in August and 3.6% in 

September.
"The upshot is ultimately buoyed growth, but it's 

still far from full-throttle," said Vishnu Varathan, senior 
economist at Mizuho Bank. 

India is poised to replace China as the world's center 
of oil-demand growth, according to authors of a study 
published by the Oxford Institute for Energy Studies. As 
growth of Chinese oil demand slows, India's is increasing, 
note Amrita Sen, chief oil analyst of Energy Aspects, and 
Anupama Sen, senior research fellow at the Oxford Institute.

And India's development has characteristics similar to 
those of China 10-15 years ago, the analysts say. A demand 
surge comparable to China's of the early 2000s would 
strengthen an oil market now struggling with surplus.

Demand Trends
Chinese oil-demand growth has retreated to below 

300,000 b/d/year from an average exceeding 500,000 
b/d/year in the 10 years prior to 2015. In response to 
governmental efforts to rebalance the economy, China's 
economic growth has slowed.

Indian oil demand, meanwhile, grew by 300,000 b/d 
last year after rising by 100,000-150,000 b/d/year in the 
previous decade.

"This jump in demand reflects a number of underlying 
dynamics at play, which indicate that India's oil demand 
may be on the verge of 'taking off'," Mr. Moore said. He 
added, "Indian oil demand is demonstrating trends that were 
visible in China around a decade or a decade and a half ago 
during the country's industrialization 'boom'."

The pace of growth in Indian demand for oil products, 
especially gasoline, is rapidly approaching that of China 
just before that country's rapid expansion. And India's car 
ownership as a function of population has reached the 
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Coal

Chinese level of a decade ago while its per-capita income on 
a purchasing power parity basis has "breached the threshold 
beyond which motorization rapidly ensues."

Mr. Moore sees India replacing China as the "star 
performer."

China's Painful Contractions
China said on February 29, 2016, it expects to lay off 

1.8 million workers in the coal and steel industries, or about 
15% of the workforce, as part of efforts to reduce industrial 
overcapacity, but no time frame was given. 

It was the first time China has given figures that 
underline the magnitude of its task in dealing with slowing 
growth and bloated state enterprises. Yin Weimin, the 
minister for human resources and social security, told a 
news conference that 1.3 million workers in the coal sector 
could lose jobs, plus 500,000 from the steel sector.

China's coal and steel sectors employ about 12 million 
workers, according to data published by the National Bureau 
of Statistics. "This involves the resettlement of a total of 1.8 
million workers. This task will be very difficult, but we are 
still very confident," Mr. Weimin said. For China's stability-
obsessed government, keeping a lid on unemployment and 
any possible unrest that may follow has been top priority.

The world's second-largest economy grew 6.9% in 
2015, the weakest in 25 years, and the government aims to 
achieve economic growth of 6.5-7% in 2016. "The economy 
faces relatively big downward pressures and some firms 
face difficulties in production and operation, which would 
lead to insufficient employment," Mr. Weimin said, adding 
that increasing graduates this year would also add pressure 
in the job market.

Japan Opens More Coal Plants
Mr. Moore explained, the environment ministry issued 

rare objections to five new coal-fired stations last year, but 
has been pushed by the powerful industry ministry to accept 
voluntary steps by power companies to curb emissions.

As Japan prepared to open up its power retail market 
in April, companies were rushing to build 43 coal-fired 
plants or 20.5 gigawatt of capacity in coming years, about a 
50% increase. "Global opinion is increasingly shifting away 
from coal but Japan's environmental ministry is switching 
sides to approve new coal power plants. This runs counter to 
the global action," said Kimiko Hirata international director 
of lobby group Kiko Network.

As part of the agreement, the Ministry of Economy, 
Trade and Industry is set to tighten its rules over coal-fired 
power stations from April 1, including issuing new non-
binding requirements on the heat efficiency of new and 
existing plants to curb emissions.

Coal is attractive because it is the cheapest fossil fuel 
source and prices have slumped in recent years. Japan has 

turned to the energy source in record amounts since the 
Fukushima disaster in 2011 led to the shutdown of reactors.

A group of 36 power companies, which supply 99% 
of the country's electricity, have also formed a new body 
to take measures to trim emissions and meet the industry's 
voluntary goal to cut emissions by 35% in 2030, compared 
with 2013.

"You are not going to decarbonize your economy 
until — and unless — green energy is cheaper than fossil 
fuels, " according to Devashree Saha, associate fellow, 
Metropolitan Policy Program, Brookings Institute.

IMF Mandates Green Energy Use
"The human influence on the climate system is 

clear and is evident from the increasing greenhouse gas 
concentrations in the atmosphere, positive radiative forcing, 
observed warming, and understanding of the climate 
system." according to the Intergovernmental Panel on 
Climate Change, Fifth Assessment Report.

Fossil fuel prices are likely to stay "low for long." 
Notwithstanding important recent progress in developing 
renewable fuel sources, low fossil fuel prices could 
discourage further innovation in, and adoption of, cleaner 
energy technologies. The result would be higher emissions 
of carbon dioxide and other greenhouse gases.

The IMF has taken as position that "Policymakers 
should not allow low energy prices to derail the clean energy 
transition. Action to restore appropriate price incentives, 
notably through corrective carbon pricing, is urgently 
needed to lower the risk of irreversible and potentially 
devastating effects of climate change."

President Obama released the final budget proposal of 
his presidency, a $4.1trillion program that includes a $10.25 
per barrel tax on oil.

The Republican-controlled Congress rejected 
President Obama's budget and the $10 oil tax along with 
it. The leaders of the House and Senate budget committees 
jointly announced they would not invite Mr. Obama's 
budget director to testify before them. 

Despite the setbacks, the White House claims the 
budget sticks to a bipartisan agenda reached last autumn.

The budget is for the 2017 fiscal year and would not 
take effect until 1 October 2016. The tax on oil would raise 
$319 billion over 10 years. The US Treasury said that the tax 
would apply to both imported and domestically-produced 
oil, but would not be collected on US oil shipped overseas

To date, CO2  has been viewed as a waste product 
of burning fossil fuels in many circles.  Under the IRS 
regulations, waste cannot have any value — it costs money 
to dispose of waste.  

Mr. Moore has found CO2  has enormous potential 
value, which remains concealed from the decarbonization 
policy debate. 
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