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Lead Us Not into Temptation
“Lead us not into temptation. Just tell us where it is; we’ll find it.”
 — Sam Levenson, American humorist

Summary: High risk assets have been in demand.  It has been so tempting. Everything from high yield and emerging market debt to 
leveraged loans have been sucked up by investors driven to looking for yield.  Even investment grade debt has been in demand.  Lipper 
US Fund Flows noted that Corporate US Investment Grade bonds pulled in $1.475 billion net inflow for the week ended July 27th and 
it is estimated the new supply for August could be $70-$80 billion. As advanced economy central banks are still following the mantra of 
“lower for longer” in terms of rates, liquidity has trumped Brexit, tremors over Italian banks, and even bad economic data. The last  was 
best exemplified by Q2 2016 real GDP, which was expected to be over 2.0% and came in at disappointing 1.21%; the VIX (Volatility Index) 
ended last Friday at a low of 11.87 (and has since nudged up to around 13.00).   But for anyone watching, markets are frothy, having hit 
highs, to a backdrop of flaccid corporate earnings, low levels of corporate capital expenditures, anemic economic growth and an uncertain 
political situation in the fall.  And that is just in the United States!  (Europe has a cornucopia of political and economic risk and Asia’s two 
major economies, China and Japan, are struggling with their own set of issues.) Moreover, the US central bank increasingly seems to have 
lost its way.  This was reflected by Jeffrey Gundlach, CEO of DoubleLine Capital (which manages $100 billion in assets), who stated at 
the end of July: “The Fed is out to lunch. Does the Fed look at what’s going on in the economy?  It is unbelievable.” Gundlach is not alone 
in questioning Federal Reserve policy, which is a serious development.  He is recommending gold (which he expects to hit $1,400) and 
gold mining companies. Considering growing concerns about the potential for a US recession and political uncertainty surrounding the 
November presidential elections and their aftermath, it is critical that the central bank leadership is able to project a degree of confidence. 
While Chair Janet Yellen is a competent economist, one has to wonder about her ability to steer through the storms that loom ahead. And 
the storms are coming.  We expect that August is likely to see the risk-on trade in markets continue a little longer, but the fall could well be 
setting up to be filled with volatility and downward pressure. Too much temptation can be a bad thing.    
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Living in the USA 
– It’s Still About 
the Economy
Scott B. MacDonald, Ph.D.

The conventions are over and the economy remains 
the key issue for most Americans. Although the current 
recovery is the fourth longest in US history, there is much 
to be concerned about.  We expect that the economy 
will continue to muddle through 2016, but chances for a 
recession are increasing.  This helps Republican candidate 
Donald Trump and complicates matters for the Democratic 
contender Hillary Clinton. 

It is now official — Trump is the Republican 
candidate and Clinton is the Democratic candidate for the 
US presidency.  It has already been a strange election, with 
discussions over hand size, insults over candidates’ spouses 
and taunts over low energy levels. And that was only on the 
Republican side.  The Democratic side witnessed acrimony 
over "cheating" at the Democratic National Committee, 
chair throwing in Nevada, and questions over how much 
money Hillary Clinton charged for her speeches.  And the 
conventions saw Republican Senator Ted Cruz refuse to 

endorse his party’s candidate and be booed off the stage, 
while the Democrats watched another email mess force the 
DNC’s chairperson, Deborah Wasserman-Schultz resign 
from her party post, with members of her own Florida 
delegation chanting “shame” along the lines of Cersei’s 
walk of shame in Game of Thrones.

One clear thing that came out of the conventions 
was a contrast of opinions about the state of America. The 
Republican convention served up a country in peril, beset 
by hordes of illegal immigrants, radical Islamic terrorists, 
runaway violent crime, and powerful yet inept bureaucrats 
in Washington who make bad trade deals.  In many states 
blue collar workers have felt the sting of jobs sent overseas 
and endured a growing income inequality. Along these lines, 
the common man has been forgotten by greedy bankers and 
corporate chiefs, while liberal politicians want to take away 
their right to bear arms. 

USA

US Real GDP Outlook (%)

2011 2012 2013 2014 2015 2016 2017

1.6 2.3 1.9 2.4 2.4 1.7 1.7

Source: Smith’s Research & Gradings. 
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USA

According the Republican convention script, the 
outlook is dark and only one man can stop the drift of the 
United States into oblivion – Donald Trump. He is the 
man who will make America great again by creating jobs, 
renegotiating trade deals in favor of the US, and penalizing 
companies sending good-paying jobs overseas. Trump’s 
stance at the convention was clear, “Americanism, not 
globalism, will be our credo.”

As for the Democrats, the message was America is 
already great because of eight years of Obama administration 
policies that stabilized the economy, improved LGBTQ 
rights, broadened healthcare to millions, kept the US out 
of any new wars (Libya doesn’t count as the President led 
from behind), and opened the door to further advancement 
for women, best exemplified by Hillary Clinton’s becoming 
the first woman candidate for the presidency.  Immigration 

should be embraced and multiculturalism cherished.  
Moreover, the rich own too much of the economy and need 
to be taxed more to reduce the income gap. Last, but hardly 
least, a Clinton administration will create good, well-paying 
middle class jobs. 

Despite the rift between the more progressive 
supporters of Senator Bernie Sanders (who favored trade 
protectionism and free university education among other 
things) and the Clinton machine, the Democratic convention 
ultimately painted a positive picture of a unified party, 
seeking to offer all things to all citizens.   

For all of the showmanship, glitter and name-calling 
during both conventions, Republicans and Democrats did 
agree on one thing – the importance of the economy.   For the 
Republicans, the economy has been in a disappointing slow 
recovery and hindered by excessive regulation imposed by 
the Obama administration.  For the Democrats, the Obama 
administration inherited a disaster from the outgoing 
Republican Bush administration, stabilized the economy 
and brought about what is the fourth longest economic 
recovery in US economic history.  Unemployment is now 

below 5.0%, wages are starting to creep forward, and the 
fiscal deficit is considerably lower than in the immediate 
aftermath of the Great Recession.

The cheery outlook for the economy hit reality when 
the Q2 2016 real GDP numbers were released after the 
Democratic convention. Real GDP growth of 1.21% was 
disappointing to say the least, especially as most economists 
were looking for a number over 2.0%.  Although consumers 
spent at a pace of 2.4% for the quarter and there was 
inventory drawdown, in other areas the economy declined, 
such as in business spending and real estate. Companies do 
not seem to be in a hurry to rebuild those inventories, which 
is a bad sign.

Non-residential fixed income contracted by 2.3%, 
after a contraction of 3.4% in Q1.  This included a 7.9% fall 
in non-residential structures in the latest quarter and a 3.5% 

decline in equipment spending.  We could see another 
capital spending pullback in Q3 as many businesses 
are worried about the direction of the economy, 
international headwinds and the outcome of the US 
election.  

The lack of meaningful spending on part of 
businesses runs the risk of hurting worker productivity, 
which has a negative impact on long-term economic 
expansion. Related to this is how businesses will treat 
workers going forward.  As profitability has slowed 
over the past five quarters and unemployment has 
fallen (both via job creation and workers giving up 
and leaving the workforce), corporate leaders may opt 
to raise wages for skilled labor and to be slow adding 
new workers to personnel rolls.  

Much more data obviously has to come out in the 
weeks to come, including this week’s July payroll number, 
which is important. Analysts expect nonfarm payrolls to 
grow by 185,000, down from June’s unexpectedly high 
287,000. A major miss to the downside could dent some 
of the confidence felt by the consumer, which would be 
a negative development for an economy still dominated 
by consumer demand and currently the only part of the 
economy still going strong.

The US economy is set to grow at its weakest level 
since 2010.  We have reassessed our forecast for 2016, 
taking it down from 2.0% to 1.7% and look to a similar 
performance in 2017. We concur with Barron’s Randall 
Forsyth (August 1, 2016), “…the US economy has slowed 
to a virtual stall speed averaging only about 1% growth in 
the past three quarters, which wasn’t anything to be bragged 
about by Obama or any of the other cheerleaders at the 
DNC in Philly last week. The best that can be said is that 
an outright downturn seems unlikely.”  The only thing we 
would add to that is the chances for an outright downturn 
have increased.  Even without a recession, it still feels like a 
recession for many Americans, which gave Trump traction 

Real GDP growth of 1.21% was 
disappointing to say the least, 
especially as most economists 
were looking for a number 
over 2.0%
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to win the Republican nomination and could propel him to 
the White House. 

In the months ahead we expect that the Federal 
Reserve will hold rates steady, US economic data will be 
mixed, but more skewed to the downside, and international 
headwinds will persist (Europe could head into another 
crisis if policymakers are not careful vis-à-vis the banks 
and Brexit is having a dampening impact). At the same 
time, Clinton and Trump have three debates to present 
themselves to the American voting public – September 26, 
October 9, and October 19.  These debates are potentially 
pivotal events as the candidates hopefully will be forced to 
show more of their actual policies.   

We expect that the economy will be a critical part of 
the debates. Indeed, The New York Review of Books’ Michael 
Tomasky, a long-time pro-Clinton voice, recently wrote in 
a book review: “There’s no disputing the fact that, absent a 
major event like a terrorist attack or a legal indictment, the 
economy is the most important factor in any presidential 

election.  More specifically…it’s the economic conditions 
that obtain in the last few months or perhaps the last year 
before voting.”  Clinton has to hope that the economic news 
is fair to positive, especially as she has wrapped herself in 
the cloak of being Obama’s successor; for Trump bad news 
on the economy may be good news. Trump’s challenge is 
being more careful with his comments that depict him as a 
bully or uninformed of the constitutional process.    

Election Day is still far away. Much can happen 
between here and November, when millions of Americans 
head into voting booths to cast their ballots for the next 
leader of the world’s largest economy. No doubt the state of 
the economy is going to weigh heavily on a majority. 

Perhaps the words of Mark Twain are apt for the 
months leading up to Election Day and the economy, 
“Loyalty to the country always. Loyalty to the government 
when it deserves it.” Exchange government for candidate 
and it fits with what looms ahead. 

USA
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The Drought Monitor focuses on broad-
scale conditions. Local conditions may 
vary. See accompanying text summary for 
forecast statements.
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http://droughtmonitor.unl.edu/

U.S. Drought Monitor July 26, 2016

Valid 8 a.m. EDT
(Released Thursday, Jul. 28, 2016)

Intensity:
D0 Abnormally Dry
D1 Moderate Drought
D2 Severe Drought
D3 Extreme Drought
D4 Exceptional Drought

Author: 
Brad Rippey

Drought Impact Types:

S = Short-Term, typically less than 
6 months (e.g. agriculture, grasslands)

L = Long-Term, typically greater than 
6 months (e.g. hydrology, ecology)

Delineates dominant impacts

U.S. Department of Agriculture
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According to the U.S. Drought Monitor, parts of the Mid-
west received significant rain last week. Specifically, in parts 
of the upper Mississippi Valley and environs, However, rain 
mostly bypassed some Midwestern locations, including the 
lower Great Lakes region. Most of the remainder of the 

country experienced hot, mostly dry conditions, leading 
to an expansion of short-term drought in the south-central 
U.S. and contributing to an increase in wildfire activity in 
parts of the West. 

Source: US Drought Monitor
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UK, Brexit, Europe

There is nothing cut and dry about the UK leaving 
the European Union (EU).  This derives from the problem 
that nothing like this has occurred before and the lack of 
a clear-cut process leaves a high degree of uncertainty 
hanging over markets and daily economic life.  This lack 
of a clear process has stirred up politics both within the UK 
and between the UK and the EU.  The process is going to be 
slow and fraught with political friction. Although the Brexit 
issue may slip from the headlines, it is a highly important 
development that could spell the end of the single currency 
and undermine Western power.   

To put it mildly, EU officialdom and most political 
elites on the continent are angry over what has happened. 
The "Leave" victory hits at the core of the grand European 
experiment of market unity and political stability 
constructed around the EU.  One of the core missions for 
the EU has worked — European nations have not slid back 
into a major war. 

But, Brexit also questions the rise of European 
institutions that have created the world’s largest single 
market for economic goods and services and united 
most members around one currency.  Along these lines, 
the "Leave" victory and subsequent exit negotiations 
highlight what many believe is a runaway power trip by 
a group of unelected technocrats in Brussels that controls 
everything from cheese to financial service regulation. 
Along the same lines, Brussels forcing  European nations 
to take large numbers of mainly Muslim migrants from the 
Middle East/Afghanistan (or be considered racists by the 
EU political elite) has inflamed the situation. It has given 
rise to right-wing nationalist-populist forces in Austria, 
Germany, France, the UK, Finland, the Netherlands, 
Sweden, Hungary, and Poland. 

From the European perspective, the UK is ill-
prepared for the "Leave" option, threatening Europe’s unity 
and likely to have negative economic consequences for 
everyone. As the UK has indicated that it will take several 
months to prepare for negotiations (and has not set a date 
to invoke Article 50 to formally start the exit process), EU 
Commission President Jean-Claude Juncker of Luxembourg 
recently criticized London for not being prepared for the 
possibility of a “Leave” vote. He also indicated that the 
UK would lose unrestricted access to the internal European 
Union market if it did not accept free movement of workers.  
This is something that echoes among younger British 
citizens who would like to maintain access to Europe. 

For its part, the UK has indicated the process of 
separation is not going to happen in the short-term.  It 
appears that David Davis, the Secretary of State for Exiting 
the European Union, has adopted an approach based on the 
hope that the threat of the UK leaving will force the EU to deal 
and not insist on the free movement of labor. Considering 
what a major issue immigration was in the referendum, it 
is difficult to see British flexibility on the issue. This has 

left both sides angling 
for advantage and does 
not bode well for a quick 
resolution of relations?   

Ultimately, the 
UK and EU will come to 
some type of agreement 
along the lines of either 
Norway or Switzerland.  
It is important for 
London and Brussels 
(and behind that Berlin) 
to reach an agreement 
sooner rather than later. 
It would be damaging for 
both the UK and the EU if 
the economic relationship is downgraded.  The UK remains 
one of the world’s largest economies and London is one of 
the great financial centers, sitting next door to the world’s 
largest market.  

At the same time, Europe needs less political disruption 
– it already has major issues with what is occurring in Turkey, 
North Africa and the region between Berlin and Moscow. 
Equally significant, the potential for Scotland to leave the UK 
is something being watched very closely in Belgium, Spain 
and Italy, each with their own separatist groups.  

One factor that could push the British to a faster pace 
of negotiations is the impact on the economy. The British 
economy expanded by 3.1% in 2014 and 2.2% in 2015.
According to the International Monetary Fund, Britain is 
heading into a recession, with real GDP now forecast down to 
1.7% in 2016 and 1.3% in 2017 (down by 0.9%).  The Euro 
Area is now also expected to see a flaccid 1.6% growth in 
2016, followed by a painful stalling at 1.4% in 2017.  

There has already been a cost to Brexit in the financial 
sector.  While property funds were pummeled and received 
considerable attention, the UK’s four major equity funds — 
M+6, Schroders, Fidelity and Invesco — were hit by investors 
pulling out their cash because they did not want to be exposed 
to companies that were tied to the British economy. According 
to Morningstar, investors pulled out at least 1 billion euros out 
of each of the four companies.  This was the worst loss of 
funds since September 2011.  The expectation is there will 
be further losses until there is greater clarity as to how Brexit 
works and when it will take place.   

Brexit will dog markets through 2016. Although central 
bank policies have done much to mitigate the downside of 
Brexit and investors are growing accustomed to the ongoing 
risk of the issue, unexpected bad turns in the negotiations 
could function as a shock. Hopefully, the Brexit negotiations 
are resolved by early 2017 in an amicable fashion. The other 
option is hard-nosed and acrimonious negotiations, based on 
retaliation, which would probably led to an economic cul-de-
sac. The outcomes are very binary.    

The UK, Brexit and Europe – No Easy Resolutions

EU Commission President 
Jean-Claude Juncker
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Turkey

Turkish politics 
have entered a new 
stage — the creation of a 
new political landscape, 
which is being shaped 
by the hand of President 
Recep Tayyip Erdogan, 
coup survivor, one of 
the country's longest-
standing leaders, and 
believer in political 
Islam (albeit of a 
moderate stripe).  In 
power since 2003 (first 
as prime minister), 
Erdogan is taking full 

advantage of the failed coup to reshape his country, which 
has ramifications for the Middle East, Russia, Europe and 
the United States.   

One of the positive things to come from the failed 
coup in Turkey was that the majority of Turks did not accept 
an unlawful change of government.  Many Turks went out 
into the streets and challenged the soldiers, oftentimes at 
personal peril.  Even the opposition parties rallied behind 
the elected head of state, President Erdogan. This was a 
clear-cut rejection of the military coup tradition, something 
that was used in the past by the armed forces to correct 
political chaos or, it was a drift-away from the Republic's 
founding secular ideas outlined by Kemal Ataturk. Simply 
stated, many Turks did not want to surrender the importance 
of the ballot box to tanks, in resolving the political direction 
of their country.  

 However, the aftermath of the failed coup has brought 
retribution. According the German news magazine Der 
Spiegel, over 2,000 soldiers have been arrested; 36,000 
teachers and officials in the Education Ministry sacked, 
including the deans of all the universities, 8,000 police 
officers, 3,000 judges, and 47 provincial governors were 
forced to resign. At the same time, 50,000 passports have 
been canceled and academics and scientists are not allowed 
to leave the country, which is now in a state of emergency, 
giving the government extraordinary powers.  The 
government has also indicated that it is seeking to restore 
the death penalty.

 The government holds the followers of Fethullah 
Gulen responsible, hence the massive purge to wipe out the 
"Gulenist virus".  Gulen, in self-imposed exile in the United 
States, has denied any involvement in the coup.  Earlier, 
the Gulenist movement, a moderate Islamic group, worked 
closely with Erdogan’s AKP (Justice and Development 
Party) in uprooting the “deep state”, a secular alliance 
of military officers, bureaucrats, judges, police officers, 

journalists and business people.  In 2013, the AKP and 
Gulenists parted company and relations between the two 
have gone from friendly to toxic.  It has been reported that 
prior to the coup attempt, the government was actively 
compiling lists of Gulenists who would at some point be 
dealt with. 

Erdogan has another related reason for acting as he 
does — the military coup in Egypt in 2013 that ousted Muslim 
Brotherhood leader, President Mohamed Morsi.  Elected in 
2012, the Muslim Brotherhood government moved quickly 
to consolidate its hold on power, sought to push through 
legislation without judicial review and prepared a draft 
constitution that critics labeled "an Islamic coup."  As in 
Turkey, the military in Egypt has a long secular tradition. 
Although Morsi was cautioned to advance carefully, his 
push to make Egypt a more Islamic state incurred the wrath 
of the military, which in 2013 successfully toppled the 
Muslim Brotherhood from power and returned the country 
to an authoritarian form of secular government.  No doubt 
this had a major impact on Erdogan's thinking.  One could 
argue that the Turkish president would rather be called an 
autocrat than sit in a jail cell like his Egyptian counterpart 
the fallen President Morsi.   

 The Turkey that is now emerging is more autocratic 
and politically more Islamic. President Erdogan clearly 
controls the country’s political life and will not tolerate any 
divergent voices as reflected by the purge of journalists, 
a number of whom have been arrested. Some 142 media 
outlets have been closed. Criticism has even been directed 
against the “pro-coup coverage” of the BBC and The New 
York Times. 

While Turkey does not appear to be heading into 
a Sharia-guided polity, it is decidedly less secular.  It is 
important to clarify that Erdogan is not a radical Islamist.  
According to Maclean’s Adnan R. Khan (July 28, 2016) a 
more accurate description “…would be to place his party 
in the same ideological category as the Tea Party in the 
US: socially conservative nationalists and free-market 
capitalists who believe that they are on a God-given mission 
to make Turkey great again.”

But during the Erdogan years there has been a 
quiet march of more religious laws, which have worried 
secularists.  These laws include placing limits on when 
alcohol can be sold in corner stores, defunding abortions at 
state-run hospitals and the curricula at secular state schools 
have become more Islamized. At the same time, religious 
schools have grown in significance and Islamic study 
programs at universities have expanded considerably.  

Another trend, according to some analysts, is a 
willingness to turn a blind eye to the flow of young wannabe 
jihadis to Syria to join the ranks of the Islamic State (IS).  
While President Erdogan has no love for the Assad regime 

Making a New Turkey — The Coup Aftermath

President Recep Tayyip Erdogan
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Turkey

President Erdogan is also going to be a major 
challenge to Europe.  He does not like the European free 
press or European leaders critical of his country’s violation 
of human rights. He is also keenly aware that his country is 

slowing the flow of Syrian and Iraqi migrants to Europe.  If 
Europe complains too much, he has the leverage to allow 
the floodgates of people to flow again.  Considering the rise 
in terrorist attacks by radical Islamists and the problems 
associated with more migrants, who a sizable number of 

in Syria, IS has clearly developed cells in Turkey and 
become a security issue.  The purge following the coup runs 
the risk that security forces may suffer from institutional 
chaos and the loss of experienced personnel.  

 From a geopolitical standpoint, Turkey’s new 
direction is likely to mean a less warm and fuzzy 
relationship with Europe and the United States, both 
of which have cautioned the Turkish government on 
the violation of human rights. Turkey has demanded 
that the US deport Gulen to their care and Erdogan 
has made a point of mending bridges with Vladimir 
Putin’s Russia.  As Der Spiegel noted: “Turkey has 
long been a cornerstone of global security architecture 
and has the second largest military of any NATO 
member.  It is also a bulwark against both Russia and 
Iran and provides a base of operations against Islamic 
State (IS), with American jets taking off from Turkish 
military bases to launch airstrikes on extremist 
positions.”  

The more prickly nature of US-Turkish relations 
is already evident. Turkey has demanded that Gulen 
be extradited, something the US is not in any hurry to 
do, considering President Erdogan's talk of restoring 
the death penalty.  

At the end of July, relations took another notch 
downward when General Joseph Votel, the head of 
the US Central Command, noted that the jailing of 
so many Turkish generals could damage Turkish-
American military cooperation as longstanding 
relationships cannot be easily replaced.  Erdogan was quick 
to take offense: "It's not up to you to make that decision. 
Who are you? Know your place! You are taking the side of 
coup plotters instead of thanking this state for defeating the 
coup attempt." 

The Turkish and Selected Economies at a Glance

Country Real GDP 
2016 (%)

Industrial 
Production 
(%)

Consumer 
prices 
(latest)

Unemployment 
Rate (%)

Budget Bal/
GDP (%) 
2016

Current Acct. 
Bal/GDP (%) 
2016

Turkey 3.4 7.0 May 7.6 June 9.3 Apr -1.7 -4.7

Brazil -3.5 -7.7 May 8.8 June 11.2 May -8.1 -1.0

China 6.6 6.2 Jun 1.9 Jun 4.1 Q2 -3.5 2.8

India 7.5 1.2 May 5.8Jun N/A -3.8 -1.2

Russia -0.8 1.8 Jun 7.5 Jun 5.4 Jun -3.9 3.4

Source: The Economist, July 30, 2016. 

At this stage the economy is 
probably President Erdogan’s 
major challenge — a potential 
Achilles heel to extending his 
power.  The task for President 
Erdogan will be to keep the 
economy going — a challenge 
considering international head-
winds and investor concerns 
over political stability in Tur-
key.
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Turkey

Europeans feel are not inclined to assimilate Western 
cultural values, Turkey has influence in the halls of national 
leaders from Berlin and Paris to Athens and Vienna.  

 At this stage the economy is probably President 
Erdogan’s major challenge — a potential Achilles heel to 
extending his power. The task for President Erdogan will 
be to keep the economy going, a challenge considering 
international headwinds and investor concerns over 
political stability in Turkey. Real GDP growth is expected 
to be under 4.0% for 2016, well below the rate of growth 
for much the last decade. At the same time, unemployment 
is hovering around 10%, which is high. 

Inflation is a risk factor. One of the major achievements 
of AKP governments has been to tame inflation; a reversal 
of that could have socio-political consequences. Since 
coming to office, inflation has been brought under 10% on a 
consistent basis, allowing for real gains in per capita income 
and improving the average Turkish family’s well-being. 
If inflation runs above the central bank target of 7.5% for 
2016 it could show up in higher food prices and complicate 
government policies. Considering the government’s desire 
to stimulate the economy in the aftermath of the coup, it 
could find inflationary pressures back on the rise.   

While the government has done much to make 
investment more attractive in the aftermath of the post-coup 
Turkey, the image of tanks in the street is likely to remain 
stuck in investor’s minds for some time to come.  This is 

Source: FocusEconomics

Turkish Inflation 

not good for a country with a sizable current account deficit/
GDP (4.7% of GDP for 2016), which requires a degree 
of access to international markets to refinance its debt. 
More political drama out of Turkey in the months ahead 
cannot be ruled out, which is likely to leave the country’s 
sovereign ratings under pressure (Moody’s has already put 
the country’s Baa3 on review for a possible downgrade).   

Turkey’s post-election purge has been called a 
“revolution” by a number of analysts.  In many regards, the 
sweeping nature of the arrests and firings carries a whiff of 
revolutionary fervor as well as similarities to such actions 
in China and Russia during their revolutionary upheavals.  
The new landscape does have an ideological dimension 
in a more visible political Islam, but the transformation 
thus far is more akin to Vladimir Putin’s taking control of 
Russia over the past two decades, a gradual shift to a more 
autocratic form of government, partially concealed behind 
the fig leaf of regular elections.  Turkey still faces major 
tests in this regard in terms of elections and how much 
space opposition political parties have in challenging the 
country’s president.  

Turkish head of state Erdogan may have things going 
his way at this juncture, but many challenges remain, some 
of them beyond his ability to control, like global economic 
developments or the war against the Islamic State. The 
world is watching as what goes on this pivotal country has 
an impact in many directions. 
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Rank Risk

1. Federal 
Reserve Stumble 
(Previously #1)

The July FOMC meeting has come and gone with interest rates remaining at their same low level. 
Although there was some speculation that rates would be raised at the September FOMC meeting, 
the disappointing Q2 real GDP number that followed (1.21%) killed that view.  December remains 
the earliest, but as the Federal Reserve wrestles with international headwinds, a fragile economy 
at home (which could threaten a recession) and a change at the White House, lower for longer fits 
the US central bank outlook and confidence in the Yellen Fed continues to erode.

2. European 
Disequilibrium 
(Previously #2)

We almost moved European disequilibrium into the number one spot, considering the growing 
list of problems - troubled banks in Italy and Portugal, the negative impact of Brexit on the EU's 
and UK's economies, a busy political agenda with an October referendum in Italy and national 
elections in France in early 2017, and deteriorating relations with Turkey.   The International 
Monetary Fund has downgraded growth for Europe in 2017 to a meager 1.4% and for the UK to 
1.3%.  Terrorism, migration and a changing political landscape in Eastern Europe round out the 
picture and leave Europe as a major point of risk to global economic growth.

3. US 
Presidential 
Elections 
(Previously #4)

We have moved the US presidential elections up a notch due to major uncertainties on policy 
outcomes as well as concerns over political stability in the election's aftermath.  Both Democrats 
and Republicans have advanced their interest in returning to some type of Glass-Steagall regulation 
for the banks and both parties are more protectionist in terms of trade policy.  Big questions exist 
as to who would be in a Trump administration, how he would manage relations with Congress, 
and how foreign policy would be handled.   At the same time, the potential for further email 
problems (perhaps helped along by WikiLeaks) could complicate a Clinton administration's ability 
to function.  Either way, the economic policymaking environment in the US could become more 
challenging later in 2016 and early 2017.

4.  China's 
Challenges 
(Previously #3/
downgraded by 
one notch)

China has quietly slipped from the headlines, letting Brexit, European banks, Turkey and terrorist 
attacks become the world's focus.   This does not mean that China's problems have gone away. 
Heavy debt burdens on the corporate sector continue to be a worry, levels of nonperforming loans 
keep rising and keeping economic growth around a well-telegraphed 6.0-6.5% real GDP range is 
getting to be tougher without greater fiscal stimulus.  At the same time, President Xi Jiang continues 
to purge any possible rivals within the party and military.   A slowing souring economy and political 
nervousness at the top keeps China as a key point of risk for the global economy.     

Risk

The Global 
Risk Monitor
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Risk

5.  Asian Political 
Tensions 
(Previously #5))

The South China Sea issue continues to simmer between China and  most Southeast Asian 
countries and their allies the United States and Japan. At the same time, North Korea remains a 
strategic headache for China, Japan, the US and South Korea.  Other points of concern on the map 
include tensions between India and Pakistan, problems in Kashmir, Turkish pressure on a number 
of Central Asian government to clamp down on the Gulenist institutions in their countries, and 
Chinese-Japanese disputes over the East China Sea. Although none of these issues appear in the 
short term to be leading into war, they remain as an ongoing point of concern, especially as they 
sometimes outstrip diplomatic means and head into the military realm.

6. US Recession 
(Up from #9)

We moved the risk of a US recession up three notches due to the dismal Q2 2016 1.21% real GDP 
expansion, which was well below expectations. Although the most likely scenario is that the US 
economy muddles through with around 2.0% growth for the year,  the chance of a deterioration in 
growth prospects is rising.  Capital spending at corporations remains low, profits are hardly robust 
and underemployment remains high.  Wages are finally moving upwards, but it has been a painfully 
slow process. Rising political risk could also complicate economic policymaking later in the year.   
Stay turned.    

7.Eastern 
Complications 
(Fell one notch 
from #6)

East-West relations just do not seem destined to move away from the idea of the new Cold 
War, especially considering accusations of Russian hackers exposing embarrassing emails from 
the Democratic Party.   No surprise that the Democrats are the "anti-Putin, tough-on-Russia" 
party. Donald Trump, the Republican candidate, favors improving relations with Moscow.  At 
the same time, Trump's more pro-Russian line has raised security questions over NATO 
and Washington's commitment to defending the Baltic states and other countries vulnerable to 
Russian aggressiveness. 

8. Middle Eastern 
Tensions (Down 
one notch from 
#7)

While parts of Syria and Iraq continue to burn, Saudi bombardments on Yemen leave parts of the 
country smoldering and  Islamic State (IS) seeks to spread further into Libya, the failed Turkish 
coup adds a new element to the mix. Will US-Turkish relations deteriorate to the point that Ankara 
decides to push the US military forces out of their country and hinder the war against the IS?  Will 
Turkey rethink its relationship with NATO?   Moreover, does Turkey reopen the migrant door to 
Europe if the Europeans do not back off on President Erdogan's purge in terms of their concerns 
over human rights.

9. Emerging 
Market 
Dislocations 
(Previously ranked 
#8)

We dropped this one notch because there may actually be a stabilizing in emerging markets.   
According to the IMF (revised data July), emerging market economic growth is expected to rise 
from 4.0% in 2015 to 4.1% in 2016, but gain traction in 2017 to 4.6%. Key to this the bottoming of 
commodity prices and the implementation of structural reforms in countries like Brazil.  Prospects 
for Brazil are actually improving, while higher oil prices (year-on-year) are helping Russia.  India 
still has some of the best prospects.   Brexit probably hurts some emerging market countries but 
not on the same level as it does in Europe.  

10. Japanese 
Economic 
Problems (Staying 
at #10)

Despite massive public sector debt (in excess of 200% of GDP), a relatively strong currency which 
hurts exports, marginal economic growth (0.0% in 2014, 0.5% in 2015, with 0.3% forecast for 
2016 and 0.1% in 2017), struggling profitability at a number of mega-banks and corporations, 
and horrible demographics, the Japanese economy remains afloat.  Predictions for a Japanese 
crash have been heard before, but have not occurred.  However, at some point even many of the 
Japanese holders of Japanese Government Bonds (JGBs) will have to admit that the country's debt 
level is not sustainable.

Rank Risk



August 1, 2016 / The Global Economic Doctor          13

Key Country Data

Sources:  Smith's Research & Gradings, International Monetary Fund, and 
Organization for Economic Cooperation & Development

Country Real GDP 
2016 (%)

Industrial 
Production (%)

Consumer 
Prices (%)

Unemployment 
Rate (%)

Budget 
balance/GDP 
(%) 2016

US 1.7 -0.7 Jun 1.0 Jun 4.9 Jun -2.9

China 6.5 6.2 Jun 1.9 Jun 4.0 Q1 -3.5

Japan 0.5 1.4 May -0.4 May 3.2 May -6.0

Germany 1.5 -0.4 May 0.3 Jun 6.1 Jun 0.6

France 1.3 0.5 May -0.7 Jun 9.9 May -3.3

UK 1.5 1.4 May 0.5 Jun 4.9 Apr -4.0

Italy 0.9 -0.6 May -0.4 Jun 11.5 May 2.1

Canada 1.6 0.9 Apr 1.5 Jun 6.8 Jun -4.0

Brazil -3.6 -7.7 May 8.8 Jun 11.2 May -2.5

India 7.5 1.2 May 5.8 Jun N/A -8.1

Turkey 3.4 7.0 May 7.6 Jun 9.3 Apr -1.7

Russia -1.3 1.8 Jun 7.5 Jun 5.0 Jun -3.9

Australia 2.6 4.8 Q1 1.0 Q1 5.8 Jun -2.2

This week has a considerable amount of economic data and earnings.  Monday had the ISM Manufacturing number, 
which down slightly to 52.6 in July, but still in positive territory. It was the fifth month in positive territory, indicating the 
US manufacturing remains in the growth mode, but at a moderate pace. Other key data for the week ahead include:

Tuesday
 y July auto sales (expected to rise)
 y June personal income and spending.

Wednesday
 y ADP issues its employment number for July
 y ISM Non-Manufacturing index for July (this is important as it should show ongoing strength in services; if 

it does not markets will retreat)

Thursday
 y The Bank of England meets. Expectations are that the bank will cut interest rates for the first time since 2009 

to moderate the impact of Brexit.

Friday
 y Employment report for July: this will be closely watched for a sign of the economy's direction.  May was 

far lower than expected and June hugely beat expectations.  Consensus puts the nonfarm payroll numbers at 
185,000.



SMITH's 
Research & Gradings:
Confidence.
When You Need it Most.
SMITH's Research & Gradings focuses on the 
people, sectors and news that matter the most to 
you.

SMITH's, founded by Terence Smith in 1992, has 
become a bellwether research company, often 
predicting significant trends and spotlighting 
controversial subjects sometimes months before 
they come to light elsewhere. SMITH's provides 
independent third-party research and analysis for 
institutional investors. 

SMITH's analysis is an indispensable part of Wall 
Street and the world's capital markets.

To learn more visit http://www.smithsresearch.net
or Call us at (571) 299-4954

Photo: Chatani, 2009

Name
Title
Company
Address
City   State  Zip
Phone         
Fax
E-Mail

Subscribe Today:

    Mail to: 
 TMS Holdings Inc.
 P.O. Box 1195
 Great Falls, VA 22066
Call:1-571-299-4954
Register Online:
 http://www.smithsresearch.net
Make Checks Payable to:
  TMS Holdings Inc.

Rates: Individual
Standard q $650   
Issuer q $125   
Single Copy q $30    

Payment Information
q Bill Me q Payment Enclosed
q Credit Card - MasterCard, Visa, Discover or Amex
Card Number

Exp. Date           Verification Number*

Name on Card: 
Signature
*Please enter the Credit Card Verification Number on your credit card. 



August 1, 2016 / The Global Economic Doctor          15

—  Terence M. Smith

Les Richmond, vice president and actuary at Build 
American Mutual recently gave a presentation on the U.S. 
Pensions Post GASB 67 & 68.  

"Today's U.S. public-sector pension/OPEB funding 
landscape has large unfunded liabilities," he said. "Current 
underfunding has been driven by multiple intersecting 
trends, including: poor investment returns; insufficient 
contributions; demographic trends; benefit enhancements; 
and high expenses." 

Mr. Richmond has over 30 years of experience 
in designing and assessing the funding of employee 
benefit programs. He plays an important role in the credit 
underwriting process given the potential impacts of 
unfunded pension liabilities and Other Post  Employment 
Benefits on  transaction performance. 

"Estimates for the total unfunded liability vary 
widely," Mr. Richmond said, "from $1 trillion to more than 
$4 trillion. The wide range of outcomes is primarily due to 
the choice of investment return assumptions."

With unfunded liabilities historically large, actuarially 
determined contribution requirements far exceed those 
of the past and are causing unprecedented budget strains.   
Fiscal 2014 was described by Mr. Richmond as "The Eye 
of the Storm".  Funding ratios benefited from market gains, 
which bumped up the aggregate actuarial funding levels (% 
of actuarial value of assets/actuarial values of liabilities) to 
73.7%, up  from 71.6% in 2013. 

He noted that contribution rates improved during 
2014, but remain inadequate. In an attempt to boost 
returns (and avoid having to increase contributions), asset 
allocations are shifting to riskier classes.  For example, 
fixed income was 35% of the asset allocation in 2001, but 

dwindled to 22.9%  in 2014 — largely due to an increase 
in "alternatives" from a paltry 3% in 2001 to 17% in 2014.

An equally troubling trend is the shift in demographics, 
which makes it less favorable to enact reforms to pension 
plans. The number of "actives" (members who are working 
and contributing) per annuitant (retiree) has dropped from 
2.43 in 2001 to 1.48 in 2014.

Mr. Richmond noted that seniority of pension 
payments varies from state to state and retiree rights can 
change dramatically when a municipality reaches the point of 
insolvency. State Constitutions and State court case law take 
different options on employers' ability to adjust benefits.  He 
added, "Evolving Chapter 9 bankruptcy case law suggest that 
state protections of pensions can be overridden by Federal 
bankruptcy courts — but only at the issuer's request."

Pension Reform Lessons
Shannon D. Farmer, partner at Ballard Spahr, provided 

a fascinating look at the push for pension reform.  She 
represents public and private employers in a broad range 
of labor and employment matters, which puts her across 
the table from bondholders. When she speaks, it is directly 
to you, and when she looks, it is directly at you. This is a 
hard-nosed negotiator, with a strong protective instinct and 
a no-nonsense deportment.  Not a bookish bond counsel or 
overworked corporate trustee attorney. 

"Reform of public pension plans has been a hot 
topic in state houses, city halls, with commentators and in 
the press. But, why?" Ms. Farmer said. "Money! Public 
pensions are expensive. 

"Taxpayers who don't have pensions don't want to pay 
for the pensions of public employees," she said. "In 2011, 
the Bureau of Labor Statistics National Compensation 
Survey (NCS) found only 20% of private industry workers 
participated in a defined benefit retirement plan."

 Sure, one might be quick to think no one in the private 
sector gets gold-plated defined benefit pensions anymore. 
But, as if anticipating that objection, she added,"NCS 
found in March 2014 that 65% of employees in private 
industry had access to a retirement plan of some type, 
mostly defined contribution, and only 48% participated, 
significantly less than the 81% participation rate by state 
and local government employees, most of whom have 
defined benefit plans."

The cost of pension benefits has been rising 
dramatically, exacerbate by the financial crisis. The 
increased cost of  pension benefits has placed a strain on 
state and local budgets.  

In many cases states and local government employees 
are included in state plans and can see there pension 
contribution costs rise with no ability to make changes to 
those plans to control their costs. Other cities offer their 
own pension plans and bear the full cost of the increased 
liabilities. 

Trends in Pension Funding

State and Local Pension Funded Ratios, FY 1990-2015

Source: BAM / Public Fund Survey March 2016
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