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Objective  

 

The objective of this review is to provide an overview of global economic variables, corporate 

fundamentals, interest rates and central bank policy. This information can then be applied towards asset 

allocation decisions and the identification of further areas of research. 

Macro-Economic 

Global GDP growth has been too slow following the financial crisis of 2008, prompting major international 

institutions such as the BIS, IMF and the OECD to become increasingly vocal in their suggestions that 

governments should take proactive action in terms of fiscal policy to aid their economies. The main reason 

behind their pleas is that, notwithstanding the unprecedented stimulus provided by monetary policy, 

economic growth is still low, thereby leading to high Debt/GDP ratios. In light of increasingly deflationary 

pressures, debts will become unsustainable. The chart hereunder outlines how growth rates in the United 

States, Europe and Japan have been slowing and/or range bound, ǿƘƛƭǎǘ /ƘƛƴŀΩǎ ƎǊƻǿǘƘ Ǌate is decreasing. 

Therefore, it is important to assess why growth rates have been persistently low over the last few years. 
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Debt to GDP 

 

A significant contributor to the low GDP growth rates are high levels of Debt/GDP ratios. In the 

expansionary economic phase leading up to the crisis of 2008, deficits failed to be reduced, leaving 

governments with limited ability to apply fiscal policy initiatives to counteract the deleveraging and 

contractionary effects of the recession. Although significant resources were allocated to the banking 

sector, little was done in addressing the contraction in other sectors of the economy.  

A salient point from the data is that although debt is growing between 2% to 3% a year, this is not being 

translated in higher growth rates. The focus should not be solely on the quantity of debt but also on the 

qualitative nature of the debt. The debt issued is not producing a return that is commensurate with the 

repayment of interest and capital, since a large proportion is being deployed towards entitlement 

programs that add little value to the economy, programs that are increasingly difficult to reverse due to 

political ramifications.     

A good example of this are the troubled European economies commonly known as the PIIGS (Portugal, 

Ireland, Italy, Greece and Spain). All countries forming part of the Eurozone have to abide by the rules 

outlined in the Maastricht Treaty, with the two main pillars of the treaty being Debt/GDP ratios of 60% 

and budget deficits that do not exceed 3% of GDP. The treaty was the bedrock for the creation of the Euro 

and laid out these rules to promote price stability in the region by discouraging participating countries 

from pursuing inflationary policies and currency devaluations, a requirement strongly adhered to by 

Germany following the Weimar Republic hyperinflation episode between June 1921 and January 1924. 
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Following the introduction of the Euro, these countries (PIIGS) found their cost of borrowing decrease 

considerable due to a substantial reduction in foreign exchange risks. Although countries meet the criteria 

established by the treaty, these targets were on numerous occasions meet by the privatization of public 

corporations which left a windfall in government coffers, but also created a short fall in government 

revenues through the loss of dividends. Instead of taking advantage of the lower borrowing cost to 

implementing structural reforms, countries such as Spain, Portugal, Italy and Greece enacted 

unsustainable entitlement programs. When the recession hit, these countries were found unprepared due 

to the un-competitiveness of their industry, rigidity of labor laws and liabilities that could not be paid.  The 

common currency (Euro), up to this point a blessing, immediately became a headache because these 

countries could not use their preferred tool, currency devaluation to work themselves out of the 

recession. Unable to use currency devaluations, all economic adjustments had to be made through 

spending cuts to avoid a default, leading to even weaker economic growth.  

These challenges resulted in negative to low growth all across the Eurozone, not only due to lack of 

confidence but also because a lot of legislative effort and energy was devoted in devising bailout packages. 

The structure of the European Union, with a central planner, a common central bank, but with no common 

capital market leads to rigidity in dealing with these situations, especially in the context of the Maastricht 

Treaty. The enactment of a common policy to deal with all these different economic structures, cultures 

and values amplify economic challenges leading to political gridlock, unrest and in a number of cases the 

emergence of far right wing politics. In addition, the inability of countries in the Eurozone to complete a 

proper debt restructuring and/or the ability to get proper debt relief had a material impact on economies 

leading to no improvements in Debt/GDP ratios albeit with some improvement in budget deficits due to 

cost cutting.  

It is evident that the relative outperformance of the United States economy versus the European economy 

comes down to the increased flexibility in labor markets, deep capital markets and a more harmonized 

economy. However, it should be noted that both Europe and the United States are in need of deep 

structural reforms in the form of higher research and development, infrastructural spending and worker 

training that could boast growth through productivity and therefore lower the debt burden.  

The expansion of fiscal policy which is being advocated by major international organizations should carry 

the primary objective of structural reforms in Europe and secondly target initiatives that can support 

economic growth in the long run.  
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The limitations imposed on the economy by unproductive debt also manifest themselves through interest 

payments representing a bigger share of GDP. In an economy with a debt to GDP ratio of 200% and an 

interest rate of 2%, 4% of GDP will be absorbed by interest payments. A situation represented by Japan.   

 

Productivity     

 

Since economic growth is a function of increases in productivity and workforce population, it is helpful to 

look at measures of productivity to assess the prevailing trends. The chart above shows that year on year 

growth in productivity has been declining, concurrent with a decline in private sector investment. 

Investment is a critical driver of productivity, due to better education of the workforce, advances in 

technology and increased efficiency of resources. Demographics also provide valuable insight, although 

they are long term structural forces that are more difficult to influence.      

¢ƘŜ мффлΩǎ ŀƴŘ ŜŀǊƭȅ нлллΩǎ ƘŀǾŜ ōŜŜƴ ŎƘŀǊŀŎǘŜǊƛȊŜŘ by sizeable marginal gains in technological advances, 

leading to equally sizeable investments initiated by the private sector to maintain competitiveness. This 

led to increases in productivity ranging between 2%-4% on a year on year basis thereby supporting 

economic growth. The last two decades were characterized by the rise of globalization and the emergence 

of emerging markets such as China, India and Brazil together with a host of other emerging economies in 

Asia and Latin America. Although this development supported global aggregate demand, it also led to 

increases in global capacity and over investment, especially in emerging markets. This overcapacity 

coupled with low consumption growth (chart below) and increased regulation, is unlikely to be supportive 

of near term investment from the private sector, until capacity is absorbed or retired and/or consumption 

resumes a healthy growth clip.  
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This void has to be filled and government initiatives should be initiated to propel productivity. History 

teaches us that public sector investments such as the interstate highway project and the space program 

all contributed to advances in various sectors of the economy, directly or indirectly.  

.   

A look at demographic profiles reveals that age dependency ratios are in long term uptrend, most notably 

in the developed world, leading to a shrinking labor force and a reduction in potential output.  

 

 Inflation 

The policy response to the Great Recession of 2008 was a reduction in interest rates and the expansion of 

central bank balance sheets through the implementation of quantitative easing programs. One of the 

major concerns of these injections of liquidity, was that this would lead to higher inflation. Higher liquidity 

leading to higher inflation is based on the economic principle that all else being equal, a higher quantity 

of money supply chasing the same amount of goods and services should lead to higher prices and 

therefore inflation. So, why has inflation not materialized? The reason is deleveraging. The leveraging of 

central bank balance sheets was meet with a corresponding deleveraging of household and corporate 

balance sheets, leading to no pressure on inflation and inflation expectations.  

In the years leading to the financial crisis, emerging markets, most notably China had their GDP Growth 

propelled by an unprecedented investment boom. This contributed to a lot of excess capacity. Other 

emerging markets such as Brazil also took advantage of their strong currency and borrowed USD dollars 

that have been funneled into capacity expansion.   
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Nonetheless, over the last few years, capacity utilization has been trending higher in Europe and the 

United States. The divergence between the European measure of capacity utilization and the United 

States since 2015 can be attributed to the contraction in the oil and gas industry in the United States which 

coincided with the drop in the price of oil and capacity coming offline. The following table shows the 

increase in the job growth and subsequent decline that was experienced during the last decade in the oil 

& gas energy sector.  

Oil & Gas Energy Sector - All Employees (000's) 

Year FEB FEB FEB FEB FEB FEB FEB FEB FEB FEB FEB 

Month 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 

                        

No of 
Employees 

   
130.00  

   
141.70  

   
155.00  

   
164.40    156.40  

   
164.20     182.60  

   
194.90  

   
195.50  

   
197.20  

   
179.70  

                        

% YOY 
Growth  5.61% 9.00% 9.39% 6.06% -4.87% 4.99% 11.21% 6.74% 0.31% 0.87% -8.87% 

Source: BLS Data Series  

  

Assuming that the recent rebound in commodity prices is sustainable and job growth is resumed in the 

energy sector, both the US and European economies will be approaching the upper bound of capacity 

utilization. In order for inflationary pressures to emerge from full utilization rates, employment and wages 

play an influential role.   
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The chart above shows the marked difference in the labor markets of both countries. The US economy 

has almost reach the point of full employment, whereas Europe still has ample room to reach full 

employment at approximately 7%. In addition, labor cost are increasing at a higher rate (+2%) in the US 

compared with Europe (+1.3%), thereby indicating that any wage cost inflation has a higher likelihood of 

materializing in the United States than in Europe.  

 

In the US economy, high capacity utilization, low unemployment rate and wage cost pressures could 

portend to inflationary pressures, however, inflation will materialize if corporations are able to pass these 

higher operating cost via price increases of their products and services. In other words, can corporations 

maintain their profit margins? Judging from the above chart outlining corporate profit and wages as a 

percentage of GDP, corporations are absorbing the costs via margin compression. It should also be noted 
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that companies have varying degrees of control in the transmission of higher cost into higher prices. 

Companies focused on the production and sale of commodities have their selling prices determined by 

international markets, companies involved in old economy products are experiencing margin compression 

due to increased competition from emerging markets leaving them with few options but to merge to find 

additional sources of efficiency, while other specialized sectors such as engineering and services tend to 

enjoy more pricing power.  

An other element of inflationary pressures is  the velocity of money. This economic indicator shows how 

much one unit of currency changes hands in the economy, a measure of the multiplier effect. A similar 

interpretation is how much a unit increase in money supply generates in GDP.  The chart outlines that a 

US $1 increase in monetary supply produces $1.35 in GDP, in Europe the ratio shows that a ϵм ƛƴŎǊŜŀǎŜ ƛƴ 

ƳƻƴŜȅ ǎǳǇǇƭȅ ŎƻǊǊŜǎǇƻƴŘǎ ǘƻ ŀ ϵлΦфр ƛƴŎǊŜŀǎŜ ƛƴ D5tΦ This indicator shows that deflationary forces are 

still present in both the European and US economies. Inflation is unlikely to take hold without increases 

in this indicator, therefore, it should be monitored carefully bacause subtle changes can have material 

impacts on inflation readings and consequnetly real rates.  

 

Commodities are another source of inflation.  The chart above shows the relationship between the CRB 

index and the rate of inflation in the United States and Europe. The rate of change in the price of 

commodities has been in a downtrend since 2011. As mentioned in the previous sections of this report, 

this could be attributed to the expansion of capacity in emerging markets. A case in point is the increase 

in steel production in China and the advent of shale oil in the US resulting in excess supplies in both 

markets without any corresponding increases in aggregate demand. The price declines in 2014, 2015 and 

the subsequent rally in 2016 should be carefully evaluated. The introduction of steel production on the 

upcoming G20 agenda and recent data by the EIA outlining an improvement in the demand/supply 
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imbalances indicate a bottoming process. Therefore, although deflationary pressures from commodities 

are waning, inflationary pressures are also unlikely in the next few years due to the low level of growth.  

 

Corporate Fundamentals  

 

In the preceding sections we focused on the macro-economic environment. At this point, emphasis should 

be placed on corporate fundamentals to determine whether the data is supportive of additional strength 

in financial markets and whether financial instruments have drifted from their true economic values. 

  

The chart below outlines year on year percentage changes in operating earnings (EBIT-Earnings before 

Interest & Taxation) and net debt, together with the interest coverage ratio for the United States and 

Europe (excl. United Kingdom) total market indices. These indices have a larger constituent base and 

should provide a more accurate representation of the total economy. The data shows that EBIT growth 

has been declining significantly in the US with the annual growth rate now negative. In Europe, the growth 

rate has been in negative since early 2014, but has since been recovering with declining negative growth 

rates. Coincident with this development, US companies have been increasing their net debt at a clip of 

8%-10% since 2010 with no corresponding increase in earnings growth, whilst in Europe net debt growth 

has been negative since 2012 but as with earnings, the negative growth rates are getting smaller. This 

failure of earnings growth to keep pace with net debt growth also explains the decline in the interest 

coverage ratio in the US. However, these interest coverage ratios are in the context of historically low 

interest rates. In addition, the data also suggest that US corporates have used this increase in debt to 

finance dividends and buybacks. The current pace of dividends and buybacks are simply unsustainable 

without an improvement in earnings growth. 
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Declining earnings and increases in net debt, support the fact that recent market returns have been driven 

by multiple expansion. One of the most popular measures of equity valuation is the P/E ratio. The chart 

hereunder depicts this measure of valuation for S&P500 composite and the European Total Market Index 

(excl.UK). The Shiller P/E ratio which provides a more accurate measure by normalizing earnings for 

inflation is being used for the S&P500.  The main inference from the chart is that based on this valuation 

measure, both the US and European markets are overvalued compared to their long term averages, but 

the extent of overvaluation is more pronounced in the case of the S&P500. Based on these long term 

averages and assuming a revision to the mean, it could be implied that a fair value for the S&P500 would 

be approximately 1600, whilst in Europe, mean reversion would imply a level of 1788, an overvaluation 

of approximately 23% and 9% respectively. 

 

 

 

 

 

 

 

 

 

 

 

 


