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Fog Clearing

As some wag on the FT wrote last week; "Forecasting is a difficult game, particularly if you are
forecasting into the future." Fog is on the brain because the Governor of the Bank of England
made reference to it in his statement on Friday. The Chairman of the Fed did not actually refer to it
last week but he did admit to being a bit bemused .He said: "We can't explain the entire slowdown
in the US.....growth at least in the near term might be a little less than we anticipate." If two people
who should be in the know aren't, what about the man in the street? The European Gaming
Regulator, AAMS has released data for May which indicates that the volume of punting on the
State lotteries in Italy is growing at the unprecedented rate of 22% year on year. Makes sense. No
details of what is going on in Greece and Portugal seem to be available.

The fog is going to clear because the quantitative easing (QE) programmes are coming to an end.
A lot of mumbo jumbo best defined by Wikipedia as follows: "A Central Bank implements
guantitative easing by purchasing assets from banks with new money that it creates electronically.
This action increases the reserve assets of the banks and also raises the prices of financial assets
bought, which lowers their yield."

The theory is that as a result of much bigger reserves, the Banks go out and lend. History says
sometimes this happens, sometimes it doesn't. It usually depends on the state of the loan books
of the banks, whether they have been written down to sensible valuations giving the banks
confidence to lend again. You also need somebody to lend to. Someone who has the confidence
to ask the banks to lend out some money. Somebody who is not already borrowed to the hilt.

The recent QE2 in the US was big. At $100 billion a month, the best comparison would be with US
Federal Debt which is valued at around $14 trillion. The programme was 37 times the size of the
World's silver supply, around 35% of the world's supply of gold. This programme is coming to an
end and investors do not know what is going to happen. To answer this you have to try to assess

the impact of the programme.

On the plus side, the programme has flooded money markets with cash and stopped banks in the
US and Europe from going bust. Difficult to know whether this is good or bad, but QE has also
resulted in a jump in asset prices world wide. Stockmarkets, prime property, commodities,
emerging market currencies have all been boosted. This is because the money created by the
programmes was not invested in new businesses because of lack of demand from hard up over-
borrowed customers, and because the banks knew that despite the boost to their reserves from
QE, they were still busted if they had to writedown their loan books to realistic levels.

In fact, the QE programme had a bad side to it. First it delayed the inevitable writedown of assets
that the banks will have to make. So whilst the banks survived, their lending continued to contract.
Because QE1 and QE2 had the effect of lowering interest rates and bond yields, and flooded
money markets with cash, we had the flight to assets, in particular commodities and emerging
market currencies. Nobody can be blamed, for money goes global if real interest rate returns are
not available in the West.

The reason Bernancke has stopped the programme was not just because it was starting to fuel
inflation in the US, but because it was starting to trigger much larger inflation from an already
higher inflation base in the emerging market economies. And as these so called BRIC economies
remain the only serious engines of growth remaining, to threaten them with even higher interest
rates in response to higher inflation was unwise. QE flows of cash from the West started to
dislocate these economies because the cost of food as a percentage of total consumption was
becoming too high. The Arab spring and food riots in China are obvious symptoms of the malign
impact that commaodity speculation fuelled by QE2 was having on the BRIC economies.



Ending the printing of money by Western Central Banks could have extremely interesting
consequences. It could increase the rate of divergence between the West and the

BRIC economies. Western consumers will benefit in a number of ways, in particular from falling
commodity prices. It would be odd if the recent nnouncement by the International Energy
Commission was not in some way coordinated with the US Fed. For three months dozens of
senior oil officials from the US, South Korea, Germany and Japan worked on the biggest release
of strategic oil reserves onto the open market since the creation of the International Energy
Commission in 1974. The plan was said to have been masterminded in the White House, but the
timing is interesting. It is saying that policy makers in the West are looking at other ways to boost
economic activity, by lowering costs to consumers. They are also starting to chivvy the banks to
recognise the real value of their loan books in an attempt to get the banks to restart lending.
Yesterday Mervyn King said; "the UK banking's most severe problems may lie in commercial real
estate, for which regulators do not even have the most basic data on forbearance. Studies
suggest that 30% to 80% of commercial mortgages may be in forbearance." No wonder Mr Clegg
is so happy to give the taxpayer RBS and Lloyds.

But the most interesting remark made by Mervyn King was about the difference between liquidity
(QE 2) which can buy time, and solvency which has yet to be addressed. He also

incidentally warned against those exchange traded funds, investment vehicles that offer to
replicate the performance of a group of assets, who use complex derivatives rather than buy the
assets they promise to track.

Western consumers could well benefit from lower costs but unfortunately they remain in a leaden
straight jacket, victims of their policy-makers attempts to reduce deficits on rolling deficit reduction
programmes going forward in time, on and on, until the magic moment of budget surpluses
surprises them. The tax man their persecutor, and the unemployed victims of the idea that raising
taxes reduces deficits. Meanwhile the engine of growth triggered by lowering interest rates is not
available.

This suggests a flirtation with deflation, which UK investors should be alerted to. This is not just
because aggregate demand is stagnant and falling. It is because headline inflation of 4.5% could
obscure the deflationary backdrop of the UK economy particularly now that the UK's own QE
programme has been ended. Speaking at the Global Borrowers and Investors Forum recently in
London, Paul Fisher, the Bank of England's Executive Director for Markets said: "It should not be
assumed that the recent £200 billion QE programme is over just because inflation is more than the
target level at 4.5%. If inflation gets too high, becomes embedded, we know what to do. If we get
stuck in a deflationary rut, it's not clear that we have sufficient ability to get out of that very

easily. We already tried £200bn of asset purchases. We'd probably have to do an awful lot more in
those circumstances with no guarantee of success." Deflation can happen very quickly, usually as
a result of policy makers taking no action because they prefer to rely for too long on historic
inflation indexes rather than take the risk of extrapolating inflation data forward.

The reality is that Western Consumer's have to pay the price of protecting their Government's
ability to roll over Sovereign debt, and Sovereign debt has to be protected to avoid their banks
going bust. That said, UK and European investors are probably taking these issues too seriously
because there is a less inflationary way to finance the roll-overs of Sovereign debt than QE2/3/4
programmes. Step up to the plate, China, the skill of whose policy makers makes the West's finest
brains look a little inadequate.

China began diversifying away from the US dollar this year. Economists at Standard Chartered
Bank say that China's foreign exchange reserves expanded by about $200 billion dollars in the
first four months of the year, with three quarters of the new inflow invested abroad in non dollar
assets. China has repeatedly pledged to aid European countries struggling with Sovereign debt. It
makes quite a lot of sense because Europe remains China's main export market and yields look
quite attractive compared to US Treasuries. During a recent trip to Portugal, Hu Jintao, China's
premier said Beijing would take concrete measures to help the country including the purchase of
bonds. Klaus Regling, the head of the Eurozone's Euro 440bn bail out fund, said that China has
shown considerable enthusiasm for buying his agency's funds. According to the President of the
China Institute of International Studies, who is also a member of China's Foreign Policy Advisory
Group, "China is working with the European Union and the International Monetary fund to avoid
debt restructuring by any European country.”
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And the task is not that demanding from a Chinese viewpoint. To get things into perspective, the
Chinese are said to own roughly 25% of US credit market debt, which amounts to $53 trillion. In
Europe by comparison, the market is much smaller, being $16 trillion and only a proportion of this
debt is toxic or potentially toxic. So given that the Chinese currency is now rising against Western
currencies at a rate of 5% to 6% a year, buying such debt gets progressively cheaper, with more
than a little comfort in the high yields available, especially if you are secure in the knowledge that
you yourself are financing a rollover. In addition, there are trade and other advantages

involved. For example, the Chinese have asked for the lifting of a long standing arms embargo as
they continue to build military capacity.

Investors who consider that liquidity one way or another will be provided to roll over Sovereign
debt might well, particularly against a possibly developing deflationary environment, consider
some limited investment in such debt. Treasury 4% 2016 has risen nearly 5 points to just under
110 in the last eight weeks. Somebody is ignoring recent inflationary statistics and taking the
deflationary risk post QE seriously. Meanwhile UK equity investors are still best advised to

avoid purely domestic businesses and concentrate even more on those UK businesses exporting
product to the BRIC economies because consumer demand will be accelerating as monetary
conditions ease.

It is the BRIC economies and Stockmarkets that stand to benefit the most from the ending of the
QE programmes as interest rates start to fall in response to lower asset prices as the inflationary
consequences of QE2 subside.

And it is the BRIC Stockmarkets that have fallen the most. For example, in the year to date, the
FTSE100 is down 3.4%, and the FTSE All Share is down 2%. By contrast, the

Shanghai Composite Index is down by over 20% in the last eighteen months, whilst the Indian
market has fallen by 10% year to date.

This is because both Chinese and Indian Central banks were able, unlike their Western
counterparts, to use conventional weapons in their fight against an inflation at least partly caused
by Western QE money. They were able to impose higher interest rates and monetary tightening
because they did not have the disadvantage of bust banks and over borrowed consumers. As a
result they have largely completed their battle against rising inflation, and interest rates look to be
near their peak. In the words of China's Premier, quoted in the FT last week: "There is a concern
as to whether China can rein in inflation and yet sustain its rapid development. My answer is an
emphatic yes......... our measures have worked ....the overall price level is within a controllable
range and is expected to drop steadily...... the output of grain improves and there

will be abundant supply.....we are confident that price rises will be firmly under control this

If the long cycle of interest rises in China and other BRIC countries is ending then the imperative
for UK investors to diversify from domestic equities intensifies. And the possibility, albeit still
remote, of deflation in the West in the aftermath of the ending of QE adds emphasis to the need
for equity portfolios to be increasingly diversified. The fog for the BRIC economies is lifting.

George Finlay

June 2011
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