T
L
O
1
T
O
al
W
)
=
O
Z
O
O
LI

¥
_—
LLl
Ll
=
\J
=
_—
—
—

WEEK 20 2018




REACHING GLOBAL
MILESTONES
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U.S. ECONOMY
TOWARDS A
DANGEROUS CROSSING

A development in the U.S. economy is increa-
singly exciting - the stress field is created by the
unemployment rate, 10-year Treasury yield, and
expected rate hikes from the central bank (Fed).

The graphic shows the trend in the U.S! 10-year Tre-
asury yield compared with the unemployment rate
since 1962. Every time the 10-year interest rate rises
from below and crosses the unemployment rate in
an upwards move, a crisis followed. Except in 1995 to
1998 when the crisis first evolved in 2000/2001 with
the dot.com bubble bursting. | define a crisis broad like
an economic crisis, rising unemployment, sharp dec-
line in stock markets etc.

Not very does often does this dangerous cross occur
so it is almost the financial market's astronomical
event when it happens. Last time, the cross was just
recognisable, but none the less followed by the glo-
bal financial crisis in 2007 / 2008. More often, there has
been a run-up period of up to a few years before, for
example, the unemployment has begun to rise.

In economies and the financial markets, upturns and
downturns are a part of the normal life. Though | argue
that there is still too much classical textbook thinking
that these swings take place with a certain frequency
and therefore are somewhat controlled
- but my assessment is dif-
ferent.
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In my view, the economic cycles (including the fol-
lowing movements in the financial markets) since the
mid-1980s represent a new economic paradigm every
time a new economic cycle starts and does not repeat
a previous cycle.

The consequence is that every time the financial mar-
kets are facing the described dangerous cross, it is
time to consider how the market reactions will be and
how the economic / financial world looks like on the
other side of the crisis. My big concern this time is that
the global economy contains such huge imbalances
that it can be extremely difficult to forecast how fast a
crisis and a new paradigm can develop — and what will
the new paradigm be?

Examples of global imbalances are the directions in
the major economic zones. To describe China’s eco-
nomy for the coming 10 years in a few lines then, the
country is widely expected to become the world’s lar-
gest economy. Though more important is that China is
also becoming the world’s largest single market, but
not necessarily easy for foreign companies to access.

Europe remainsin an everlasting
navel-gazing pro-
cess
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currently dominated by the world’s largest divorce
between the EU and Britain. In addition, the major EU
countries stumble in their own domestic politics, and
therefore the forward moving cooperation between
the member countries also stumble.

Moreover, since the financial crisis, the southern Euro-
pean EU members have not done anything about the
life-threatening debt pile, so all-in-all it looks like ano-
ther 10 years in a standstill.

In contrast to Europe, the U.S. economy is very agile
and the American economy can provoke the largest
movements in global financial markets — in several
ways. One example is caused by the three important
elements that | initially mentioned, as they are moving,
although nobody knows how much.

The U.S. unemployment now stands at 3.9 pct. Official
data from Tuesday the 8th of May showed that at the
end of March, there were 6.6 million vacancies in the
United States, which is 1 million more vacant jobs than
one year before.

There is no sign that this development changes,
meaning there will soon be more job vacancies than
unemployed people in the United States. | am aware
that there are still people who can enter the labour
market, and some are currently part time workers, but
the unemployment rate will drop further.

Parallelly, the US. 10-year Treasury yield has now
broken the 3.00 pct. level and will move higher, actu-
ally are the two curves approaching each other fairly
quickly. I expect however, that a 10-year Treasury yield
ranging from 3.25 to 3.50 pct. will compete with the
stock market and attract bond investors from Europe.

Therefore, there is a natural limitation in the speed
of the increase in the 10-year Treasury yield, but the
direction is clear, and much depends on the U.S. Fede-
ral Reserve Bank (Fed). For several years, | have argued
that the Fed is lagging with the rate hikes- and it’s still
the case.The labour market is at risk to overheat, which
Fed’s planned interest rate hikes won't counter.

Further, there is a medium-term inflationary pressure,
though long term | am not worried. But currently, the
rising inflationary pressure is more persistent than the
financial markets expected just six months ago, and
the price pressure from raw materials, including oil,
continues the upward trend.

This factor adds to the possibility that Fed would raise
interest rates more than expected, despite that the
latest inflation data for the service sector excluding
energy and housing rent is under control.

It could for example be in steps by 0.50 percentage
points instead of the 0.25 steps that is priced in the
markets right now. Such bigger hikes would certainly
send the 10-year Treasury yield above the unemploy-
ment rate, causing the dangerous crossing again.

Partly, the consequences would be what | describe
as natural, like a slowdown in the economy, higher
unemployment and more turbulence in the financial
markets. These reactions are normal to deal with, but
the global imbalances cause a risk of extreme market
movements, and the reactions will not be limited to the
United States.

The global debt burden has never been greater, and it
is now so heavy that the International Monetary Fund
(IMF) doesn't sleep well at night. Nobody can fore-
cast the consequences if this market turmoil occurs,
however, it is normal for investors to sell out of assets,
including debt.

Should this scenario become reality within the next 1%2
years, the Eurozone would be caught in an unprece-
dented situation. The government debt is historically
high, there is no fiscal manoeuvre room, and with the
central bank refinancing rate at zero the monetary
policy, options are the same - zero.

Despite the trigger originating from the U.S., the reac-
tion could very easily spread to Europe and hurt the
European bond markets, and even generate bigger
swings in Europe than elsewhere.
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