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American monetary policy again in focus

After Greece's agreement at the beginning of July, the mar-
kets have begun to refocus on other, more significant rela-
tionships. Thus, the American central bank resumes its place
at centre stage. In July, the FOMC amended the wording of its
usual statement by adding the word ‘some’ about the im-
provements in the labour market.

The fact that the US. labour market has experienced a tre-
mendous improvement over the last six years is beyond
discussion. In any other cycle, the Fed would have raised
interest rates long since, and it is the continuing low level of
inflation which is holding Janet Yellen back from doing this
today.

The market took the latest statement as reflecting a tighten-
ing up of the rhetoric, but the latest figures for the change in
costs related to the labour force (Employment Cost Index)
was not only far lower than expected - it was the lowest
ever at 0.2%. There is something fundamentally strange in
the decoupling that has occurred in the relationship between
the labour market and wages. Given the current unemploy-
ment rate in the United States one would expect significantly
higher wage pressures. It is still my opinion that we are
going to see these higher wage pressures, and that now we
have seen the bottom in wage inflation. | would not be
surprised to see the figure revised in a month'’s time.

However, the market was taken by surprise and sent the
expectations for interest rate rises down further. Thus, market
prices for short interest rate futures suggest only a 38%
probability of an interest rate increase from the fed in Sep-
tember. There is no doubt, however, that austerity is now just
around the corner, and if that does not happen in Septem-
ber, it will happen in October, November or December.

EUR/USD

The prospects for a tightening of U.S. monetary policy have
already strengthened the U.S. dollar substantially since mid-
2014. As | have previously written, there has been a histori-
cally large increase in the dollar — both against the Euro, and
most other currencies. After a period of consolidation since it
bottomed in the month of March, the EUR/USD has in-
creased. However, we are now seeing the dollar strengthen-
ing again, and the euro weakening as a result of lower infla-
tionary expectations and thus lower expectations for future
European interest rates.

We have previously seen long periods of dollar strengthen-
ing, and it would not be surprising to see it recover its recent
strength and continue another year (as happened in the first
half of the eighties or the latter half of the nineties). With the
return of rate hikes in the United States as the theme in the
market and the prospects for a recovery of the U.S. economy
(see below), it is therefore probably time to revise my positive
Outlook on EUR/USD. | am therefore now neutral again -
despite the continuous improvement of the European econ-
omy.

Continuous improvement in the Euro Zone

The positive spiral continues in the Euro Zone. Virtually all
important key figures are pointing in the right direction. Un-
employment continues to fall (now 11.1%), and total em-
ployment in the Euro Zone is rising now faster than at any
time since 2008 (an annual increase of 0.8%).

Apart from a single quarter in 2011, the Euro Zone’s manu-
facturing industry capacity utilisation is at the highest level
since 2008. Industrial production is even in a good stretch for
the Euro Zone. According to our leading indicators, Germany,
Italy and Spain, in particular, look set to deliver solid growth
for the rest of the year, while France is still dragging its heels.
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We look at the construction sector, there also appear to be
signs that it is on track for a speedy recovery. The number of
important building permits in the Euro Zone has increased by
about 13% in a year, and even Spain is now seeing a return
of building activity in an otherwise completely depressed
market.

After nearly four years of stalemate, the Euro Zone's bank
lending to households has increased to stand at 1.2% (this
change could have a significant effect on consumption
growth in the future). Loans to consumers have increased by
1.8% in a year, which is an even more powerful change from
the trend after the Euro crisis in 2011. Loans to non-financial
companies have also improved by exhibiting a smaller de-
cline (-0.2%), but this trend is also in strong recovery, and
during the summer we will probably see growth rates on the
right side of 1%. These figures do not sound like much, but
when you compare them with the development from 2011-
2014, the improvement is almost in a different league, and
this will in all likelihood will be of great importance for the
Euro Zone’s growth in the next few years.

Figure 1 - Lending growth in the Euro Zone
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Consumer loans in the Eurozone

Home loans in the Eurozone

Lending to non-finandal companies in the Eurozone

Looking at the ECB's Lending Survey for the largest European
banks, the latest figures show that although the change in
the lending market is not expected to be as positive over the
next three months as in the previous three, nevertheless the
demand for loans from both households and businesses is
expected to be at near record levels.
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The global economy

It's not just Europe that is on the mend. If we look at our
global indicators, there is not much to be pessimistic about
in the coming six months. Our leading indicators of total car
sales in the European Union and the United States shows
that we can expect growth of almost 8% over the next 12
months.

Figure 2 - Car sales in EU and the USA
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The leading indicators for industrial output suggest further
recovery, into 2016, from what is already a respectable level
- particularly for United States. In addition, Japan also seems
set for a virtually constant increase in the growth rate of
industrial production over the coming 12 months.

High rates of growth in M2 money supply from the ECB
(5.2%), FED (5.8%), the PBOC (3.4%) and Bo| (3.8%) - along
with moderate inflation — has resulted in huge growth in real
(i.e., inflation-adjusted) money supply for three out of the four
biggest central banks.

By looking at the so-called ‘excess liquidity’ (i.e. how much
the real money supply growth exceeds the GDP growth in
the countries concerned), we can get an idea of how big an
effect the central banks’ policies may have. Periods of high
excess liquidity tend to be followed by high retumns in the
stock market and higher long-term yields and curve steepen-
ing for bonds (and vice versa).
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Figur 3 - EU GDP growth and
sentiment indicator
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It is therefore a sign of solid economic growth and relatively
strong equity markets, that we are now seeing a G4 (GDP-
weighted) excess liquidity of 3.7%. It will probably mean that
the stock markets and real estate markets, especially in the
Euro Zone and Japan are going to do pretty well over the
coming 12 months.

With respect to real estate markets, the Dallas Fed has just
published the latest quarterly figures for House prices (up to
and including March-2015). In Europe, it is virtually only in
France, where house prices are still falling nationally. In all
other locations, prices are now rising nicely. Even in ltaly,
prices have now risen 2.4% since the bottom in the housing
market in Q3 2014.

Given the normal seasonal variations, house prices will al-
most certainly show a rising trend, when we get figures for
Q2 2015. Here again, we are talking about a good spiral,
because banking and mortgage systems security is en-
hanced by rising house prices, and the value of home equity.
So this development is likely to give impetus to the already
rising rate of consumer spending in both the Euro Zone and
in the United States.
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Disappointing EM figures stem from China

In Emerging Markets, | must admit that our leading indicators
have done little to capture the changes in growth seen over
the last 12 months. In the first six months of this period,
growth in emerging countries’ industrial production was at
4.1%, before dropping to an average of 3.3% in the second
half of the period (until now). The model for EM countries
had predicted an increase in growth of almost 2% points. At
present, the model predicts an average increase in the
growth of industrial production for EM countries of 1.67%
points over the next 12 months.

If the EM countries” model has been wrong, it is firstly be-
cause it is not infallible (R ~ 2 of about 50%, which is at the
low end) but also because both China and the Latin Ameri-
can countries have disappointed. China in particular plays a
maijor role for those of the other emerging-market countries,
which are raw material producers, and there is no doubt that
the lower Chinese GDP growth means weaker demand for
raw materials and energy, which has had a decisive effect
on the other EM countries.

The information contained in this article is not, and should not be construed
as, a solicitation or offer, or recommendation, to acquire or dispose of any
investment or to engage in any other transaction, or to provide any invest-
ment advice or other financial or banking service. The material has been
prepared solely as a guide to you and your financial institution. There are
always risks involved when investing and it is stressed that past perfor-
mance or past return cannot be considered a guarantee for future perfor-
mance or retumn. Sparinvest does not undertake any responsibility for the
advice given and actions taken or not taken in respect of this material.
Sparinvest makes reservations for possible typing errors, calculation errors
and any other errors in the material.
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