o

Economic Perspectives

Who will save the world from 2020 peril?

Peter Warburton
Assisted by Yvan Berthoux, Liseth Galvis-Corfe and Tom Traill

3 October 2018



Ingredients of the 2020 peril

Overheating and growing inflation pressures
Approaching corporate debt refinancing challenge
Approaching public debt refinancing challenge
Continuing lurch towards higher policy rates

Adjustment of global bond yields to faster nominal
GDP growth

Approaching quantitative tightening
Approaching tariff and trade restrictions
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Overheating and increasing inflation pressure

e Extreme tightness in US supply chains
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Overheating and increasing inflation pressure

e Extraordinary degree of staffing and skill shortages

Ratio of US job openings to job seekers
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Approaching corporate debt refinancing challenge

* A forbidding mountain to climb

Over $1.3tr (20%) and $3 tr (47%) of total debt outstanding is set to mature through
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Approaching public debt refinancing (US)

* Bill finance must be replaced by notes and bonds

Maturity Dates of Marketable Debt Held by the Public as of
September 30, 2017
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Continuing lurch towards higher policy rates

* Held back by Bank of Japan and ECB

Percentage of world GDP changing interest rates over past twelve months
100

80 |IIII||||II

|'|

——

[
: ’mmw L —

] L LR " '""“W“ HH|||||||||||||HH“"I
20 | Tl ‘

Ll
-40

z

-80
Iy
=100
o0 01 02 o0 o4 o5 o6 OF OB 09 10 11 12 12 14 15 16 17 18
B Raise e Lower MNet
Data source: CEIC
t® 7



Adjustment of govt yields to global nominal GDP growth

* Nominal GDP growth leading bond yields higher

World LT Yield and Nominal GDP
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Approaching quantitative tightening

* The purchasing party is over

trUsD Top 5 central banks total assets (YoY Change)
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Approaching tariff and trade restrictions

The rubber is about to hit the road ...

Tariffs Levels (Sbn)
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Contexts of the 2020 peril

* Developed market government bond markets
* Developed market corporate bond markets

e Developed market sub-prime corporate debt
(credit spreads)

* Emerging market debt securities
* Global equities

* Bond and equity market volatility
* Global economy
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DM government bonds

* The presumption of limitless demand

Cumulative percentage of debt maturing in the next 12,24 and 36 months
As a percentage of total marketable debt in 2017
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and 2020), as a percentage of total marketable debt stock (without cash) in 2017. Values of principal
payments and marketable debt have been aggregated into a single currency by using fixed exchange rates, as
of 1st December 2009, for all years.

Source: OECD Sovereign borrowing outlook 2018

: \ent®

Economic Perspectives

12



DM government bonds

* Yet the median sovereign rating is declining

Distribution of sovereign bond issuance among rating categories, as a percentage of total, 2008-17
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DM corporate bond markets

 Historical and forecast IG Credit Risk Premium
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US corporate credit risk premiums (Aaa to BB)

* High vyield is outperforming high grade!

% Credit Risk Premium (US)
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DM sub-prime corporate debt

* Recovery rates are favourable now, but later?

Actual Average 5Y

Implied 5Y Cum. Default Rate Cum. Default Rates
5Y Spread 0% Recovery 20% Recovery 40% Recovery Worst Average

EUR HY All 397 18.2% 22.2% 28.4% 39% 12%
BB 317 15.0% 18.3% 27% 5%

B 519 22.7% 27.5% 48% 14%

cccC 989 35.3% 41.9% 75% 40%

us HY All 349 16.0% 19.5% 31% 17%
BB 215 10.2% 12.6% 17% 8%

B 367 16.6% 20.3% 38% 20%

CcCC 744 31.1% 37.2% 73% 51%

Implied default rate lower than LT average
Implied default rate lower than warst historic rate

Data source: Deutsche Bank
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Emerging market debt securities

* Beware adverse debt and deficit dynamics

EM countries' imbalances
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Global equities: the threat from reduced net debt issuance

* Lax credit conditions are protecting equity prices

$tr per quarter, G4 includes the US, the UK, the Euro area and Japan. Last

observation as of Q1 2018.
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Global equities: the threat from Quantitative Tightening

QT will ultimately deliver a powerful blow

% Top 5 CBs Assets (12M Lead) vs. MSCI World Equities - YoY
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Global equities: the threat from shrinking liquidity

 When credit withdraws support, watch liquidity
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Global equities: the threat from yield curve inversion

* A flattening curve is not a flattering development

¥ Global Yield Curve (18M Lead) vs. World Equities
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Bond and equity market volatility

* The eruption of volatility will one day wreak havoc

% Equity and Bond Market Volatilites
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Excess bond premium spread and implied recession risk

* Widening spreads foreshadow economic weakness

Excess Bond Premium (EBP) Spread Recession risk still low
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The Great Dichotomy: path A or path B?

e Can the existing policy framework hold together?

e Path A: institutional and policy frameworks remain intact
- central bank inflation targets
- central bank operational independence
- budget deficit ratio limits
- public debt ratio limits
- central bank balance sheet limits
- bail-ins not bail-outs for future financial crisis

e Path B: institutional and policy frameworks bend or break
- fiscal dominance
- helicopter money/ people’s QE
- nationalisation of the financial sector
- outright debt repudiation
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Calibrating the scope for crisis response

* Fiscal capacity

* Overall debt capacity

* Scope for reducing policy interest rates
* Scope for further expansion of QE

Economic Perspectives
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Fiscal capacity is lacking in large economies

 Germany, Canada, Australia and Korea

% Cyclically-adjusted Budget Balances 2018 (% GDP)
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Who has fiscal debt capacity ?

e Can the conservatives hold the line in 20207

Figure 1.4. General Gowvernment Debt Lewvels in 2017
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Who has overall debt capacity?

* Most countries are already saturated with debt

Non-financial debt to GDP ratio

% of GDP
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Where does non-financial debt capacity reside?

 Still looking to US and Germany for a lift

Non financial debt capacity
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Debt capacity/excess as a percentage of GDP
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Where does non-financial debt capacity reside?
* Proportionately, only Germany has the clout
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Who has scope to reduce policy rates?

Index of Global Easing (-) / Tightening (+)*
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Who has scope to expand QE?

* Anglo-Saxon countries are the better-placed

% Central bank assets as a percentage of publicdebt
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Who (or what) saves the world in 2020?

US debt-financed stimulus (private or public)?
German debt-financed stimulus (private or public)?

Emerging market debt-financed stimulus (private
or public)?

Chinese QE /emerging market QE?

Revolutionary monetary change, resulting in an
inter-generational inflationary reset?
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Become a Research Partner with Economic Perspectives

At Economic Perspectives, we appreciate that our Research Partners have diverse appetites for thematic insights and
research ideas, and differing capacities to engage with our research output. Engagement implies interaction, and we
value every opportunity to understand the questions and conundrums that our Research Partners are grappling with.
These interactions help to shape our research agenda and hence the content of our publications.

The table below shows the different levels of partnership on offer, from Platinum to Gold to Silver. We also have Bespoke
Partners, for whom we undertake specific and exclusive research projects or writing assignments. We aim to offer a
unique and flexible service dedicated to meet your standards and requirements.

Research Partnership Selections
Platinum Gold Silver
Publications
Cur full publication library includes:
Global Credit Perspective v ¥
Global Inflation Perspective v 4
Global Credit Update v 4
Global Inflation Update v v
UK Economic Perspective v v
North America Economic Perspective v v
Eurozone Economic Perspective v ¥
Research Digest v 4 v
Global Inflation Heatmaps v 4
GDP Heatmaps v v
Research publication archive access v v
Onsite meetings or conference calls 7 per year 3 per year
Research Insight presentations 2 per year 1 per year 1 per year
Private lunches with Dr Peter Warburton v v
Response to ad-hoc requests v
Seminar invitations v v v
Bespoke Partnership Services Available upon request
-
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Economic Perspectives — Partnership selections

Platinum Partner

Platinum partners are entitled to frequent onsite meetings or dedicated conference calls, all publications, research
archive access, Research Insight presentations, seminar invitations and private lunches with our chief economist Dr Peter
Warburton. Platinum partners are welcome to submit ad hoc requests and to suggest items for our research agenda.

Gold Partner

The gold partnership includes three onsite meetings or dedicated conference calls per year, with full access to our
publications and our research archive. Gold partners are entitled to an additional Research Insight presentation each
year, invitations to seminars and private lunches with Peter Warburton.

Silver Partner

Silver partnership is intended as a minimum level of engagement with our research agenda, but with the flexibility to add
on some of the other elements of the service. The table shows the basic level of engagement but silver partners are
encouraged to tailor the package to meet their requirements.

This more flexible arrangement will be provided with an agreed upfront cost with the option to upgrade to gold or
platinum partner at a first-year discounted rate.

Bespoke Partner

Economic Perspectives has carried out numerous bespoke assignments for our research partners over the years, covering
a wide spectrum of global macro topics and projects. We’ve tackled assignments on the US auto finance sector, the China
over-investment thesis, the macro outlook for Canada and the impact of negative interest rates on European financial
institutions.

We also write regular articles and essays on global macro and investment themes for the exclusive use of our Research
Partners. If you would like to see a sample report, please get in touch.

Become a Research Partner with Economic Perspectives today.
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