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US economy disappoints but deflation unlikely  

The US economy disappoints across a broad range of metrics with no                                                
perceptible offsets. These include industrial production – bulwark of the US 
recovery, jobless claims – an indicator of employment and consumption 
growth – and housing starts – labor creation and strong linkages across the 
economy. Inflationary pressures, short term, remain mild – with renewed talk 
of a deflation risk. We consider this an unlikely scenario.  
 

We believe we are at the short end of the curve on US debt: may move 
up credit spectrum 

The debate as to the exit from the quantitative easing strategy continues – with 
no clear view as to the exit date.  There have been further rumours as to this 
regard, however, the equity market has shown considerable resilience with 
regard to the prospect of higher corporate financing costs. We see no point in 
speculating about this and continue to base strategy on the short end of the 
curve with regard to market risk. As concerns credit risk – if the US economy 
should encounter an unexpected slow patch , we advise moving up the credit 
scale.  
 

Eurozone fundamentals: stick with strong balance sheet and 
diversified cash flow  

Turning to the foreign arena, the Eurozone continues to disappoint – with a 
steady drumbeat of downward revisions to growth, with the pervasive gloom 
offset by encouraging data on exports. We are reluctant to count on  exports 
and remain concerned as to both the short and long term impact of austerity 
on domestic demand.  
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Jean's role as a senior analyst at GC 
Group is to analyze macroeconomic 
trends and translate these into asset 
allocation and investment strategies for 
our clients.  
 
Jean is an adjunct faculty member at 
New York University and speaks 
regularly on Class CNBC providing in-
depth analysis about the world economy. 

Economic 

Investment recovery following export boom blocked by credit squeeze  

While previous economic cycles may have had exports followed by investment growth as a catalyst – they were helped by an 
expansion of credit across all industry sectors and size of firms. We believe that we are now facing a fundamentally different 
paradigm  - with continued subpar access to credit as: 1)Banks continue to deleverage to meet ever stricter capital 
requirements  2)The effect of (1) is magnified by the reluctance of banks to lend into a recessionary ecomomy.  With regard to 
the Eurozone, we continue to focus at both the equity and fixed income level on multinational groups with scant dependence 
on credit. 
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ABOVE: US Real GDP; BELOW: US 
Unemployment Rate; Source Bloomberg 

 

June 2013 We like the US Dollar - short term relative performance – longer term 
less pressure on balance of payments  

We see US Dollar strength across the board due to: The possibility of a shift 
from the slowing emerging markets and less attractive risk reward ratio to 
advanced economies; the continued outperformance of the US versus other 
advanced economies: the possibility of further interest rate cuts in the Eurozone. 
We are not overly concerned as to the impact of a stronger dollar on the US 
economy as US manufacturing is regaining in cheap energy the potential 
advantage from a marked currency devaluation and it has alsoundergone 
massive restructuring  - which still lies ahead for its major competitors  We also 
believe that, longer term a lesser dependence on fuel imports and a 
strengthening “steady state” trade balance shall reduce pressure to increase 
exports. Exports shall be a plus and less of a dire necessity. We believe that 
equity investors are starting to price in a premium for “the US exception”.  
 

China remains the wild card: growth shall slow, economy shall change  

Turning to Asia, the key  unknown for both the region and the global economy 
remains the strength and the potential structural metamorphosis of the Chinese 
economy. Short term we see slower Chinese growth and less support for 
selected commmodities. Longer term we see 1) shift to a more consumer driven 
economy 2) Less emphasis on government investment 3) Further pressure on 
selected commodities . With regard to the other emerging markets – while they 
are an important support to the global economy – we see the systemic risk still 
stemming from unexpected negative developments in China.  
 

 

Focus of the month: China's rebalancing 

challenges, is it a good time to invest? 
 

After many years of best-in-class growth rates, in 2012 the Chinese 

economy grew roughly 7.8%, its slowest pace since 1999. At the same 

time labor productivity growth reached its lowest point due to rising 

wages and labor costs. Since China officially joined the WTO in 2001, real 

wages in the manufacturing sector have almost tripled in USD-terms and 

unit labor costs in the last two years have risen faster than those of Asian 

and LatAm competitors: hourly wages in Mexico are now a fifth lower 

than those in China, a huge reversal compared to 10 years ago, when they 

used to be almost three times higher.  

 

This data supports the theory that China's investment-led growth model 

is no longer sustainable. Since the start of capitalist reforms in the 1980s, 

the main engine of growth has been fixed asset investment. Massive 

resources were committed to build factories, roads and apartment 

towers, while government officials directed public spending to 

infrastructure projects and selected industries. While it has boosted 

production capacity, this trend has not been met by a surge in domestic 

demand.  

 

In  2012 the Chinese economy grew 
roughly 7.8%. This data supports the 
theory that China's investment-led 

growth model is no longer 
sustainable. 

Wages in China; source Bloomberg 

Mexico at the crossroads – Brazil in a holding pattern  

We continue to like Mexico due to commmittment to reform, rapid growth of a middle class     and proximity to US. Point to a 
major structural and not merely cyclical shift.  We still like Brazil as attractive longer term but we see: inflation re-igniting and 
slumping demand for commodities from China . Longer term – we see continued pressure from infrastructure bottlenecks – if 
not tackled – placing a brake on private sector investment.  
 
 We like the US - expect further US Dollar strength bouyed by gradually improving economic fundamentals and 

geographic re-allocation among equity investors. Whatever exit route followed expect turbulence upon retreat 
from quantitative easing – recommend staying at the short end of the yield curve and moving up the credit scale. 



 

 
 

 

 
 

 
 

 

If we assume that a country's ability to absorb incremental investments is positively 

correlated with its level of income growth and wealth, China seems to have passed the 

point where new investments are wealth creating. This means that it will take ever 

more debt and investments to attain a constant unit of GDP growth in the future, 

leading to inefficiency and waste. 

 

The level of debt has indeed risen precipitously in recent years and, together with 
the widespread and increasing phenomenon of "Shadow Banking" - non banking 
finance - it is currently undermining China's financial stability. It is clear that this 
situation cannot last. Economists have been warning for years that China must 
decrease its reliance on investments and attain a more balanced and sustainable 
growth model, allowing consumption to prevail as the major engine of economic 
growth. 
 
In order to stimulate domestic consumption and unlock the full potential of a 
domestic demand in an economy of 1.3bn people, the new rulers should make the 
people more confident about consuming, thus lowering the high Chinese saving 
ratio. According to the incoming Premier Xi Jinping consumption-led economic 
growth will be achieved through a series of fundamental economic reforms aimed 
to: 
 
 Narrow the income gap: the government has recently introduced an 

income distribution plan that includes raising the minimum wage, 
introducing tax reforms targeted on the wealthy and committing a large 
portion of state-owned enterprise profits to social welfare programs. The 
further growth of the middle class will eventually lead to a wider domestic 
demand; 
 

 Reform the Hukou system and promote urbanization: Jinping has 
identified continued large-scale urbanization as the most effective potential 
driver of Chinese economy. China's outdated Hukou (household 
registration) system classifies citizens as either rural or urban, and ties all 
their social benefits - including healthcare, education, pensions and 
employment - to their origins. We feel this eventually discourages rural 
people from moving to the urban areas. In order to make urbanization a 
more permanent and widespread phenomenon in China - and thus create a 
new huge consumer class -  this system  should be discontinued; 
 

 Increase public spending: The current scant health care, education and 
pension systems push households to save for the future instead of spending 
their available income. 
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WHERE TO INVEST IN CHINA 
 
Most Chinese people are 
currently registered under a rural 
Hukou, thus lacking access to the 
basic social security provided to 
the urban citizens. Easing this 
system within the massive 
urbanization plan launched by 
Jinping will mean better social 
security for more that 300m 
people in China. Along with 
Chinese ageing population, this 
perspective potentially makes 
the health care sector an 
extremely interesting investment 
opportunity.  

 
Real Estate is also interesting for 
investors. World Bank has 
predicted that by 2030, after 
Jinping's urbanization plan, more 
that 70% of the population will 
live in new cities. Consequently, 
rather than focusing in the 
saturated markets of China’s big 
cities, the main real estate 
investment opportunities may be 
in those smaller townships that 
are now set to become the "new 
big cities". 
Many of these new cities will 
need good city planning to deal 
with environmental and pollution 
concerns that have recently 
became central issues in China. 
Therefore clean tech and energy 
saving sectors are now 
interesting investment 
opportunities. 
 
As the role of consumption 
expands within a more balanced 
growth model, the service sector 
will increase its share in the 
Chinese economy. Single children 
are growing more technology-
addicted than their parents and 
telecoms and technology will 
play an increasingly important 
role in their lives. 
 
 

 

Real GDP China; source Bloomberg 



 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 
 

 
 

 

 

 

To conclude, since the Chinese Securities Regulatory Commission has recently accepted to give offshore money managers more 

freedom in investing in renminbi-denominated bonds, stocks and other assets, we believe this is a good moment to invest in 

the country.  

 

China’s increasing trade deficit is a sign that imports and domestic demand are becoming more relevant than ever before:  we 

believe the country is finally on its way to become self-sufficient and the government is showing to be seriously committed to 

obtaining a more balanced growth model. Even though this transition period will translate in slower growth rates for the 

future, we believe that a more consumption-driven China will represents an even more attractive investment opportunity for 

international investors. 
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