
 

  

 

Roger Martin-Fagg 

 

Economic Update September 2011 
 



 
 

Economic Update September 2011 

The recent market turmoil 

 

The collapse and current volatility in most western equity markets is consistent with what we know about how our 

brain works in times of stress. 

 

During our evolution our brains developed three distinct parts. The first to evolve is a central core which is structured 

to ensure our survival. It responds rapidly to perceived danger and controls reflexive behaviour by shutting down 

bodily functions which are in shock: this is the basic instinct designed to allow us to survive. 

 

The second part came later; this controls social desires and emotions such as intuition, sexual urges, anger, 

unhappiness and so on. 

 

The third part which is the last to evolve is the rational, sophisticated thought section. Under normal circumstances 

this part dominates, but in a crisis we revert to the central core and go into survival mode. This is why the model of 

rational market behaviour is so flawed. Markets are driven by individuals who can quickly switch from the rational 

assessment of the environment to the irrational, instinctive and herd like response. This is what we have witnessed 

and will continue to witness as individuals begin to realise that there is very little Government (ie other people) can do 

about the macro-economy. 

 

When this happens our time horizon moves from the longer term considered view of things to an immediate knee-jerk 

response. And we cry out for leadership ie for another human who can show us the longer time horizon and create in 

us a greater sense of security. When we are in this state of mind we tend to believe anything if we think it improves 

our chance of survival. 

 

Alas all the economic forecasting models do not embody this thinking in any way. Expect a lot more turbulence, but 

remember keep your head when all around you are losing theirs. 

 

 

China 

 

The growth of China over the last three years has been turbocharged by domestic credit expansion as State controlled 

banks were instructed to lend. The loan ratio has doubled from 90% of GDP in 2008 to 200% this year according to the 

IMF. 

 

The consequence is heavily indebted local Government who have $1.7 trillion of debt, and huge speculative purchases 

of property.  As you can see from the chart below, the real price of property has risen nearly 50% in two years. The 

price income ratio for property in the coastal cities is now 20. For the UK it is 6.   



 

But the central bank has been keen to deflate the bubble without puncturing it. It has certainly succeeded in 

moderating the growth in money and credit by increasing the banks’ reserve ratio to 21.5%. Broad money growth 

(M2) has dropped from 20% to 12% per annum. Demand for electricity (the best indicator of activity in China) has 

been flat throughout the summer, export orders fell 3.3% in August. Fitch believe that non

from the current 2% to around 25%.   

 

China is well positioned for a banking crisis, and a period of lower growth, but it will not look like a Western slow 

down. They will still manage 5-7% growth. And the Government will supply whatever capital the banks require.

 

It is worth considering how the Chinese created su

revenue centrally and 25% at the provincial Government level. But 90% of the spending is by Provincial Government. 

Central Government exerts huge directional power over local Government. Of the

comes from taxation of state owned enterprises, 25% from private companies and foreign enterprises. Just 5% from 

taxes on spending, and only 20% from personal taxation. China is a cash 

worked out how to avoid paying tax. My guess is that for as long as the Politbureau keeps it this way, their all powerful 

position is secure, and unlike democracies, huge financial muscle can be directed quickly to sectors and regions as 

required. 

 

But a fundamental problem exists. As a proportion of GDP, consumption spending continues to fall, from 48% in 1998 

to 36% last year. China is investing far too much and consuming too little.
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The target is 7% annual real GDP growth. I guess they will deliver that for the next three years driven by ever more 

state owned enterprise investment then it will slow to 3-5% due to loss of export markets as they price themselves out 

and the demographics begin to have real impact. 

 

Banks and Banking 

 

The Vickers Report is now going through a consultation period. It quite rightly has said that large integrated banks like 

Barclays must not use retail deposits to fund risky proprietary trading (Barclays deny that they do this). We have seen 

just how risky this can be: Mr Adoboli, a trader at UBS managed to lose $2Bn when the Swiss central bank 

unexpectedly intervened to depress the price of the Franc. UBS has sufficient shareholders funds, (core tier 1) to 

absorb this loss, so no depositors will lose. However it shows that investment banking has become a casino, and 

should never enjoy implicit (via the central bank) or explicit (via capital injections) taxpayer support. 

 

We have another positive feedback loop at work here. Basel three and Vickers are designed to make the banking 

system safer. But the transition period is actually making things worse. For example the supply of credit to the bedrock 

of the UK economy, small business continues to fall. 

 

This is partly due to a lack of demand as small companies work hard to reduce their debt, but it is mostly due to an 

increase in perceived risk in the credit approval systems of banks. The feedback loop is simple, banks are lending less 

because they see the economy slowing fast, but this makes it worse. 

 

A dangerous lack of joined up thinking 

 

The Institute of International Finance (IIF) has pointed out that the combination of Basel 3 and the EU Insurance 

industry Solvency 2 regulations will make life even more difficult for Europe. It means European Banks will find it 

difficult to meet Basel 3 regulations quickly. The Banks need $2,000 Bn of core tier 1 capital, and to issue $3,500Bn of 

medium to long term debt to be Basel 3 compliant. 

 

In the past Banks have obtained funds from insurers who need long term assets to match their long term liabilities. 

They currently hold 60% of medium to long term bank debt. But Solvency 2 reduces the incentive for insurers to hold 

long term assets (bank debt) . For example the capital charge for an insurer holding a 10 year BBB bond would be 

1.26% higher than for holding an equivalent one year bond. This will encourage them to hold shorter term debt and 

give the banks a funding problem. All the banks can do to be compliant is deleverage much more quickly thus reducing 

the quantity of bank credit and its counterpart the money supply. It is examples such as this which are significant 

drivers of positive feedback ie things are put in place designed to make the system more stable but which actually in 

the shorter run make it worse. 

 

In this transition period, Government could do something really useful. They should allow banks to securitise SME 

loans, and ask the Bank of England to purchase these securities with new money. This form of quantitive easing would 

keep banks lending to SME’s whilst simultaneously allowing them to become Basle 3 compliant. 

 

Basel 3 will require US and European Banks to double their profits by 2015, they need to find an extra £350Bn. To 

achieve this they will need to reduce their cost base by around 6% a year for the next 4 years. Most Banks in the West 

have never reduced their absolute cost base. They improved their cost income ratio by selling more debt. It will be a 

huge cultural challenge for them to work more on the cost line than the revenue line. 

 

 

 



 

The Bank of England recently published their assessment of the impact of Quantitative Easing. The Bank concludes 

that QE prevented a double dip, increased inflation by 1.5%, increased household wealth by 16%, increased real 

output by 2%. Impressive claims. I would argue

inflation, than benefited from the increase in share prices. Middle England 

house. I see no evidence that wealth has increased for this the

reverse, real incomes and real spending is falling. But I guess the Bank is trying to make t

QE later this year. 

 

The UK Economy and its prospects 

The immediate outlook is poor, unless fuel and food prices fall significantly in the next three months. Household real 

incomes are falling by nearly 3% year on year. This is reflected in retail sales data: sales volumes are flat. We will 

experience a mild double-dip at the end of 

even notice it, but the political impact could be considerable with the opposition claiming it could have been avoided. 

This isn’t true, but the point will be made ad nauseam. Base 
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UK Retail Sales 

 

 

 



 

 

 

 



 

As I have said before, the problem is corporates

Governments cannot do anything about this apart from taxing cash holdings which I wouldn’t advise!

 

Please note that Government sector deficits are the mirror image of Private sector surpluses. The

feedback loop in operation: USA companies are holding on to cash because they see Congress divided and not in 

control of things, they see a weak President, they see an increasing number of opportunities to purchase weaker 

competitors at fire sale prices and finally they note that the prospects for domestic demand expansion are poor. The 

Obama incentives to hire more workers will 

sector deficit. Most companies employ more people when the order book is growing fast and it exceeds existing 

capacity. Reducing payroll taxes just allows companies to increase their cas

 

The USA 

 

The chart below makes an interesting point about the USA

 

 

It shows that adjusted for population growth, and inflation and excluding fuel, retail spend is at the same level as in 

1998.  When 70% of total GDP is consumption spending, this suggests that the 

real GDP numbers over the next 12 months. Events in Europe are not helping sentiment in the USA, in the second 

week of September 2011, US banks stopped lending to European banks (

provision). But it is indicative of how corporate brai

grasp at straws with his proposed wealth tax.
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Europe 

 

The fudge rumbles on, waiting for the inevitable which will be a Greek default and some significant capital injections 

by the French and German Governments to shore up selected banks. This will result in EU rules on Government 

support being either ignored or rewritten. 

 

The German electorate is rejecting Angela Merkels’ CDU party as Germany becomes more Eurosceptic. This is another 

tightening of the screw as slowly but surely Brussels begins to accept that if the Euro is to survive, Germany must leave 

the system or the two tier system must be created. We can be sure that the markets will move faster than the political 

process and there will be a seismic shift sooner rather than later. 

 

The end of the Euro will be the beginning of a more dynamic Europe, and force Governments to raise the retirement 

age to offset the drain on the public purse of their aging populations. The alternative, a Federal Europe of current Euro 

members will just not work because the Germans will still end up underwriting the profligate south (and Belgium). 

 

How can a business prepare for this event? Plan to have your revenue and expenses matched by currency type. This 

will protect your margin in the event of big swings. When the markets agree on the inevitable there will be 

considerable volatility. This will create large short run swings in Dollar, Euro and Sterling rates. Sterling is likely to trade 

closer to $1.50 than $1.65, but against the Euro it could move between parity and 1.25 

 

If Greece leaves the Euro, it will also default. Portugal might follow, but I don’t believe these together will cause a 

major economic crisis. If Germany leaves the stakes are much higher. 

 

Conclusion 

 

The global economy will slow down to about 3% year on year growth as Brazil, India, China reduce their inflationary 

growth rates. Europe will stagnate with zero growth. The UK will have a mild double dip, and probably the USA too. If 

the oil price drops to $90 or below, Russia will slow down significantly, but the USA will avoid double dip. Over the 

next five years we can expect a saw-tooth pattern for GDP in the West with sustained growth not returning until circa 

2015. 

 

How to survive and expand your business under these conditions? Keep it simple, communicate with and motivate 

your employees, pay them what you can afford, find out what two or three things make the biggest difference for your 

customers, and deliver them consistently. Have fun! 

 

Roger Martin-Fagg  

September 2011 

 

Rmfagg@aol.com 

 

 

 

 

Vistage International (UK) Ltd 

One Crown Walk, Jewry Street 

Winchester, Hants SO23 8BB 

Tel: 01962 841188  Fax: 01962 841161 



 
www.vistage.co.uk 


