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KEY MACROECONOMIC 
DEVELOPMENTS

•  The slump in post-crisis investment worldwide 
 explains as much of the low-rate phenomenon as the 
 global saving glut
•  The slowdown in U.S. cyclical activity was long-
 coming, but mixed signals suggest that a recession 
 remains at bay
•  September’s repo market disruption is no immediate 
 cause of worry but may complicate monetary policy 
 going forward

This month, we move on to the most volatile component 
of GDP: investment. We focus on the comparatively 
recent post-crisis record on capital expenditures, and 
also touch on a number of longer-run trends, especially 
as it pertains to global patterns of saving necessary to 
fund capital formation. We also return to an examination 
of cyclical dynamics in the world’s largest economy, 
with a close look especially at manufacturing and 
housing. Finally, we close with thoughts on how recent 
financial markets shocks do not lend themselves to easy 
analogies to 2008, but nevertheless raise concerns for 
the efficacy of macro policy.

GLOBAL: THE POST-CRISIS 
INVESTMENT SLUMP

In 1987, Robert Solow, an economist from MIT, won the 
Nobel Memorial Prize in economics for his contributions 
to the theory of economic growth. The central insight 
of Solow’s model—today christened the Solow-Swan 
model, in recognition of the independent but related 
discovery of the model’s mechanisms by Australian 
economist Trevor Swan—is that the accumulation 
of physical capital and labour (so-called “factors of 
production”) were how economies grow and prosper. 
Although the ideas were originally applied in an attempt 
to understand the dynamics of growth in industrialised 

economies, the cleanness of the formulation meant  
that the model quickly became the workhorse approach 
to understanding the process of economic growth, 
more generally.

Key to the Solow model is the importance of saving, 
which is used to finance the investment necessary for 
capital accumulation, which in turn drove the process 
of growth beyond the more mechanical (and less 
controllable) process of labour and population growth. 
We had already touched on how demographics need 
not be destiny in last month’s Outlook. This month, we 
look to labour’s complement—capital—and, especially, 
how investment has fared in the aftermath of the global 
financial crisis of 2008, now a full decade one.

Some context is probably helpful. Given the severity 
of the crisis, many observers at the time surmised 
that the recovery would be gradual and prolonged. Of 
course, this need not be the case after severe financial 
crises. Asian economies—with perhaps the exception 
of Indonesia—staged a fairly solid V-shaped recovery 
from their own regional crisis in 1998. Still, there was 
an argument from some quarters that it might be a 
prolonged slog out of the hole, and this would carry 
attendant consequences for long-term growth and 
investment. After all, if the financial system was reeling 
and in disrepair, credit creation would also be impaired; 
this would then short-circuit the intermediation of 
saving to investment and in turn growth, thereby leaving 
permanently scars from the crisis. These claims for an 
extended balance-sheet recession, raised by Harvard’s 
Ken Rogoff and Carmen Reinhart, but also especially 
by Nomura’s Richard Koo, were not widely accepted as 
necessary at the time.

Did investment end up weaker? This was definitely the 
case among advanced economies. While investment 
among the major developed markets (DMs) did bounce 
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back in the years immediately following the crisis 
(with the exception of the Euro Area, which endured a 
double-dip recession as a result of its sovereign debt 
crisis), capital formation as a share of output has pretty 
much stagnated in many economies since then (Fig. 
A). This is a little worrisome. While the global crisis did 
emanate, in large part, from housing markets—so one 
needs to take into account some degree of overbuilding 
and spare capacity—but one would nevertheless 
expect that, a whole decade after the crisis, fixed asset 
investment in residential properties would be well on 
the path toward normalcy. This does not appear to be 
what we observe in the data, however.

Indeed, investment in the Euro Area is only a hair 
above the rate prevailing in 2009, and while the United 
Kingdom initially staged a steady recovery, Brexit-
related uncertainty appears to have eroded investor 
confidence and led to a paring back of investment 
(from a peak of 17.3 percent at the end of 2017, to 16.7 
percent in the most recent quarter). And in the United 
States, investment has essentially gone nowhere 
since 2015.

Looking at the more disaggregated data for the U.S. 
provides some additional insight into what exactly 
is going on (Fig. B). This breakdown reveals that 
investment by households has been a drag, but only 
since 2018; prior to that, the residential investment 
upswing was even more pronounced than that of 
business investment. In contrast, investment by 

corporations underwent a soft patch between 2015 
and 2016—likely the consequence of the well-
documented manufacturing mini-recession at the 
time—and while this has picked up since, it has been 
by dint of equipment investment, with investment in 
structures lagging significantly behind.

Taken together, the message appears to be that a 
combination of cyclical elements—from diminished 
spending on equipment in 2015 and 2016—and 
structural  elements—both below-trend spending by 
firms on structures, and consumers on housing—are 
responsible for less-than-exciting investment prints. 
Assuming that this pattern is common across DMs, 
the problem of low levels of investment appears to 
be a multifaceted one. So those that claim a simple 
justification for the post-crisis investment dropoff are 
certainly missing part of the bigger picture.

Going forward, our impression is that economic policy 
uncertainty will be the biggest drag on investment 
worldwide. And much of this policy uncertainty stems, 
in turn, from trade-related elements. Economists at 
Stanford and the IMF recently applied textual analysis 
to the newsflow to distil the degree of uncertainty 
prevalent in the global economy. What they found 
was that while uncertainty has been with us for a long 
time—certainty surging during periods of geopolitical 
and macroeconomic uncertainty such as the events 
immediately following Sep 11, 2001, and the U.S. fiscal 
cliff coupled with the European sovereign debt crisis 

Source: Thirdrock calculations, from Datastream.
Notes: Seasonally-adjusted fixed investment shares of total GDP.

FIG. A: THE INVESTMENT RATE IN MOST MAJOR 
DMS HAS REMAINED RELATIVELY LACKLUSTER 
AFTER THE GLOBAL CRISIS 
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FIG. B: WHILE EQUIPMENT INVESTMENT HAS BEEN 
ROBUST IN THE U.S. POST CRISIS, THE SAME 
CANNOT BE SAID FOR OTHER COMPONENTS
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“ While 
investment 
among the major 
DMs did bounce 
back in the years 
immediately 
following the 
crisis, capital 
formation has 
stagnated in 
many economies 
since then. ”

in late 2012—the degree of uncertainty today is more 
influenced by trade-related news (Brexit, as well as 
the Sino-American trade war) than over the past two 
decades (Fig. C).

Source: Thirdrock compilation, from Ahir, Bloom & Furceri (2018)
Notes: World uncertainty and trade uncertainty constructed from 
instances of "uncertainty" identified from textual commentary on 
world affairs. The WUI is normalised to an average of 100 over the 
time period 1996Q1 to 2019Q3.
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FIG. C: THE RECENT DEGREE OF TRADE-
RELATED UNCERTAINTY AT THE GLOBAL 
LEVEL IS UNPRECEDENTED IN THE MODERN 
GLOBALISATION ERA

Uncertainty
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None of this is good news, especially for open 
economies worldwide. The Euro Area, in particular, 
tends to rely more heavily on trade, especially in 
recent years, with China now a close second behind 
the United States as a trading partner to the zone. 
As a result, investment in the region tends to be 
more sensitive to such trade-related uncertainty (Fig. 
D). Moreover, the uncertainty double-whammy for 
the Euro Area stems from not just trade war-related 
matters (in addition to possibly suffering collateral 
damage from the Sino-U.S. war, the EU has also 
been explicitly hurt by commercial policy action, 
most recently by WTO-sanctioned tariffs over Airbus 
subsidies), but also from the ongoing Brexit issue 
(our position, reiterated many times before, is that 
while Europe will far relatively better than the UK over 
Brexit, it will nonetheless be a drag on performance in 
the region, especially for economies such as France, 
Germany, the Netherlands, and Spain with greater 
trade/finance exposures).

Investment patterns have not been that much better 
among the major emerging markets (EMs), although 
it should be kept in mind that such economies, almost 
by definition, begin from higher bases in terms of 
investment rates (whether or not these higher rates 
translate into productive capital is another matter; the 
evidence suggests that EM investment effort tends to
exceed realised economic gains). Regardless, the 

FIG. D: TRADE-RELATED UNCERTAINTY CAN BE 
ESPECIALLY CORROSIVE FOR INVESTMENT IN THE 
EURO AREA, GIVEN THE REGION'S OPENNESS
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The steady decline in Chinese investment rates—from 
a little above 45 percent to 42 percent presently—is, 
of course, more than welcome for an economy that is 
attempting to rebalance toward a more consumption 
and domestically-oriented economy (some may 
even argue that the decline, while significant, 
remains too slow). In contrast, the decrease of more 
than 5 percentage points in the Indian investment 
rate is much less welcome, especially in light of 
how the economy’s manufacturing sector remains 
underweight, and its capital stock, at around 2.6 times 
that of output, still substantially below that of its BRIC 
peers (exempting Brazil). And speaking of Brazil, its 
investment contraction—while expected in light of 
the economy’s struggles over the past few years—
will undoubtedly become a source of weakness in 
potential output in the years to come.

Turning to the longer run, support for investment 
relies, of course, on the available saving stock (to 
be clear, investment financing may be available 
in the short run via central bank support for credit 
creation by the financial sector—see our discussion 
on the operation of modern monetary policy later in 
this Outlook—but in the long run, capital formation 
requires forgone consumption, either by the private 
or public sector). While economy theory suggests 
that such financing should simply flow across borders 
to locations of the highest (risk-adjusted) return, 

in reality, the vast majority of investment is funded 
by domestic saving (a phenomenon known as the 
Feldstein-Horioka puzzle, after the co-discoverers 
of this finding). In particular, reliance on foreign 
direct investment may be a viable model for smaller 
economies (such as Singapore during its rapid growth 
phase), the same becomes much harder to pull off 
when the economy—and hence investment needs—
are much larger in absolute terms.

In this regard, it is clear why East Asia and, to a 
lesser extent, South Asia has performed so well in the 
global race to build capital. These two regions simply 
save more (Fig. F). East Asia fulfills the standard 
stereotypes, and has historically put aside a little 
more than two-fifths of every dollar earned. This 
suggests that if the economies of South Asia wished 
to supercharge growth in a manner that emulates the 
experience of its eastern neighbours, it would need to 
do more to boost domestic saving rates. In particular, 
saving rates in South Asia tend to be especially poor 
in the corporate sector (household saving in India and 
China, for example, are actually comparable), which 
suggests the need for more South Asian firms to retain 
earnings for reinvestment in their business expansion.

investment numbers for all four major EMs have also 
trended down since the crisis (Fig. E).

FIG. E: AMONG MAJOR EMS, THE INVESTMENT 
RATE HAS ACTUALLY FALLEN, REFLECTING WEAK 
INCENTIVES FOR CAPITAL ACCUMULATION
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FIG. F: GROSS SAVING PATTERNS DIFFER 
BY REGION AND INCOME GROUP, BUT ARE 
GENERALLY SIGNIFICANTLY HIGHER IN ASIA
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By a similar token, the surfeit of home saving in Latin 
America can probably go some distance in explaining 
why the region has had a fairly lackluster record for 
elevating its potential output (the same could be said 
for Eastern Europe, but these economies benefit 
from greater integration with high-income/low-return 
Western Europe, although in all fairness the region’s 
saving rate has averaged more than 6 percentage 
points higher than that of Latin America).

It’s worth taking a step back to consider what all  
this means for the macro performance and, of  
course, assets. In the final analysis, the saving-
investment relationship is intermediated by the 
financial system via returns, and so understanding 
how returns are likely to evolve in the years and 
decades ahead are critical.

Here, there are at least three major schools of 
thought. The first, exemplified by a report issued by 
the folks at the McKinsey Global Institute almost a 
decade ago, is that demographic changes would 
slash global saving, even as fast-growing EMs 
worldwide were building up their capital stocks; the 
result would be an inexorable rise in interest rates for 
the foreseeable future (the report was aptly named 
“Farewell to Cheap Capital”). In contrast, many 
academics—most notably Harvard’s Larry Summers 
as well as former Fed chief Ben Bernanke—stressed 
the possibility that the global savings glut would more 
than swamp investment needs, leading to a prolonged 
period of low interest rates prompted by “secular 
stagnation” (a term that dates back to the economist 
Alvin Hansen’s speculations following the Great 
Depression). Over the last decade, the academics 
appeared to have made the better call.

We had always seen ourselves as belonging to the 
final camp: those that hold the view that while rates 
may seem low now, they would eventually rise as 
investment needs from the still-significant investment 
needs of the developing world prompted greater 
competition for capital (consistent, to some extent, 
with the McKinsey view), but that rising rates would 
eventually do their work of placing a cap on such 
demands for capital, inducing a gradual slowdown and 
keeping a lid on global yields. While this thesis has yet 
to be tested against time, it’s fair to say that we do not 
hold the deep pessimism of those that only see low 
rates forevermore.

Nevertheless, the present reality of a low rate-low 
inflation world cannot be dismissed, which means that 
investors need to be aware that the global hunt for 
yield remains. But as we’ve also highlighted before, 
pockets of yield pickup still exist from selected EM 
economies in possession of sound credit ratings 
(Korea, Indonesia, Thailand), and the occasional yield 
spikes we continue to witness are, in our view, hint 
at the possibility that in the medium-term future, we 
could still witness a return of scarcer capital yet.

UNITED STATES: IN SPITE OF 
APPEARANCES, A RECESSION NEXT 
YEAR ISN’T QUITE A DONE DEAL

With the Euro Area economy stumbling on the back 
of weak German growth, Japan’s still-unconvincing 
growth outturn this year, and the United Kingdom 
continuing to shoot itself in the foot (and the back, 
and the head) with Brexit, we are left with the United 
States holding the fort as (still) the shiniest knife 
in the drawer of DM economies. Moreover, as the 
world’s secondlargest economy proceeds as planned 
with its previously-broadcast gradualist slowdown 
(exacerbated, undoubtedly, by the ongoing Sino-
American trade war), markets have taken comfort 
in the comparative prospects of the world’s largest 
economy. At first glance, then, America really does 
seem to have been made great again.

Such a view, we would argue, remains premature, 
although we would be the first to acknowledge that 
our initial call of a possible recession in 2020 now sits 
much more within the consensus (perhaps too much 
within; the survey of forecasters conducted by the Wall 
Street Journal, for example, pegs almost 50 percent of 
respondents expecting a recession next year, but if we 
were to take this share as the implied probability of a 
recession, we would actually argue that it is too high).

In this quick review of the cyclical state of the U.S. 
economy, we hope to communicate at least two 
messages: first, that cyclical indicators have not 
actually improved much over the course of 2019 (and, 
if anything, they have deteriorated, consistent with the 
lower GDP prints of late); and second, that we have 
not altered our view that a mild recession in 2020 
could occur (albeit not our base case), even taking into 
account the monetary policy easing that has already 
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FIG. H: THE MANUFACTURING SHOCK NOW 
APPEARS TO HAVE SPILLED OVER TO THE 
SERVICES SECTOR, WHICH HAS BEEN DECLINING

IMPORTS

FIXED INVESTMENT
GOVERNMENT EXPENDITURE

Source: Thirdrock compilation, from ISM/Datastream.
Notes: ISM manufacturers and nonmanufacturers composite indexes. 
Nonmanufacturing ISM not seasonally adjusted. Red dashed line is 
indicative recession threshold for each series, below which indicates 
contraction. Shaded areas capture NBER-dated recessions.
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What is perhaps more telling is how this weakness in 
the secondary sector now appears to be spilling over 
into the tertiary sector. Services are a much larger 
share of the modern U.S. economy—the sector’s 
value-added is 77 percent, compared to a mere 11 
percent for industry—and it certainly has the capacity 
to power the overall economy along even in the 
presence of a nontrivial manufacturing slowdown.

Unfortunately, the data here aren’t that promising, 
either. Unlike in 2015, when the nonmanufacturing 
index (NMI) from the Institute for Supply Management 
(ISM) stayed afloat over the course of the entire year, 
the NMI has steadfastly followed the manufacturing 
purchasing managers’ (PMI) index down (Fig. H). 
While the NMI remains in expansionary territory 
(any value above 50 represents a month-on-month 
increase, with values below 50 a decrease), it fell 
sharply in September to 52.6 percent, and is skirting 
an amber zone of caution. What’s more, the new 
orders subcomponent of the PMI—traditionally,
our favoured leading indicator with a solid track record 
of what lies ahead—has registered significantly 
negative values for two consecutive months. On the 
flip side, an alternative PMI constructed by Markit 
Economics does point to a bottoming of manufacturing 
activity round about August, so some observers are 
finding comfort in that possibility. We generally look 
at indicators in tandem, and so await corroboration 
of a bottoming (if true) from the ISM measures before 
declaring victory.

precipitated thus far. In spite of all that, however, we 
want to stress that even while we remain firmly in the 
camp that believes that a recession is possible, we do 
not think it is probable (that is, it is not our base case).

We start by looking at the manufacturing sector, 
which has been the sector at the forefront of the 
current weakness. In particular, we want to contrast 
the present weakness to the 2014/15 mini-recession, 
and ask if there are any material differences (recall, 
that instance did not result in a recession). Comparing 
the two, it is clear that the downturn in both hours 
and production is more severe this time round (Fig. 
G). Hours only went sideways in 2015, while sectoral 
employment actually just kept on growing through 
the slowdown (although it did dip slightly a year 
thereafter). In mitigation, the drop in production does 
not appear to be as persistent in 2019; some have 
even gone on to argue that there are tentative signs 
of a bottoming in industrial output. We would reserve 
judgement there—evaluating the month-to-month 
squiggles in noisy manufacturing output data is a task 
best left to chartists and astrologers—but our take is 
that the sector looks, on balance, to be worse-off than 
four years ago.

IMPORTS

FIXED INVESTMENT
GOVERNMENT EXPENDITURE

Source: Thirdrock calculations, adapted from Chinn (2019)/FRED
Notes: Natural logarithms of manufacturing employment of 
production and nonsupervisory workers, aggregate hours of the 
same, and manufacturing production, all normalised to 2014M11=0.
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“ The response of 
the U.S. housing 

market to more 
relaxed financial 
conditions offers 

support to the 
overall economy 

at a time where 
it needs some 

cylinders firing. ”

Profits for the corporate sector as a whole tell a similar 
story. There is no doubt that reported earnings have 
disappointed, but what is crucial here is that they 
have not disappointed as much as expected. Need 
we be reminded of bold calls earlier this year about 
a massive earnings recession on the cards? While 
some commentators have not retreated from such 
bold proclamations, reported earnings have not gone 
into freefall, and sectors such as financials and energy 
have even expanded healthily.

Production is, of course, only one side of the 
American economy, and many have pointed to 
the overall resilience of the U.S. consumer. We 
generally agree with this take, to an extent. While 
consumption certainly does constitute close to 70 
percent of GDP and contributes around the same 
share to GDP growth, it should be kept in mind that 
business cycles contractions only involve a slowdown 
in consumption spending half the time. Indeed, it is 
almost by definition that the business cycle is the 
result of fluctuations in the most volatile component 
of GDP; that is, investment. So we do want to focus 
on the aspects of household spending that are more 
sensitive to business cycle developments, such as 
durable goods expenditure and residential investment.

Durable goods spending has, thus far, mostly held up, 
although the numbers for the first two quarters of this 
year are growing noticeably slower than a year ago (at 
2.1 and 3.2 percent, respectively, versus 5.0 and 5.6 
in the first two quarters of 2018). Given how spending 
on consumer durables never really contracts all that 
much in a recession anyhow, the deceleration does 
not bode well.

In contrast, while overall residential investment as a 
share of output appears to have topped out at the end 
of last year before turning clearly downward, both new 
housing starts and new home sales appear to have 
bounced back from the dip last year; new home sales 
even looks like it may not have even plateaued (Fig. 
I). Similarly, existing home sales strengthened over 
2019. On net, we feel that the response of the housing 
market to more relaxed financial conditions—after 
all, mortgages are extremely interest rate sensitive—
offers support to the overall economy at a time where 
is needs at least some cylinders to be firing, are a 
validation of the actions of the Fed in executing its 
so-called “mid-cycle adjustment.”

FIG. I: HOUSING IS ONE BRIGHT LIGHT IN THE 
INCREASINGLY- GLOOMY MACRO OUTLOOK, AND 
RECENT DATA SUGGESTS SOME STABILISATION
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Source: Thirdrock calculations, from Datastream
Notes: Housing starts are volume of new private housing starts, new 
home sales are volume of new single-family housing, and residential 
investment is private domestic investment in residential capital 
stock as share of GDP, both in current USD. Gray bars are NBER-
designated recession dates.
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Taking a step back from sectoral performance, the 
broader set of leading indicators do not lend much 
confidence that the recent decline in overall vibrancy 
of the U.S. economy. There have been dips in the 
leading indicators, of course, without the economy 
ploughing on toward recession; in fact, over the 
course of the current cycle, such dips have already 
decelerated twice prior to the present one (Fig. J). But 
whether we see a recovery or a continued slide is the 
relevant question at the moment, and this is one that 
the leading indicators, alas, cannot quite answer (at 
least, not yet).
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FIG. J: A BROADER SET OF LEADING INDICATORS 
DO NOT LEND MUCH CONFIDENCE THAT THE 
RECENT DECLINE WILL END SOON
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Source: Thirdrock compilation, from Conference Board/Datastream.
Notes: Leading economic index (2010=100) comprses 10 
differentially-weighted leading indicators drawn from labor, 
manufacturing, housing, financial, and consumer confidence
measures. Gray bars are NBER-designated recession dates.
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One more quick point: although the 3-month/10-
year spread on the yield curve (our preferred spread 
measure with the best recession forecasting track 
record) recently uninverted, we want to caution 
against putting too much stock into this development 
as a flag that the all-clear signal has been sent from 
the bond market. After all, reversals of an inverted 
yield curve a fairly typical prior to recessions, and in 
fact this flip, perhaps ominously, has occurred prior to 
the recession onset over the past three cycles. The 
relevant question is whether the Fed’s actions have 
been rapid enough to forestall the decline in economic 
momentum, or whether the recession is well and truly 
baked into the cake.

Our subjective probability would adjust this objective 
number upward by a few notches, but as it stands, we 
think that the likelihood a recession next year stands 
at about 20 percent, which is why a recession is still 
not our base case. Stay tuned, as always, but for the 
moment, we would definitely encourage investors to 
take a deep breath, and not hyperventilate about a 
U.S. recession quite yet.

So in a final analysis, we turn to our quantitative model 
of recession probability, built around both economic 
fundamentals as well as financial sector measures. 
On this basis, it is difficult to argue the case for an 
impending recession, even as far as a year ahead; 
the model’s 12-month-forward prediction for recession 
stands at 0.2 percent, noticeably lower than even 
the 2015 blip (Fig. K). And while we do not want to 
necessarily bet all our chips on the basis of a model, 
however sophisticated, it does offer an objective 
translation of the totality of the high-frequency data 
into whether recession risks are elevated or not.

FIG. K: IN SPITE OF PESSIMISTIC PRODUCTION 
PRINTS, OVERALL DATA HAS PARED BACK FROM 
INCREASED RECESSION LIKELIHOOD NEXT YEAR
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Source: Thirdrock calculations, using ISM/Datastream.
Notes: Recession probability based on a multivariate probit model, with 
constant. Coefficient for independent variables computed with Huber-
White robust standard errors, and are all significant at standard levels. 
Independent variables include ISM PMI, consumer confidence, auto 
sales, housing starts, initial claims, the unemployment rate, the 12M 
lagged 10Y/3M treasury yield spread, and the DJIA index. Gray bars 
are NBER-designated recession dates.
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“ As it stands, 
the likelihood 

of a recession 
next year stands 

at about 20 
percent, which is 
why a recession 

is still not our 
base case. ”
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MARKETS: MODERN MONEY 
CREATION AND THE REPO RUMBLE

Over the course of the third week of September 2019, 
the repurchase agreement (repo) market—a money 
market for collateralised borrowing and lending used 
by financial intermediaries and large nonfinancial 
corporations to meet their overnight liquidity needs—
experienced sudden and unexpected stress. At one 
point, the overnight repo rate surged to almost 10 
percent; the unexpected shock quickly spilled over into 
other short-term money markets, even causing the 
Fed’s key policy rate to breach the upper bound of its 
target range (Fig. L).

The repo market is, for the average man on the street, 
a fairly esoteric (if staid) market with little relevance 
to most investment decisions. Yet it is a key part of 
financial plumbing, and the discord felt there last 
month certainly harkened back to an analogous—
albeit contextually distinct—incident in the same 
market in August 2007, when a run on repo presaged 
the full panic that was to unfold in the second half  
of 2008. The repo run in 2007 wasn’t the only market 
shaken back then, of course; a few of us recall the 
so-called quant meltdown, where many hedge funds 
recorded massive losses and were forced to close. 
An analogous event—afflicting sophisticated market 
participants—also unfolded in the second week of 
September, as funds pursuing momentum factor 

strategies saw a large reversal and suffered a  
major selloff. 

To understand why a well-functioning financial sector 
is so instrumental to the operation of a modern 
economy, it is probably worth taking a brief theoretical 
digression on the nature of modern money creation. 
Unlike what we read in the textbooks—and what must 
ultimately result in the long run (as discussed in the 
first part of this Outlook), the process of credit and 
money creation is not led by deposits and savings. 
Instead, when banks extend loans to firms, they 
simply go ahead and credit the consumer sector with 
deposits created out of thin air (this ensures that the 
asset, in the form of fresh loans, is balanced by the 
bookkeeping entry of a liability, which are the new 
deposits). So on a day-to-day basis, money is in fact 
created by banks, rather than by savers who place 
deposits into bank accounts, which the banks then 
intermediate to borrowing firms. 

Moreover, the role of the central bank isn’t to 
determine the quantity of loans and deposits in the 
economy (and hence, by extension, the quantity 
of reserves each bank must hold in accounts at 
the central bank), at least not directly. Rather, 
monetary policy in the modern economy is effected 
by establishing the price of reserves, namely, the 
interest rate. So while monetary authorities like the 
Federal Reserve do ultimately control the rudder for 
pouring new money into the economy, it relies heavily 
on the banking system to execute this mandate (by 
their willingness to lend). That’s why the aftermath 
of the financial crisis was so prolonged in Europe 
and relatively less severe in the United States: the 
Fed was able to relieve the plumbing pressure more 
definitively than the ECB, which enabled American 
banks to confidently lend to businesses (and each 
other) relatively soon after the crisis ended.

All this makes obscure credit events like what 
happened in September more worrying. Although 
there are entirely justifiable reasons why the repo 
market experienced its mid-month shock—the cash 
shortage was in large part due to a large number 
of corporate tax payments coming due at the same 
time, and exacerbated by primary dealers seeking 
funding to settle new Treasury issuance—but when 
we see signs of potential short circuits in key financial 
markets, we are led to wonder whether the selfsame 

FIG. I: ALTHOUGH THE RECENT DISLOCATION IN 
FINANCIAL MARKETS MAY BE OBSCURE TO MOST 
OBSERVERS, THE SIGNALS BEAR WATCHING
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Source: Thirdrock compilation, from Datastream.
Notes: The repo rate is the overnight rate weighted by the volume 
of on-the-run Treasuries and General Collateral, transacted by 
participating broker-dealers. The Fed Funds rate is the weighted 
effective rate among New York broker-dealers. The dashed gray 
lines are the upper and lower target bands for the Fed.
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INVESTMENT TAKEAWAYS

Weak investment worldwide means little impetus for 
a rapid rise in long-term interest rates, even if global 
saving recedes; the low-rate world may be with us a 
while yet, but we do not believe that this will persist 
in the medium to longer run. Still, when coupled 
with late-cycle dynamics in the U.S. and ever-more 
present signs of recession in certain DMs, our broad 
recommendation to stay long duration remains. Equity 
markets in the U.S. have gone strength to strength, 
picking up every bit of positive macro/trade news, 
but valuations remain elevated and we continue to 
suggest staying overweight defensive sectors, turning 
to quality and/or low volatility as an additional factor 
tilt. Selective Asian EMs have become even more
attractive over time, as a tougher trade environment 

is now being factors into business decisions as 
part of the new status quo, and we foresee a nice 
tailwind that appears to be emerging with the end 
of the electronics/manufacturing cycle. As always, 
always remain vigilant to FX risk in these markets, 
while recognising that the combination of higher 
sovereign yields coupled with modest local currency 
appreciation could offer some nice leveraged gains.

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the 
World Bank, Jamus is also currently an Associate 
Professor at ESSEC Business School in Singapore.

“ Our broad 
recommendation to 

stay long duration 
remains, and we 

continue to suggest 
staying overweight 

defensive sectors. ”

market might seize up in other inopportune moments, 
thereby frustrating the efficient and effective 
transmission of monetary policy that would be 
necessary if other unforeseen shocks were  
to manifest.

We do not wish to overwork the analogy to the 
2007/08 crisis; after all, the more obvious imbalances 
then—principally in the real estate market—do  
not appear as forthcoming across financial markets 
this time (some commentators have stressed that  
the leveraged loan market looks fragile, but given  
its relatively small size, it remains to be seen whether 
it poses the same sort of contagion risk that the then-
relatively-small subprime market has for the broader 
corporate credit market). But even setting aside 
the possibility of a full-blown crisis, it is undeniable 
that what has now been the longest U.S. economic 
expansion on record sets the stage for financial 
market excesses—even if not as severe as in 2007—
that could come back to bite the economy when  
the tailwind from strong macro fundamentals 
eventually recedes.

All this to say that we regard our caution in equity 
markets—where we have recommended a shift 
toward defensives for more than a year now—and for 
the need to remain vigilant were one to chase yield. 
This is the case even if, as we argued in our previous 
section, no immediate recession is in the offing, since 
violent repricings in financial markets can occur even
absent any major macro motivations.
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GENERAL
The material is based upon information that Thirdrock considers 
reliable, but Thirdrock does not represent that it is accurate or complete, 
and it should not be relied upon as such.  Opinions expressed in this 
publication were produced by Thirdrock as of the date of writing and 
are subject to change without notice.  This publication is intended for 
information purposes only and does not constitute an offer or solicitation 
to any person in any jurisdiction.  Opinions and comments of the authors 
reflect their current views, but not necessarily of other Thirdrock entities 
or any other third party.  Other Thirdrock entities may have issued, and 
may in the future, issue other publications that are inconsistent with, 
and reach different conclusions from, the information presented in 
this publication.  Thirdrock assumes no obligation to ensure that such 
other publications are brought to the attention of any recipient of this 
publication.

This publication is for general circulation only. It does not form part of 
any offer or recommendation, or have any regard to the investment 
objectives, financial situation or needs of any specific person.  Before 
committing to an investment, please seek advice from a financial or 
other professional adviser regarding the suitability of the product for 
you and read the relevant product offer documents, including the risk 
disclosures.  If you do not wish to seek financial advice, please consider 
carefully whether the product is suitable for you.

INFORMATION / FORECASTS REFERRED TO
Although the information and data herein are obtained from sources 
believed to be reliable, no representation is made that the information 
is accurate or complete.  In particular, the information provided in 
this publication may not cover all material information on the financial 
instruments or issuers of such instruments.  Thirdrock does not accept 
liability for any loss arising from the use of this publication.  Important 
sources for the production of this publication are e.g. national and 
international media, information services (e.g. Reuters, Bloomberg 
Finance L.P.), publicly available databases, economic journals and 
newspapers (e.g. Financial Times, Wall Street Journal), publicly 
available company information, publications of rating agencies.  Ratings 
and appraisals contained in this publication are clearly marked as 
such.  All information and data used for this publication relate to past or 
present circumstances and may change at any time without prior notice.  
Statements contained in this publication regarding financial instruments 
or issuers of financial instruments relate to the time of the production of 
this publication.  Such statements are based on a multitude of factors 

which are subject to continuous change.  A statement contained in this 
publication may, thus, become inaccurate without this being published.  
Potential risk regarding statements and expectations expressed in this 
publication may result from issuer specific and general (e.g. political, 
economic, market, etc.) developments.

RISK
Past performance is not a reliable indicator of future results.  
Performance forecasts are not a reliable indicator of future performance.  
Particular risks in connection with specific investments featured in this 
publication are disclosed prominently hereinabove in the text of this 
publication.  Any investment should only be made after a thorough 
reading of the current prospectuses and/or other documentation/
information available. Past performance is not an indication of future 
performance.

MISCELLANEOUS
NEITHER THIS PUBLICATION NOR ANY COPY THEREOF MAY BE 
SENT, TAKEN INTO OR DISTRIBUTED IN THE UNITED STATES OR 
TO ANY US PERSON.

This publication may contain information obtained from third parties, 
including ratings from rating agencies such as Standard & Poor’s, 
Moody’s, Fitch and other similar rating agencies.  Reproduction and 
distribution of third-party content in any form is prohibited except with 
the explicit references made to the related third party. Third-party 
content providers do not guarantee the accuracy, completeness, 
timeliness or availability of any information, including ratings, and are 
not responsible for any errors or omissions (negligent or otherwise), 
regardless of the cause, or for the results obtained from the use 
of such content.  Third-party content providers give no express or 
implied warranties, including, but not limited to, any warranties of 
merchantability or fitness for a particular purpose or use.  Third-party 
content providers shall not be liable for any direct, indirect, incidental, 
exemplary, compensatory, punitive, special or consequential 
damages, costs, expenses, legal fees or losses (including lost income 
or profits and opportunity costs) in connection with any use of their 
content, including ratings.  Credit ratings are statements of opinions 
and are not statements of fact or recommendations to purchase, hold 
or sell securities.  They do not address the market value of securities 
or the suitability of securities for investment purposes and should not 
be relied on as investment advice.

Headquartered in Singapore, Thirdrock is a private limited company registered in Singapore. 
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