Good afternoon, ladies and gentlemen!
Let me call myself a financial guy. You are the persons in the world, who
make things happen, I am the one, who tries to find problems with it. I
think it is a good mixture.
There is also a great difference between the people who do what you do
and what I do. We tend to be bipolar. One day we are happy, the next day
we are very sad, then we are happy again and so on. But we are part of
this world and this reality. People report on this reality in different ways,
even though it is the same reality. It is relevant for me to tell you the
explanation of what is that we see and do. So you can make better
decisions. Unfortunately for you, what people like me think, will make a
difference in your business. This is basically how I want to present this to
you.
The first job, that I got in New York in 2000, was to be the economist for
Argentina and Colombia. All I had to know, was to know about inflation
and growth in these countries. A month ago I was in Costa Rica given a
speech to investors. There one person asked me about the change in the
Finance Ministry of Turkey. I had no idea. Unfortunately for me, the world
has changed so much, that if you don’t know, what is happening in
Greece right now and you are responsible for a bank in Argentina, you will
not be able to do your job.
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The world has become so globalized, that we need to know about
everything. That is a big problem. Therefore we have to simplify it. This
is how I simplify it: The world is a triangle. There are 3 corners of the
triangle, which are very relevant for all of us. The growth rate of China
and the other BRICs, the lingering risk whether the US is going into a
recession or not and the most important one, what happens, if the Euro
disappears.

What can I tell you about this? My goal is to give you some perspective
and you have to make the decisions taking into account the evidence as
it is right now.
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If you read the newspapers, you may come to the conclusion that we
are close to a recession in the US. But we are not and probably will not
be. Because according to the standard economic models, if the
monetary aggregates in the economy M2 (blue line) - the money that
flows, the bank deposits, the money that banks lend to people – is
going up, it is very unlikely that we go into a recession.
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This is how I project the US economy to go forward, all the way to the
end of 2012. SAAR means “Seasonally Adjusted Annualized Rate”. It is
quite unlikely that we will go into a recession.
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Here is why some people are worried. The surveys of expectations of
people show that the expectations are very low at this point in time. It is
difficult to understand, why this is so. If you talk to people in Brazil,
Chile or India, probably they are still very optimistic about the future, but
if you speak to the people in the US, they are pretty pessimistic.
However, there is one big difference between the expectations and what
you actually do.

Let me give you a personal example: I have two young children and
they like to go to Disneyworld. We live in Miami and we go every 3 to 4
months. For the last two years I have not been to Disneyworld on a day
where it is not completely packed with visitors and the waiting lines at
the attractions are hours long. The point here is, even though the
expectations are very low, Disneyworld is totally packed. People
continue to do the things they like to do. The threat of unemployment
has fallen significantly.
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If you look at the US after Bear Stearns and Lehman Brothers, it has no
precedent in history. The US fired 8.5 million people during the 2008
financial crisis. It never happened before, that you reduce the size of
the labor force by 7% in less than one year. That was a really painful
time for the US.
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But there is a difference between that time period and the one we are
going through right now. When I joined Bulltick, they had 10
economists, now we have 2 economists, me and Catherine, being in
New York right now. The bottom line of this story is: I can make
mistakes, but I still will not get fired from Bulltick, because who is doing
the research for Bulltick, if I am gone and Catherine, being pregnant in
her 7 month, will be gone? There is no room to fire more people.
Everybody has downsized so much, it is very complicated to fire even
more people. This reduction in employment reduces the capacity of US
companies to fire more people.
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Of course, we would like to see the US employment to increase by 300
000 to 500 000 people per month. It is not going to happen either,
because there is anther component of what happened in 2008. I call
this the latin-americanization of the US. I had my first job as a trader in
Columbia without any pay. But my mother told me: Thank god, that you
have a job! Don’t complain about the salary. That kind of feeling has
trickled into the US. Before this crisis you were not thankful to have a
job. You thought that the company should thank me, because I work for
you. Suddenly humility came and made you wonder, how lucky you are
to have a job. The consequence of this is: If you are thankful for your
job, you don’t ask for a raise.
Let me become a little more technical, why the US is not going into a
recession. The US is the largest economy in the world. Domestic
consumption is not going to fall, regardless what the newspapers write.
Every month the data show that the consumer in the US spends more.
Why, how - I have no idea. The unemployment is close to 10%, the US
is having a fiscal and political problem, but fundamentally the US
economy is strong enough to show you this kind of growth.
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The retail sales in the US are growing by 7% year after year at this
moment. Using a simple econo-metric model, I predict that the retail
sales will probably slow down, but at the end of 2012 they still grow
around 4%.
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The historical data of the US show, it is very unlikely that the US will go
into a recession, if its freight volume is in fact going up. The numbers of
this graph are very new.

A Two Speed World - Alberto Bernal - page 197

Never in the history of the world has an economy gone into a recession,
when the leading indicators are above 0%. I can prove this to you by
looking back to the 1960’s. Each time when the leading indicators were
below 0%, there was a recession. Once, around 1967 the indicators
became below 0%, but there was no recession. The economists call
this a “head fake”, as in football. This was the only one. Right now we
are at +6.8%.

This is only a model. Of course it could happen that the US goes into a
recession, but it is extremely unlikely, as the leading indicators show.
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This is the model the Federal Reserve Bank uses. It tells you, that the
bond and US treasury market, which is the most liquid market in the
world, will drift into a recession. The standard theory is simple. If the
short term rate is above the 30-year rate, usually 6 months after there is
a recession. As you can see from the past, it always worked.
Where are we now? Today the rate for the long term is about 2.8%
above the short term rate. Yes, we could go into a recession in the US,
but if we do, it will be a black swan event, i.e. one of those things, that
should not happen.
Let us move to China!
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This story is actually unique for China. India is not quite comparable
and I will tell you why. This part is important to be explained, because it
is part of the commodity story, part of the triangle. I am convinced that
China will remain the main force in commodities for at least the next 5
to 6 years, before India takes over and maybe then Brazil will take over.
But for the foreseeable future China remains the story. I don’t think that
China will collapse, as some people think. I don’t even think that China
is going to slow down to 8%. It does not make any sense, to expect
that.
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You can see the large dip in 2008. Actually you may remember the date:
September 15, 2008. On that day Hank Paulson, former Finance
Minister of the US, made the biggest mistake any finance minister could
have ever done in the history of the world. He thought he was god. You
cannot under any circumstance think, that you can do a laboratory
exercise with a bank without having connotations on the rest of the
world.

It made perfect sense from a social standpoint. Lehman Brothers is the
definition of irresponsibility, of greedy bankers, of speculation. But
Lehman Brothers was also a very important component of the financial
system. Because of the decision of Paulson and others to send a
message to the bankers, not to save them forever, the financial sector
was killed. It happened because of one specific component of the
balance sheet of Lehman Brothers, called “90-day commercial paper”.
Lehman Brothers, as a bank, issued 90-day papers. When the US
Treasury decided to let Lehman Brothers default, they did all the
calculations with these complicated products like CDS, CLOs, bonds,
etc., but they forgot to ask about the commercial papers. The next day
after Lehman Brothers collapsed, people started to figure out that they
also did not pay the commercial papers. There was one fund in
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Minneapolis, nobody had heard of, that had about $10 billion in
commercial papers of Lehman Brothers.
It was a money market fund, the Reserve Primary Fund, which held
$785 million in bonds issued by Lehman Brothers. When the fund fell
below 100% of its capital value, there was a run on the $63 billion fund.
People lost a fortune. The catastrophe started, because confidence is
almost impossible to regain, once people start talking bad about you.
That day, on which this fund lost all the money, you also started feeling
that collapse, because when you asked for a credit line for an export or
import, your bank said: “Sorry, no more. The risk doesn’t allow me to
give you any loans right now.” That resulted in a 15% downturn in global
trade.
China analyzed this economic disaster. If Lehman Brothers is gone and
there is no credit, China will not be able to sell “its toys” in the US. In
two weeks time the Chinese central bank came up with a strategy of
putting in $750 billion of fiscal stimulus and on top of that freeing up all
the credits for whatever project you wanted to do in China.
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Between November 2008 and February 2009 China paved 22 000 km
of tertiary roads, that is the total lengths of roads existing in Columbia.
They made 485 km of highways in four months. They increased the size
of operations of Chinese airports by 100 000 sqm. The point of all of
this is, they generated growth. It is important, because China is the
stabilizing force in world economy right now. They can make decisions
immediately. If you reduce rates in China, it has effects right away.
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The urbanization is a very important driving force for the future world
economy. There is a theory of the two-speed worlds. The convergence
of the emerging markets to the developed markets is a long term event.
Any country which achieves a sufficiently high level of income has at
least 70% of its population living in the cities. So we have to urbanize
from 50% to 75%, that will give us a significant amount of time of
building cities and paving roads and maintain a strong support of
commodity prices. All this is tied to cars. In 2025 China could sell 70
million cars. This is a great story for all carmakers.
Now let me come to the relevant risks involved.
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This graph is about one-and-a-half years old. We still talk about the
same thing, which is the interconnectedness of a small country like
Greece with Ireland, Spain and Italy. This relationship is a big problem
for the world economy because of two specific events. The first one is
Germany, to which Greece, Ireland, Portugal and Spain have a total
exposure of $568 billion. Europe as a whole has $1.6 trillion and we
have not even talked about Italy. Italy owes the world $2.2 trillion right
now, just public sector debts. So, how do you solve this problem? We
know how to do it, but politically it is quite complicated. The same story
we had with Lehman Brothers, we have in Europe today.
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European Quandary
Tabla 2. Exposure of European banks to Greece, Portugal, Ireland and Spain as of the end of Q310 (Billions of USD)
Exposure:

Greece

Ireland

Portugal

Spain

Type Of
Exposure

Banking sector exposure to:
Other
Total
United
Eurozone Eurozone Kingdom

USA

Rest Of
The World

3.2

1.8

2.0

72.0

6.9

4.3

0.5

1.8

13.6

16.5

131.0

12.9

40.8

6.9

193.7

33.5

202.9

20.4

43.1

11.5

277.9

Germany

Spain

France

Italy

Public Sector

26.3

0.6

19.8

2.6

15.7

65.0

Banks

3.9

0.0

1.4

0.3

1.3

Others*

39.2

0.9

70.8

3.6

Total

69.4

1.5

92.0

6.5

TOTAL

Public Sector

3.4

0.3

6.6

0.8

3.7

14.8

6.6

1.5

2.2

25.1

Banks

57.8

3.3

16.8

3.3

7.3

88.5

37.4

17.9

12.4

156.3

Others*

147.1

13.9

54.7

20.3

56.2

292.2

180.6

94.5

64.4

631.1

Total

208.3

17.5

78.1

24.4

67.2

395.5

224.6

113.9

79.8

813.7

Public Sector
Banks
Others*

8.4
18.1
22.0

8.8
6.1
93.7

16.1
6.5
23.0

0.9
2.3
4.7

7.8
4.6
9.6

42.0
37.6
153.0

2.6
6.2
24.9

1.6
1.4
44.1

2.8
1.2
4.5

46.2

Total

48.5

108.6

45.6

7.9

22.0

232.6

33.7

47.1

8.6

321.8

Public Sector

29.4

-

46.0

3.3

16.9

95.6

10.0

4.7

12.7

123.0

Banks

85.8

-

55.8

9.0

49.1

199.7

34.0

20.6

15.5

269.7

Others*

127.2

-

122.9

29.5

113.6

393.2

108.4

162.2

42.1

705.6

Total

242.4

-

224.7

41.8

179.6

688.5

152.4

187.5

70.5

1,098.8

568.6

127.6

440.4

80.6

302.3

1,519.5

431.1

391.6

170.4

2,512.2

TOTAL (GRE, IRL, POR, SPA)

* Includes private sector, derivatives, and credit guarantees. Source: BIS Q111 Quarterly Review, Corficolombiana,
Colombia
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49.0
226.6

In Germany everybody pays his taxes and works on a regular daily
schedule. The retirement age is 65. Before this crisis for most people in
Greece the early retirement age was 55. It is very hard to make a case
to subsidize a country with such retirement rules. But you have to do it.
If you don’t do it, you put at risk the rest of the world. It is much more
expensive, to solve these problems in the future than to solve them right
now. Europe is so important to the banks, it needs to be fixed. But it is
very hard, because of the political issues.
If you read Angela Merkel’s story, which is quite amazing, you will know
that she lived through an authoritarian regime. She was part of an
underground opposition to the communist rule in the DDR. She was a
teacher of physics in some high school. She worked hard and when
Germany was reunited, she climbed the career ladder up and up and
now she is the Bundeskanzlerin of Germany. I personally think that
Angela Merkel will give up her career, before taking a decision to kill the
Euro. The decision is Angela Merkel’s to make, nobody else can do. I
think, she is already beyond good and bad. She doesn’t want to be
remembered by history books as the person, that failed to come to grips
with the Euro-crisis. Maybe, who knows, in 2020 there may be another
war, because there is no Euro-zone anymore, who will be blamed for:
Angela Merkel.
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The Price Of Commodities. The Two-Speed
Story Remains Intact: Income Convergence
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Brazil Financial System Loans, Year-Over-Year Rate
Growth. Source: BC Do Brasil, Bloomberg.
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When you ask me, how probable it is, that the Euro-zone is not going to
exist, I think it is very low. Therefore my advise is: Even though the
world looks very complicated, the bad scenario is so catastrophic, it is
not logical to think about it.
Thank you for your attention!
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