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World Markets Gripped in Circular Growth Panic 
• A pattern of self-reinforcing fear has developed in financial markets in recent days, spilling across regions.  Left 

to fester, this may weaken real economic fundamentals. This feedback loop is best addressed with a 
coordinated monetary and regulatory policy response across regions, though this is difficult to achieve. 
Policymakers may be far from action.  Fed Chair Yellen’s semi-annual monetary policy testimony Wednesday 
should be watched closely in light of these market events. 

• An unusual, sharp jump in correlation between almost all asset prices and crude oil has developed; a pattern 
that would only be sustained during a global recession.  This has impacted oil importers in Japan and Europe 
even more deeply than petrol-linked markets, likely reflecting investor positioning.  No economic spill-overs of 
proportional magnitude have been seen through 1½ years of declining petroleum. 

• While risks have not abated, a feared Chinese currency devaluation has not occurred as a month of FX stability 
has followed early January’s Yuan devaluation.  Similarly, there are very tentative signs that the petroleum price 
collapse may be in its final stages.   

• Shocks that are feared but don’t materialize leave markets with rebounding confidence.  Nonetheless, markets 
have found yet new reasons for concern in the circular growth panic which has pulled interest rates down in a 
way that could negatively impact banking, credit markets and future expansion.  Policymakers should take heed. 

Circular Growth Panic 

A pattern of self-reinforcing fear in financial markets has developed in recent days that is spilling across regions, 
and disturbingly, generating negative feedback in markets where the fears began.  A “poor lead” in Asia Pacific 
share markets, for example, has led regional declines in Europe and the Americas, only to be the apparent source 
of new declines in Asia the following day.  The QE zones of Japan and the Eurozone, where markets have been 
policy driven and economic recovery is less firmly established, have seen particularly sharp pullbacks in asset 
prices, with Japanese shares falling more than 5% today. The market dynamic has some root fears in commodities, 
credit and currencies.  Away from this, however, the flight from risk is now having substantial impact on exchange 
rates and interest rates. This “tail chasing” could find its own end with side-lined investors moving to take advantage 
of market dislocations.  However, the longer it lasts, the greater the likelihood that it negatively impacts real 
economic activity, thus justifying the economic fears. 

Our purpose is not to debate the role of government policy interventions, which are with us regardless of their long 
run efficacy and risks.  We would point out, however, that the dynamic of regional spill-overs from domestic financial 
conditions is best addressed with coordinated policy efforts across the world.  Coordination ordinarily takes time 
and effort to achieve.  Amid a significant policy divergence between the U.S. and others and questionable 
intensions from the Federal Reserve given the advanced state of the U.S. recovery, coordination may be even more 
difficult.  Fed Chair Yellen’s semi-annual testimony to Congress on the monetary policy outlook beginning 
Wednesday will be closely scrutinized in this light.    
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Bearish Markets Move the Goal Posts 

Have investors become unusually anticipatory of “late cycle” economic risks[1] or have they over reacted to most 
recent news in a state of panic?

-
  This is a question that hangs in our minds as world financial markets have 

swooned in reaction to each piece of news or seemingly no information at all in the young new year. 

We can't experiment with history, but we have significant doubts that global investor confidence would be as shaky 
as it is now if central bankers from Frankfurt, Tokyo and Washington had not taken the decisions they did in 
December 2015. Their actions have coloured investor perceptions of risk in dealing with some larger questions. In 
our view, the key questions are 1) Will China deliver the world a new financial and economic shock? 2) Will 
the global petroleum producer distress lead to contagious economic weakness everywhere else? 3) Will 
policymakers allow the re-emergence of systemic risk?   

Each of these questions has been a focus for financial markets in the young new year already. The slight de-
emphasis of one has yielded to a new, envisioned crisis source.  The latest question that has gripped markets is 
focused on the credit performance of European financial institutions.  In essence, the fears keep changing. 

1) Will China Deliver Its Death Blow?  

As figure 1 shows, much like the period following last August’s small move to realign China’s currency, global 
markets fell very sharply in January on minor steps toward devaluation (“freeing market forces.”)  The 
August/September 2015 decline in global equities was 4X the change in the Chinese Yuan/USD exchange rate.  
After a recovery in global equity markets - but none in China’s exchange rate - this pattern has been repeated in 
2016.   

This 4X “beta” for world equities/Chinese Yuan calls into question just how China would actually deliver such a 
shock to the world outlook with just the small exchange rate adjustments seen so far. The most obvious answer 
would be an anticipation of much larger, disruptive moves and new drivers of stress that would result. We can’t 
discuss the full range of possible transmission sources here. However, it is notable that like the August period, 
China has not seen a new low in its currency for roughly a month.   

A stable Chinese currency is not anticipated by financial markets.  It would not come cost free for China (please see 
our latest Quadrant for discussion: China Risks Reloaded).  Yet demonstrating control of the exchange rate might 
just be of greater value to China's internal interests than the risky choice of freeing it to perhaps find a substantially 
lower level (as negative implications of depreciation fully unfold). We believe fully managed exchange rates move 
either less or more than markets anticipate. Forecasts for China's exchange rate mostly straddle an unlikely middle 
ground.  If an anticipated shock fails to materialize, expectations adjust and strengthen.  A significant new China 
shock that has yet to unfold, yet it has harmed confidence. 

 

 

 

 

 

 

 

[1] Is this what we did ourselves in focusing attention to the advanced state of the global business cycle 
recovery?  Please see Outlook 2016.  
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https://www.privatebank.citibank.com/quadrant/v_2016_01_15.pdf
https://www.privatebank.citibank.com/home/tailored-advice/investments/outlook.html


 

 

Figure 1: Chinese Yuan/USD vs Global Share Price Index 

 

Sources: FactSet and Bloomberg as of February 8, 2016. The indices are unmanaged, are not 
investable, have no expenses and reflect reinvestment of dividends and distributions. Index 
data is provided for comparative purposes only. Past performance does not guarantee future 
results. Investors cannot invest in an index. 

2) Will the global petroleum producer distress lead to contagious economic weakness everywhere else?  

On the second question, we need to point out that asset prices are answering in the affirmative. World financial 
markets have seen an unusual rise in correlation with petroleum across many loosely related asset prices. As figure 
2 shows, the correlation between non-energy U.S. shares has risen from a long-run negative to +80%. 
Transportation shares or Petroleum-importing regions in Europe or Asia have seen spikes to +80%-90% positive 
correlation. This is a pattern that would make fundamental sense only in a severe global recession. We would stick 
to a view that this is an unsustainable jump that is not supported by fundamentals. 

Figure 2. Correlation Between Daily WTI Oil Prices and Various Equity Markets Over Selected Durations. 

 

Sources: Bloomberg and Haver Analytics as of February 8, 2016. The indices are unmanaged, are not investable, have no expenses and reflect 
reinvestment of dividends and distributions. Index data is provided for comparative purposes only. Past performance does not guarantee future 
results. Investors cannot invest in an index. 

While the rise in broad asset market correlation to oil signals a market expectation that substantial "economic 
contagion" is coming, we should question why that has not yet really been seen to date. The oil price has been 
falling hard since September 2014.  Many U.S. economists and others substantially glossed over the risks with 
over-simplified "net benefit" consumer-centric views in the aftermath of a U.S. energy investment boom.  World oil 
prices, deeply below the production costs of some, are a concentrated financial stress, asymmetric for producers 
compared to the widespread mild benefits for consumers.  Yet economic data released to date should be showing 
larger "scars" from the negative shock to non-oil producers if direct economic contagion was likely.  
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As figure 3 shows, the breadth of employment gains in the U.S. is as strong in early 2016 as in recent years.  
Industrial production has slowed more, and we believe there are greater forward looking risks to U.S. labor markets 
than coincident data show.  Yet, the negative divergence of growth rates in the energy sector from other industries 
has never been so large (see figure 4).  Like the feared collapse in China, crude oil hasn't made a new low in two 
weeks. 

Figure 3: Share of U.S. Industries with Rising 
Employment Monthly (%) 

Figure 4: Energy and Non-Energy U.S. Industrial 
Production 

  

Source:  Haver Analytics as of February 8, 2016. Source:  Haver Analytics as of February 8, 2016. 

So where to on the oil price if everything is to rise and fall with it?  The Saudi decision to raise production into the 
face of falling oil prices and Iran's return to global markets, "doubled down" on the cartel's "war of attrition" strategy 
last year. At the same time, signs that higher cost non-OPEC producers are reducing output are minimal.  For a 
debt-strapped producer operating at a loss, some oil revenue is better than none.   

While there are great near-term uncertainties, maximizing world output into the face of record (measurable) 
inventories should assumedly deepen the declines in oil prices and accelerate the speed at which a bottom is 
reached (see figure 5).  Like the early 2015 period, which preceded a sharp, temporary snapback in the oil price 
(+40% over four months), a wide gap has now opened up between oil price quotes for distant delivery and prompt 
delivery prices (see figure 6).   

The oil price for delivery two years hence partly reflects the market's collective view of world oil producing capacity 
in the future.  Falling capital investment and rising producer credit defaults suggest shrinking supply.  With a high 
premium for future oil compared to today's prices, some incremental demand should come to store physical oil and 
earn a return on future delivery.   

There are obvious risks to such views, particularly over the near term.  Yet this storage demand, along with now 
substantially lower prices and a likely renewed reluctance for the Fed to raise interest rates, could finally generate a 
bottoming in world oil quotes.   
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Figure 5: OPEC Oil Production and Brent Oil Price   
Figure 6. Current Spot Oil Price Less Price 2-
Years Ahead vs Spot Price  

  

Source:  Haver Analytics as of February 8, 2016.   Source:  Bloomberg as of February 8, 2016.   
Note: A logarithmic scale can be used when data covers a large 
range of values – the logarithm reduces this to a more 
manageable range.  

3) Will Policymakers Allow the Return of Systemic Risk 

Just as two significant risks seem to have some probability of fading, financial markets in recent days saw credit 
turmoil beyond the well documented energy-sector distress.  One large European bank saw significant weakness in 
convertible securities designed to shield taxpayers from liabilities in the event of a capital shortfall.  With it, the 
entire global financial sector has shown significant weakness.  (The issue has exacerbated declines in share prices 
driven by falling global interest rates).  

This latest episode demonstrates the fragility of investor confidence. While senior secured investors and taxpayers 
may be shielded from liabilities, there is no guaranteeing that others will take the risk needed to secure expansion 
by ensuring robust lending.  The profitability of the financial sector has consequences on the incentives to lend, 
which was strongly demonstrated in 2008 to have large economic spillover effects.   

Notably, European subordinated bank debt spreads were 6X wider as recently as 2011 (see figure 7). Broader 
financial credit was dramatically more impaired in 2008-2009.  Equity capital raised since the crisis has greatly 
expanded, thus limiting systemic risks (please see our last bulletin, Surprise, Stumble, Fall, Not “Doomsday” 
Revisited).   

Thus far, with all the signs of “growth panic” in markets, senior secured lending stress between financial institutions 
has not been seen in any large region (ex. LIBOR, Euribor, rates etc.) In assessing the outlook and their policy 
course ahead, both policymakers and investors should be careful not to take the progress toward financial stability 
of recent years entirely for granted.  Fear itself can manifest as an important fundamental, at least as potent as QE. 

 

 

 

 

 
 

0

20

40

60

80

100

120

140

160

25

26

27

28

29

30

31

32

33

34

'05 '06 '07 '08 '09 '10 '11 '12 '13 '14 '15 '16
P

ric
e 

($
)

M
ill

io
ns

 o
f B

ar
re

ls
/d

ay

OPEC Oil Production (Left) Brent  Oil price (Right)

10

20

40

80

160

320

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

60%

'95 '97 '00 '03 '05 '08 '10 '13 '16

W
TI

 $
/b

ar
re

l (
lo

g 
sc

al
e)

Pe
rc

en
t D

ev
ia

tio
n 

(A
ct

ua
l v

s 
Ex

pe
ct

ed
)

Percent Deviation (Actual vs Expected, Left)
WTI $/barrel (Log Scale, Right)

 
 5 

 

https://www.privatebank.citibank.com/quadrant/strategyBulletin_01212016.pdf
https://www.privatebank.citibank.com/quadrant/strategyBulletin_01212016.pdf


 

 

Figure 7. European Financial Debt Spreads to Government Bonds and U.S. 
High Yield Energy Spread to Treasuries  

 

Sources: The YieldBook as of February 8, 2016.  

Note: OAS is Option Adjusted Spread 
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In any instance where distribution of this communication (“Communication”) is subject to the rules of the U.S. Commodity Futures Trading 
Commission (“CFTC”), this communication constitutes an invitation to consider entering into a derivatives transaction under U.S. CFTC 
Regulations §§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument.  

This communication is prepared by Citi Private Bank, a business of Citigroup, Inc. (“Citigroup”), which provides its clients access to a broad array of 
products and services available through Citigroup, its bank and non-bank affiliates worldwide (collectively, “Citi”). Not all products and services are 
provided by all affiliates, or are available at all locations. Citi Private Bank personnel are not research analysts, and the information in this 
communication is not intended to constitute “research”, as that term is defined by applicable regulations.  

All views, opinions and estimates expressed in this communication (i) may change without notice, and (ii) may differ from those views, opinions and 
estimates held or expressed by Citigroup or other Citigroup personnel. Recipients of this communication should obtain advice based on their individual 
circumstances from their own tax, financial, legal and other advisors before making an investment decision, and only make such decisions on the basis 
of the investor’s own objectives, experience and resources.  

The investor must ascertain if they are suitable for each investment strategy based on their unique investment objectives and risk tolerances. 
Strategies discussed herein may have eligibility requirements that must be met prior to investing. Each investor should carefully view the risks 
associated with an investment and make a determination based upon the investor’s own particular circumstances, that the investment is consistent 
with the investor’s objective. Strategies described herein involve risk and may not perform as described.  

Citi Private Bank is a business of Citigroup Inc. (“Citigroup”), which provides its clients access to a broad array of products and services available 
through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are available at all locations. Neither 
Citigroup nor its affiliates provide tax or legal advice. In the US, brokerage products and services are provided by Citigroup Global Markets Inc. 
(“CGMI”), member SIPC. Accounts carried by Pershing LLC, member FINRA, NYSE, SIPC. CGMI and Citibank, N.A. are affiliated companies under 
the common control of Citigroup. Outside the US, brokerage products and services are provided by other Citigroup affiliates. Investment Management 
services (including portfolio management) are available through CGMI, Citibank, N.A. and other affiliated advisory businesses. 

None of the financial instruments or other products mentioned in this Communication (unless expressly stated otherwise) is (i) insured by the Federal 
Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citi or any other insured 
depository institution.  

The expressions of opinion are not intended to be a forecast of future events or a guarantee of future results. Past performance is not a guarantee of 
future results. Real results may vary. 

Citibank N.A., London Branch (registered branch number BR001018), Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB, is 
authorised and regulated by the Office of the Comptroller of the Currency (USA) and authorised by the Prudential Regulation Authority.  Subject to 
regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority.  Details about the extent of our regulation 
by the Prudential Regulation Authority are available from us on request.  The contact number for Citibank N.A., London Branch is +44 (0)20 7508 
8000. 
 
Citibank Europe plc is regulated by the Central Bank of Ireland. It is authorised by the Central Bank of Ireland and by the Prudential Regulation 
Authority. It is subject to supervision by the Central Bank of Ireland, and subject to limited regulation by the Financial Conduct Authority and the 
Prudential Regulation Authority. Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation by 
the Financial Conduct Authority are available from us on request. Citibank Europe plc, UK Branch is registered as a branch in the register of 
companies for England and Wales with registered branch number BR017844. Its registered address is Citigroup Centre, Canada Square, Canary 
Wharf, London E14 5LB. VAT No.: GB 429 6256 29.  
 
Citibank Europe plc is registered in Ireland with number 132781, with its registered office at 1 North Wall Quay, Dublin 1. Citibank Europe plc is 
regulated by the Central Bank of Ireland. Ultimately owned by Citigroup Inc., New York, USA. 
 
In Jersey, this document is communicated by Citibank N.A., Jersey Branch which has its registered address at PO Box 104, 38 Esplanade, St Helier, 
Jersey JE4 8QB. Citibank N.A., Jersey Branch is regulated by the Jersey Financial Services Commission. Citibank N.A. Jersey Branch is a participant 
in the Jersey Bank Depositors Compensation Scheme. The Scheme offers protection for eligible deposits of up to £50,000. The maximum total amount 
of compensation is capped at £100,000,000 in any 5 year period. Full details of the Scheme and banking groups covered are available on the States of 
Jersey website www.gov.je/dcs, or on request. 
 
In the United Arab Emirates and Bahrain Citi Private Bank operates as part of Citibank, N.A. 
 
In South Africa, Financial Service Provider, FSP 30513. 
 
In Hong Kong, this document is issued by CPB operating through Citibank, N.A., Hong Kong branch, which is regulated by the Hong Kong Monetary 
Authority. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the 
aforementioned entity. 
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In Singapore, this document is issued by CPB operating through Citibank, N.A., Singapore branch, which is regulated by the Monetary Authority of 
Singapore. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the 
aforementioned entity.  

 In Canada, Citi Private Bank is a division of Citibank Canada, a Schedule II Canadian chartered bank.  Certain investment products are made 
available through Citibank Canada Investment Funds Limited (“CCIFL”), a wholly owned subsidiary of Citibank Canada.  Investment Products are 
subject to investment risk, including possible loss of principal amount invested.  Investment Products are not insured by the CDIC, FDIC or depository 
insurance regime of any jurisdiction and are not guaranteed by Citigroup or any affiliate thereof.  

CCIFL is not currently a member, and does not intend to become a member of the Mutual Fund Dealers Association of Canada (“MFDA”); 
consequently, clients of CCIFL will not have available to them investor protection benefits that would otherwise derive from membership of CCIFL in 
the MFDA, including coverage under any investor protection plan for clients of members of the MFDA.  

This document is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities to any person in 
any jurisdiction. The information set out herein may be subject to updating, completion, revision, verification and amendment and such information may 
change materially.  

Citigroup, its affiliates and any of the officers, directors, employees, representatives or agents shall not be held liable for any direct, indirect, incidental, 
special, or consequential damages, including loss of profits, arising out of the use of information contained herein, including through errors whether 
caused by negligence or otherwise. 

This email contains promotional materials.  If you do not wish to receive any further promotional emails from Citi Private Bank, please send 
an email to donotspam@citi.com  with “UNSUBSCRIBE” in the subject line. Email is not a secure environment; therefore, do not use email 
to communicate any information that is confidential such as your account number or social security number. 

Citi and Citi with Arc Design are registered or service marks of Citigroup or its affiliates. 

IPhone and iPad are trademarks of Apple Inc., registered in the US and other countries. App Store is a service mark of Apple Inc. 

© 2016 Citigroup Inc., All Rights Reserved 
www.citiprivatebank.com  

Citibank, N.A. Member FDIC 
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