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A critical weekend ahead: Events in Russia and China are
overshadowing stronger US retail sales and fewer jobless claims
After a slow start to the year due largely to the harsh weather, consumers
have resumed their shopping in February. Retail sales rose a better than expected
0.3% last month, whether you include or exclude auto purchases. (Table 1)
Another piece of good news was that jobless claims in the latest week fell to
three-month lows. It came in the heels of another upbeat labor market report on
Tuesday with the release of the Job Openings and Labor Turnover Survey (JOLTS).
Total job openings in the private sector rose to 3.60 million, the second highest
since February 2008. (Table 2)
True, we did receive some disquieting news on business inventories, which
showed goods were starting to pile up in stockrooms and back lots. But let’s
remember this is based on January data, a time when households and businesses
were most affected by the brutal winter. So we view the uptick in inventory levels
two months ago with little alarm, especially given the increase in retail sales in
February. (Table 3)

The two bigger threats!
If there are any emerging red flags that can reverse this recovery, they emanate
from events outside the US.
Beijing is apparently willing to allow debt defaults as an effort to finally
clean up the massive $6 trillion shadow banking sector.
The country witnessed its first default in history of a corporate bond last week.
Clearly, this unprecedented tolerance of defaults by the government is making
Chinese and foreign investors uneasy. Such failures can, if managed poorly,
snowball into a major liquidity crisis, perhaps even turn into a systemic financial
event. Equally troubling is that no one seems to have enough credible information
to grasp the full magnitude the debt burden firms and local governments
face. Economic and financial statistics out of China are typically viewed with
skepticism and this can lead to a grave mispricing of risk. Should defaults
escalate, it could quickly erode confidence in the ability of China’s leaders to limit
the fallout. It's one reason we have revised down our forecast for GDP growth in
China from 7.5% to 6.5%, a range that could cause more joblessness and even
social unrest.
The other major red flag is, of course, growing tensions between the US
and Russia over Crimea.
By invading that peninsula and scheduling a vote on its secession from
Ukraine, Vladimir Putin risks committing a huge economic and political blunder.
It’s no mystery why he acted. The former KGB operative has nothing but
contempt for his predecessors who meekly stood by as parts of the old Soviet
empire not only splintered into independent nations, but also chose to align
economically with the West --- and even join NATO!
Putin now views his destiny as the Russian leader who will reverse that trend.
The pretext for entering Ukraine was Kiev’s success in ousting President Victor
Yanukovych, a corrupt pro-Russian leader whose financial debauchery raped the
country. There are now about 20,000 Russian soldiers in Crimea and there is a
referendum set for March 16 to see if the ethnic Russians on the peninsula want to
rejoin Mother Russia. (The outcome of the vote, of course, is a foregone
conclusion.)
The tough talking leader of Russia, however, made a strategic mistake.
First, Russia owns a failed economy. Its is so feeble that growth has been
decelerating in each of the last four years. The country barely skirted a recession
in 2013, a fate it may not be able to avoid this year.

Second, in contrast to its military muscle, Russia has an economy that is
about the size of Italy! Policymakers have utterly failed to modernize its
economy. The country depends on commodities for 80 percent of its
exports. Income from oil and gas alone funds more than 50% of its federal
budget. And that source of earnings will soon diminish as more countries around
the world employ the technologies of hydraulic fracturing and horizontal drilling.
The subsequent increase in global energy supplies will ultimately reduce demand
for oil and gas from Russia, a country that has shown a proclivity to utilize such
supplies as a political weapon.
Three, Russia is in essence a banana super power. Its oil production is leveling
off because of antiquated equipment. Factories that produce civilian goods are
dilapidated, grossly inefficient, and not at all ready for prime time in the world
market. Russia is the polar opposite of a resilient, dynamic and innovative
economy. What the country desperately needs, but may now be in jeopardy
because of the folly Putin committed in Ukraine, are vast amounts of foreign
capital to modernize its economy and Western technology to improve the output of
its existing oil and natural gas fields.
Fourth, with both Russia and the US fully armed with strategic nuclear
weapons, the fundamental difference between the two lies in the ability of the US
to impose more severe financial and economic hardship on Russia should Putin
proceed with the vote and annexation of Crimea.
Fifth, annexing Crimea will backfire geopolitically too. Ukraine may choose to
re-introduce nuclear weapons on its territory to deter Russia from further
encroaching on its territory. NATO countries in Central and Eastern Europe will
certainly proceed to beef up their military presence in the region now. Moldova
will likely seek a defensive pact with the West, if not join NATO outright.
The next 72 hours will thus be critical for the US and international economy.
Will the former KGB leader, who loves to spotlight his machismo, double down
and unleash a war against Ukraine? Such an act raises the specter of a direct
military confrontation between the US and Russia.
Or will world leaders and particularly Putin’s fellow Russian oligarchs, who
worry about losing access to their wealth outside their country, pressure him to
seek a diplomatic solution to this crisis.
Much is at stake this weekend.
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