14 NBIZ October 2015			
■

By Lee O’Brien

he stock market plunge in late
August left many Americans
wringing their hands and sent
investors into a selling frenzy.
It also revealed, in great big
bold letters, that the markets
of the world’s two largest
economies are inexplicably linked, and thus, where one
goes it seems, so goes the other.
History indicates that this link has been a long time
in the making. Perhaps it began with the 1972 visit of
President Richard Nixon to the People’s Republic of
China. Maybe it began with the trade agreement and
the establishment of trade relations signed in Beijing in
July 1979. What is clear is that it doesn’t matter where
it all began, just that there a host of variables that led to
the August plunge. And despite a strong local economy,
the effects have been seen in the Houston area.
But the big picture in all this is the debt.

THE CHINA PICTURE
China holds $1.2 trillion in U.S. treasury bills and
bonds, which amounts to a significant amount of public

debt. It also holds a significant amount of U.S. debt,
which it buys to offset the Chinese yuan against the U.S.
dollar, keeping their export prices on an even keel.
Such economic ties—though considered valuable to
some American businesses that rely on the Chinese labor
force—can be risky. But since 2008, the Chinese economy
has been in the midst of a metamorphosis, hence becoming less of a provider of cheap labor for American corporations and more of a singular powerhouse economy.
For instance, in the first quarter of this year, China’s
Gross Domestic Product grew about 8.1 percent,
followed by a second quarter increase of 7.6 percent.
By comparison, the U.S. GDP grew a meager 2.0 percent
and 1.7 percent during the same period. Meanwhile,
between 2008 through the end of 2011, China was
stable, while the U.S. economy was struggling through
the worst recession since the Great Depression and the
ensuing slow economic recovery.
Despite the contrast, there has long been an interconnection where a singular impact trickles to both
economies. Still, such results would be unlikely to
dissuade investors to consider an investment in Chinese
stocks as a sound investment over U.S. holdings.
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MARKET PLUNGE
That was hardly the case in August
when the plunge in Chinese stocks
sent American investors into a panic.
The stock market scare came nearly
three months after Chinese shares
peaked in mid-June at 5,178 points on
the Shanghai Composite. The markets
in China boomed while the country’s
GDP continued its decline. At the same
time, oil prices worldwide have been in
significant decline.
Weeks before the stock market
plunge, Chinese markets saw major
sell-offs and noted the currency
devaluation of the yuan. Still, investors
weren’t worried until July when the
markets in China began to show signs
of volatility.
Then on August 24, 2015, Chinese
stocks plummeted, causing a sharp
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Slow economic growth in China,
coupled with the anticipated
arrival of Iranian crude and OPEC’s
refusal to cut production, likely
will keep oil prices low for
sometime, WHICH COULD
BE DETRIMENTAL TO
HOUSTON’S
ECONOMY.

decline in markets worldwide and sent
the Dow plunging more than 1,000
points for the first time in history. It all
happened within minutes of the opening bell on Wall Street, causing a panic
among investors.
“We have not seen this level of fullblown panic in markets for quite some
time,” Peter Kenny, chief market strategist at Clear Pool Group, a financial
technology firm, told CNN that day.
By the time the dust settled, the
Dow had settled at 588 points—its
lowest close in 18 months.
Iconic American stocks such as
General Electric, Costco, and Pepsi
displayed dramatic declines by as much
as 20 percent during the panic. It was
the single worst day on Wall Street
since stocks fell in August 2011, but
not as bad as Black Monday (October
19, 1987), when the Dow fell more than
22 percent.
Over the last two decades, China’s
economy has been the success story
of the financial world and has served
as a driving force in the global
markets. The quest for raw materials
outside of China's borders helped
fuel that explosive growth while
simultaneously masking the economic
slowdown, which caused a worldwide
ripple effect.
With the news of China’s economic
slowdown, the markets underwent what
is called a correction in financial circles.
This means the stocks did fall for financial
giants, such as Bank of America, and
Citigroup, causing them to pull back in the
face of panic. In those cases, the losses
are usually regained in the course of
about 90 days.

MARKET OPTIMISM
Like penalties in a football game,
corrections are inevitable but recoverable in a shorter amount of time than
the losses resulting in a market crash.
Realistically, no one really knows how
long it will be. Financial experts here
in the U.S. said despite the fall, there
was still reason for optimism. In fact,
since August 24, stocks have rebounded by 200 percent, which has actually
been the trend since March 2009.
Those same experts said that the
August stock market tumble wouldn’t
affect Americans' 401K retirement
accounts. In a September CNBC report,
U.S. Treasury Secretary Jack Lew
attempted to ease concerns despite
China’s economic tensions and indicated that American financial institutions
fared well. “We are looking at what, if
any, risks there are and so far have not
seen the kinds of stresses in financial
institutions that would cause us to have
any immediate concerns,” Lew said.
Subsequently, Chinese government
leadership maintains that it is imperative to continue the implementation of
financial reform in key areas to sustain
financial stability. Speaking at a panel
discussion earlier this month in Dalian,
China, Chinese Premier Li Keqiang said
the reforms weren’t intended to impair
or diminish other markets, and they
were committed to the incorporation of
greater financial transparency.

LOCAL ECONOMIC
COMPONENTS
In Houston, the stock market,
in conjunction with the Chinese
economy, is only one component that

drives the local economy. Patrick
Jankowski, an economist with the
Greater Houston Partnership, said
that while the China markets could
affect the stock market here in the
U.S., the economy hinged on more
than that: “The stock market, while
it’s not the economy, it does affect
the economy,” Jankowski said in
a recent interview with KTRH.
“Probably the biggest impacts it has
are on consumer confidence and
business confidence.”
Much of that confidence in Texas is
focused on the oil industry, the largest
contributor to Houston’s economic
machine. Right now, local consumers
are keeping a cautious eye on the oil
and gas industry, which has been in a
slump since the fall of 2014.
In mid-September, the price of oil
dropped to below $40 a barrel for the
first time since 2009.
Bill Gilmer, director for the
Institute for Regional Forecasting
at the C.T. Bauer College of Business at the University of Houston,
spoke in March during an economic
development forum held at Lone Star
College-University Park. He warned
that segments of the local economy
would experience a slight recession
as oil prices continued in a downward
spiral through 2015.
Gilmer also indicated that the
price of oil would begin to rebound
in 2016, but judging from his latest
forecast this September, the anticipated rebound may take longer: “We can
look at current fundamentals in oil
markets, and it’s easy to find a bleak
outlook that could persist through
2016 and beyond.

area economy will produce only 9,300
jobs this year, a far cry from the 114,000
jobs created in 2014. “Our projection
for employment growth this year,
the period of initial downturn in oil
markets, remains right on track. The
combination of solid U.S. expansion and
a petrochemical construction boom have
been just enough to keep Houston out
of recession,” Gilmer says. “Who would
have thought downstream oil refining
and petrochemicals would be the most
important part of the ‘diversification’
that is currently hard at work to offset
the shale bust?”
Thus, the outlook going into 2016
looks risky, at best, right now.
However, some of those factors
could change between now and the
mid-4th quarter of 2015. “Perhaps
a new consensus on China or oil
markets will have emerged, and we
can run new numbers on local job
growth. Even without consensus, we

can look at several possible scenarios
to get a feel for how Houston’s
economy might fare under different
conditions,” Gilmer says.
According to a September
report from the Greater Houston
Partnership, there is just too much
crude, which is going to keep prices
low for a while, at least.
The International Energy Agency
puts the global surplus at 3.0
million barrels per day, exceeding
the combined daily output from the
Eagle and the Bakken oil basins. Slow
economic growth in China, coupled
with the anticipated arrival of Iranian
crude and OPEC’s refusal to cut
production, likely will keep oil prices
low for sometime, which could be
detrimental to Houston’s economy.
As a result, companies such as
Anadarko, Baker Hughes, Weatherford,
and Schlumberger have taken a
financial hit. So far, the U.S. energy

JOB NUMBERS
The jobs numbers in the last quarter of 2014 looked pretty robust, but in
reality, the numbers in December were
virtually stagnant. In fact, the Houston
area saw negatives in job growth from
December 2014 to May 2015.
During the summer months,
the price for a barrel of oil was at or
near $60, and it looked like the local
economy would turn the corner. The
oil industry looked stable, and the
jobs looked to be gaining slightly, but
the price of oil began to decline once
again and so did the number of jobs.
Using data to project the remainder
of 2015, Gilmer believes the Houston
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So far, the U.S. energy sector has lost
58,200 oil extraction and oil service
jobs... In Houston, energy employment in
extraction and field services is down
5,200 jobs. Fabricated metal and
equipment manufacturing, which are sectors
closely tied to energy, have cut 6,200 jobs.
sector has lost 58,200 oil extraction
and oil service jobs—about one-third of
the global oil service jobs. In Houston,
energy employment in extraction
and field services is down 5,200 jobs.
Fabricated metal and equipment
manufacturing, which are sectors closely
tied to energy, have cut 6,200 jobs.
Losses are likely to continue as companies like Chevron, ConocoPhillips,
Halliburton, Schlumberger, and Shell
announced additional layoffs. There
are also a few mergers in the works that
may affect the 26 companies designated
as Fortune 500 in Houston.
However, with the anticipated merger
of Baker Hughes with Halliburton and
Cameron’s merger with Schlumberger,
that number will change. Of those 24
remaining companies, 21 of them have
ties to the oil and gas industries. As a
result, some of those companies may
not generate enough revenue to qualify
for that distinguished list if oil prices
remain in the condition experts are
forecasting for the remainder of 2015
and into the next year.
The Texas Workforce Commission
reports that in July alone, the HoustonWoodlands-Sugar Land metro area
lost 4,900 jobs, which was well below
expectations of local economists.
Since 2005, the July loss for total
employment has averaged 13,600 jobs,
which is why this year’s July loss of
4,900 jobs is a pleasant surprise.
The job losses were mostly tied
to educators on 10- and 11-month
contracts not working in the summer.
Over the last decade, the July loss in
education has averaged 13,100 jobs,
and this year’s loss of 14,700 education
jobs falls in line with that average. Meanwhile, the Greater Houston Partnership
reports that the goods-producing
sector of mining, manufacturing, and
construction reported job losses in May
and June but gained 3,400 jobs in July.
The gain was unusual given historic
18 NBIZ October 2015
■

trends. This year’s growth in goodsproducing jobs is actually the third
best July dating back to 1990.
The robust growth was unexpected
given the recent media reports of layoffs
in the energy and manufacturing
industries. Jankowski said that while
the jobs have slowed to a trickle right
now, the Houston area economy is still
in far better shape than most U.S. cities.
While all of this paints a positive picture
as far as Chinese markets are concerned,
there are other variables here that have
investors concerned.

FEDERAL RESERVE
Global markets took another hit,
albeit not as significant, with the news
that the Federal Reserve opted to hold
interests rates at near zero. This sent
signals that the world economy is weaker
than many believed. Meanwhile, the
Fed cited low inflation, weakness in the
global economy, and unsettled financial
markets. Fed chairwoman Janet Yellen
also mentioned concern over China’s
growth slowdown. Whether the interest
rates stand pat or increase slightly will
not matter.
In fact, market turmoil is bound to
happen no matter what the Fed does
with the interest rates.
“The Fed’s inaction last week was
a major factor behind the market
participants’ decision to sit on the
sidelines for the moment,” said market
strategist Bernard Aw of IG. “Apart
from the recent Chinese stock market
decline and yuan devaluation, signs of
a slowdown in China have given the U.S.
central bank cause to pause. The markets
will now eye every piece of data coming
from China to speculate whether it will
allay the Fed’s concerns.”
Many investors believed the Fed was
inclined to raise interest rates in order
to slow down what it believed to be a
booming economy. If the Fed didn’t
raise rates, investors could see that as

a sign of economic weakness, causing
a stock sell off that pushes the market
lower – a catch-22 in the world of
economics, it seems.
“The Fed should not be responding
to the ups and downs of markets,” Yellen
told reporters, “but when there are
significant financial developments, it’s
incumbent upon us to ask ourselves,
‘What is causing them?’ What we can’t
know for sure is how much concerns
about the global economic outlook are
drivers of those developments.”
While investors continue to watch
and wait, the Fed is exercising caution
and banking that the economy is
recovering, albeit slowly, and surely
doesn’t want to rock the boat with
a rate increase. As long as there is
concern about China’s ability to be a
strong economic engine and the U.S.
economy continues to slog slowly
toward a stronger economy, though,
the interest rate will remain at zero for
a little while longer.
The Fed will get two more shots at
raising the rate in 2015, but whether
it actually follows through will be
determined by its confidence in the
country’s economic growth. By and
large, if they do raise the rate, consumers
won’t see the effects right away. This is
similar to Gilmer’s observation on the
booming oil market in Houston that
wasn’t really booming any longer and
the appearance of significant job growth
when it was actually in regression.
Comparatively, it can take months
for financial swings to ripple their
way through the economy. Thus, the
economy appears healthy, despite the
large number of Americans who’ve
stopped looking for employment and
dropped out of the labor force.
Yet inflation continues coming in
less than forecasted, and the global
economy looks perilous. Before the end
of this year, Fed officials will inevitably
have to make a decision based on what
their models predict—not the facts. N
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