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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
Monday, April 22nd

Front Page Headline, Financial
Times – “PIMCO Attacks U.K. and
Euro Zone Austerity Measures.

Monday, April 22nd
In an interview with the Financial Times, Bill Gross, manager of the $289 billion (U.S.) Total Return Bond Fund for Pacific Investment Management, launches a scathing attack on Britain and the euro zone warning: ‘The U.K. and almost
all of Europe have erred in terms of believing that fiscal austerity in the short term is the way to produce real economic
growth. It is not. You’ve got to spend money. Bond investors want (economic) growth much like equity investors, but
to the extent that too much austerity leads to recession or stagnation, then credit (yield) spreads widen out – even if
a country can print its own currency. Over the long term, it is important to be fiscally austere and have a relatively
average, or low rate of debt to GDP (ratio).”

Wakeup call for Mr. Gross: Just how much sovereign debt are you comfortable with in any particular euro zone
country?
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•

The National Association of Realtors reports U.S. existing home sales declined by 0.6% to an annual pace of 4.92
million units in March, following a gain of 0.2% to 4.95 million units in February, citing continuing low mortgage rates
and relatively tight inventories

•

The National Statistics Institute reports Spain’s population declined by 206,000 to 47.1 million in 2012, as immigrants
fled a five-year rolling recession which has sent the unemployment rate soaring to 26%

•

Front Page Headline, Globe and Mail – “Euro Members Must Be Prepared to Cede Sovereignty: Merkel. Attending a Berlin presentation of a new biography of her, a dour-looking German Chancellor Angela Merkel stated that if
the currency bloc is truly to overcome its sovereign debt crisis and win back foreign investors, ‘euro zone members
must be prepared to cede control of certain policy domains to European institutions. Otherwise, we won’t be able to
continue to build Europe.”

German Chancellor Angela Merkel

•

Source: Michael Sohn/Associated Foreign Press

Front Page Headline, Financial Times – “Europe Near Austerity Limit: Barroso. In a Brussels press conference, European Commission (EC) President Jose Manuel Barroso commented: ‘Europe may have reached the political limits of
how far it can go with austerity-led economic policies because of the growing opposition in the euro zone’s recessionhit periphery. While this policy is fundamentally right, I think it has reached its limits in many aspects. To be successful, a policy must, not only be properly designed, but it must also have the minimum of political and social support.”

European Commission President Barroso

Source: AFP
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•

Front Page Headline, Financial Times – “Intangible Assets to Boost U.S. GDP by 3%. The U.S. Bureau of Economic
Analysis (BEA) announces commencing in July, billions of dollars of intangible assets – such as film royalties and
spending on research and development – will be included in the U.S. gross domestic product increasing its size by
3%, in a revision aimed at capturing the changing nature of U.S. output. Brent Moulton, who manages the national
accounts records at the BEA, elaborated: ‘We are carrying these changes all the way back to 1929. The changes will
affect everything from the measured GDP of many U.S. states to the stability of the inflation measure targeted by the
Federal Reserve. They will force economists to revisit policy debates about everything from corporate profits to the
causes of economic growth.”

Tuesday, April 23rd
•

The Commerce Department reports U.S. new home sales rose by 1.5% to an annual pace of 411,000 units in February

•

HSBC Holdings Plc. and Markit Economics report a preliminary April reading of 50.5 for China’s manufacturing purchasing managers’ index (PMI) compared with a final reading of 51.6 for March

•

London-based Markit Economics reports the euro area composite index based on a survey of purchasing managers
in both the services and manufacturing sectors, contracted to a reading of 46.5 in April from a level of 46.8 in March

•

Front Page Headline, Bloomberg News – “Trustee Freeh Sues Corzine over MF Global Failure. Court-appointed
trustee Louis Freeh is launching a lawsuit against the former CEO of MF Global Holdings Ltd. Jon Corzine, alleging
he failed in his duty to oversee the company, eventually causing the eighth largest bankruptcy in U.S. corporate history. In the lawsuit, filed in U.S. bankruptcy court in Manhattan, Mr. Freeh alleges that Mr. Corzine – the company’s
CEO and a former governor and senator from New Jersey – together with senior executives Bradley Abelow and Henri
Steenkamp, ‘failed to act in good faith and implemented risky strategies which caused the company to fail. The trustee
brings this action for acts and omissions which culminated in the business collapse of the company. Accordingly,
the action seeks unspecified damages to be determined at trial, as well as legal fees.” See also, Economic Winter,
The Pathology of Debt and Erosion of Civil Liberties in America - MF Global – Suspicion of Wrongdoing Goes
Deeper Than People Think. - February 1, 2012.

Former Chairman and CEO of MF Global Jon Corzine

Source: Bloomberg
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•

Front Page Headline, Globe and Mail – “TransCanada Returns Fire Over EPA Environmental Concerns. Calgarybased TransCanada Corp. issued a statement challenging the U.S. Environmental Protection Agency’s concerns over
the Keystone XL pipeline, which would carry Alberta bitumen to refineries on the American Gulf Coast. In a recent
‘comment letter ’ the EPA declared that the U.S. State Department environmental assessment of the proposed project
was seriously deficient and recommended Washington should work with Canada to ‘promote further efforts to reduce
GHG emissions associated with production of oil sands crude.’ Today, TransCanada retorted that the EPA had raised
issues which had been fully dealt with during the State Department process. Moreover, the company took particular
exception to the EPA’s view that the U.S. government should involve itself with Canadian climate rules. That recommendation ‘ignores the fundamental sovereignty of the Canadian government, as well as the significant steps that
Canada and Alberta have taken in this direction. Respectively, this goes far beyond the mandate of the EPA and legislators and others would not appreciate other countries interfering in issues of American federal or state sovereignty.’
Meanwhile, Canadian Natural Resources Minister Joe Oliver visits Washington tomorrow and will meet with U.S.
Interior Secretary Sally Jewel; Under-Secretary of State for Economic Growth, Energy and the Environment Robert
Hormats; as well as senior members of Congress. In a statement today, Mr. Oliver observed: ‘Canada supports the
Keystone XL project because it will enhance national security, create jobs and foster long-term economic prosperity
for both of our countries. Strengthening our bilateral energy collaboration would displace oil from Venezuela and the
Middle East, with a stable continental supply and thereby enhance the energy security of North America.”

•

Front Page Headline, Globe and Mail – “Eric Sprott: Can the Gold Hawk Find Magic After the Commodities Crash?
Despite the challenges prevalent in the marketplace, Mr. Sprott will not be shaken from his belief that precious metals are one of the few ways for investors to protect themselves from an inevitable spike in global inflation, caused
by central bank policies that increase the money supply in an effort to create economic growth. Even in the face of
tepid inflation, a resurgent U.S. stock market and the prospect that the U.S. Federal Reserve will curtail its quantitative easing program, Mr. Sprott can still find evidence to support his investment thesis. For example, he points to
the Japanese central bank’s recent decision to accelerate its own money creation efforts, in order to stimulate its
economy and to devalue the yen: ‘People who realize the insanity of the financial policies should get involved in the
safe assets and that safe asset should not be a paper asset.’ Mr. Sprott is not alone in that view. In an interview,
Chris Beer, senior portfolio manager of commodities and precious metals at RBC Global Asset Management, commented: ‘Certainly governments are still overspending; debt levels are high and the amount of (money) printing that’s
taking place globally is astounding. Over the past few years, we’ve had a tiny increase in the gold supply, but we’ve
had a monumental increase in the monetary supply.’ One of the riddles of Sprott’s portfolio performance is that many
of the things its founder predicted did come to pass – an abundance of debt led to the collapse of a major Wall Street
institution (Lehman Brothers) and five euro zone countries were bailed out – yet the Sprott funds have still struggled.
A former employee remarked: ‘It’s like you’ve got all the answers right and the teacher gives you a C+.’ There is also
an unanswered question in Mr. Sprott’s theory. Hard assets have value because there is a fixed supply of them, but
it isn’t clear why Sprott favours junior resource companies as the best way to play that market. These companies
typically explore for metals and developing any of their projects would require either bank lending, or raising money in
the capital markets. Financing has been a struggle for juniors in recent months and rampant delays plus rising costs
haven’t improved matters. Canaccord Genuity analyst Scott Chan believes: ‘Nobody’s going to put a penny in any
exploration project right now, which obviously hurts Eric.’ Some wonder if psychology is at play. For any investor,
it is difficult to sell a stock at a loss. Former employees and other asset managers believe the same things could be
playing out with Mr. Sprott. He has been so public with his beliefs that abandoning them now would be all but impossible. Then, of course, there’s Mr. Sprott’s disposition. Speaking at an event for students at Carleton University in
Ottawa – his alma mater – in December 2011, he stated: ‘I’m not a believer in diversification. I never will be.”
Ian Gordon, President of Longwave Analytics, was also speaking at that event and concurs with Mr. Sprott’s
opinion re: diversification. In Mr. Gordon’s opinion, investment diversification is a cop out.

Wednesday, April 24th
•

The Commerce Department reports U.S. durable goods orders – for items expected to last for at least three years –
declined by a seasonally adjusted 5.7% in March, citing reduced demand for a variety of manufactured products

•

Front Page Headline, Bloomberg News – “ECB Urges EU to Establish Strong Central Authority for Bank Failures.
The European Central Bank is urging euro area governments to forge ahead with establishing a strong central authority to handle bank failures, citing progress in the project is essential to bolster lenders and spur economic growth.
Speaking at the European Parliament in Brussels, ECB Vice President Vitor Constancio told lawmakers: ‘Mere coordination between national authorities is not sufficient for cross-border resolution in crises. The currency bloc needs
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a single resolution authority with independent decision-making powers which would enable prompt and decisive action. The authority should be supported by a privately funded European resolution fund. Progress in these elements
of a future banking union is very important in the present economic environment of low growth. The establishment
of a single resolution mechanism, equipped with an authority and fund, will contribute to the desirable separation of
banks and sovereigns. I also urge the EU to press ahead with the formal adoption of a draft law to afford the central
bank oversight powers. Key organizational decisions can only be taken once the legal text has entered into force.
The timely adoption of the regulation by early summer is crucial.”
•

Front Page Headline, Globe and Mail – “Barrick Considers Suspending Southern Andes Mining Project. An April
9th. Chilean Copiapo Appeals Court order halted construction on Barrick’s $8.5 billion (U.S.) Pascua-Lama gold project – located in both Chilean and Argentinian territory near the Tropic of Capricorn – which is already billions of dollars over budget and facing delays of at least a year. In addition, Moody’s Investors Service announced it had placed
Barrick’s senior unsecured credit rating on review for possible downgrade. Meanwhile, Barrick reported 1st. quarter
earnings and announced $500 million (U.S.) in cost cuts to be implemented over the course of the year: ‘The company
will continue to evaluate all alternatives, in light of the uncertainties associated with the legal and regulatory actions
and the current commodity price environment, including the possibility of suspending the project.’ The Southern Andes road has been especially difficult for the Canadian miner in a year when it replaced its CEO and took a $3.8 billion
(U.S.) charge on a highly criticized copper acquisition.”

•

Front Page Headline, Globe and Mail – “Italy’s President Napolitano Issues Mandate to Enrico Letta to Form New
Government. Donato Marra, an official at the Quirinale Palace in Rome, announces Italian centre-left politician Enrico Letta has received a mandate to form a new government from Italian President Giorgio Napolitano. Mr. Letta is
deputy leader of the Democratic Party and a moderate acceptable to the centre-right.”

•

Front Page Headline, Globe and Mail – “Trans Mountain Pipeline Faces Daunting Hurdles. Kinder Morgan Canada
Inc. will need to overcome political and regulatory hurdles for its Trans Mountain Pipeline expansion plans, underscored by the challenges of obtaining permits from British Columbia. The National Energy Board has interprovincial
jurisdiction for reviewing Kinder Morgan’s expected application to twin its existing Trans Mountain Oil Pipeline from
Edmonton to the Vancouver suburb of Burnaby; but the B.C. Oil and Gas Commission has the authority to grant final
permits. Earlier this week, the B.C. New Democratic Party (NDP) announced that it opposes Kinder Morgan’s plans to
nearly triple the amount of oil transported along the route from Edmonton to the company’s Westridge Marine Terminal
on the shores of the Burrard Inlet. NDP leader Adrian Dix, whose party is riding high in the public polls in the weeks
prior to the May 14th. provincial election, has stated he is concerned about the prospect of increased traffic in and
out of the Inlet.”
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•

Front Page Headline, Daily Telegraph U.K. – “Bundesbank President Jens Weidmann Attacks FTT. The European
Union (EU) has drawn up plans for a Financial Transactions Tax, a levy of 0.1% on a trade in shares, bonds and derivatives which could raise 30 to 35 billion euros a year. The FTT is being supported by 11 EU members led by Germany and France under enhanced co-operation procedures, but no deadline has yet been set for its implementation.
Attending a banking congress in Dresden, Mr. Weidmann expounded: ‘From a monetary policy perspective, the FTT
in its current form is to be viewed very critically. Regulation is not an end in itself and the costs and usefulness of
any planned measure must be weighed against each other. Some effects cannot be seen immediately, but can turn
out to be explosive. An example of this is the planned financial transactions tax. While the FTT had been agreed
upon in a fundamental sense, the unforeseen side effects can be substantial. In its current form, the FTT would
cover asset-backed money market transactions, or so-called repurchase agreements. The repo market plays a central role in equalization of liquidity between commercial banks. If the FTT doesn’t function properly, the transactions
are deflected onto the Eurosystem of central banks, which will continue to be heavily involved in liquidity equalization between banks well after the crisis. This shows how important it is to examine a regulatory measure before it is
implemented and this takes time.”

Germany’s Bundesbank President Jens Weidmann

Source: Reuters

Thursday, April 25th
•

The Labor Department reports U.S. initial claims for state unemployment benefits declined by 16,000 to a seasonally
adjusted 339,000 in the week ended April 20th. while continuing claims fell by 93,000 to a seasonally adjusted 3 million in the week ended April 13th.

•

The Office for National Statistics reports Britain’s gross domestic product grew by 0.3% in the 1st. quarter, following
a contraction of 0.3% in the 4th. quarter of 2012. Neil Jones, an analyst at Mizuho Corporate Bank Ltd. in London
commented: “Today’s GDP data puts another nail in the coffin for further money printing. Sterling is trading higher at
$1.5460 (U.S.) and I would expect further gains.”

•

Front Page Headline, Wall Street Journal – “Spain’s Unemployment Rate Reaches 27.2%. The National Statistics
Institute (NSI) reports 322,000 jobs were lost in the 1st. quarter, citing government austerity measures to thwart the
rate of job destruction amid a deepening recession, have yet to make any significant impact. The data was released
a day before Spain’s government will announce revised 3-year economic forecasts, in a report which will focus on
shifting priorities to economic growth and away from reducing its budget deficit.
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•

Front Page Headline, Financial Post – “The Canadian Dollar Can Weather the Commodities Storm: Rosenberg. In
a note to clients, Gluskin Sheff Chief Economist David Rosenberg observes: ‘Many analysts are surprised at how well
the Canadian dollar has behaved during this recent bout of turbulence for commodities – but they shouldn’t be. Here
are my three valid reasons why the Canadian dollar will weather the storm.
1. Firstly, oil and metals only represent 20% of Canada’s export base, not 80%.
2. Secondly, there are some commodities which are doing quite well, such as natural gas (exports up by 30%
from a year ago) and wood products, which are getting a boost from the U.S. housing recovery.
3. Moreover, chemicals and foodstuffs are a plus in a world where agriculture and farming are becoming
increasingly important. In addition, there has been a rebound in the U.S. auto sector, which is critical for
Canada’s balance of payments situation.
With all deference to the CAD bear crowd, the reality is that close to half of Canada’s export base is actually doing just
fine … Moreover, foreign investors continue to see Canada as a bastion of political, fiscal and central bank stability.”

Monday April 22, 2013

Friday, April 26th
•

The Commerce Department reports its initial U.S. gross domestic product (GDP) growth estimate of 2.5% on an annual
basis in the 1st. quarter, following a 0.4% annual expansion rate in the 4th. quarter of 2012; citing a huge decline in
defense spending outweighed the biggest increase in consumer spending in two years. Joshua Shapiro, an economist
at Maria Fiorini Ramirez Inc. in New York commented: “While there are certainly ebbs and flows, the overall picture is
one of a moderately expanding economy. We’ll likely see a bit of tailing off in the 2nd. quarter.”

•

In a statement published by China’s official Xinhua news agency, following a special session on the economy the Politburo Standing Committee announced: “China needs to cement its domestic economic growth momentum and guard
against potential risk in financial sectors. Macro-economic policies should be stabilized and micro controls in some
sectors should be loosened.” Ding Shuang, an economist at Citigroup Inc. in Hong Kong, noted: “The Politburo Standing Committee’s comments provide support to the State Council’s decisions and don’t imply policy changes. While
the leadership is saying China needs to build (economic) growth momentum, it’s also warning about financial risks.
The Committee isn’t going to pursue the old way of stimulus (in order to) push up (economic) growth at the expense
of long-term structural reform.”

•

Front Page Headline, Globe and Mail – “Spain Admits Recession Worse. The Spanish government announces ‘a
downward revision in its gross domestic product forecast for 2013 to minus 1.3%, while its public deficit will likely be
6.3% of GDP. The unemployment rate, currently at 27.2% – with more than 6 million people out of work – will remain
at a high level over the next two years, dropping to 25.8% in 2015.’ Wakeup call for the Rajoy government: An
unemployment rate above 25% represents a level consistent with an economic depression, not a recession.

•

Front Page Headline, Daily Telegraph U.K. – “The Great Spanish Nation Can End Its Crucifixion by Leaving EMU.
Spain’s 27.2% unemployment rate is equivalent to approximately 8.3 million people in Britain, or 39 million people in
the United States. Spain is losing 3,581 jobs a day and there are 1.9 million households where no member of the family has a job. As can be determined from the graphic below, the unemployment rate has reached 36.8% in Andalusia,
Spain’s most populous region.

Source: Daily Telegraph U.K.
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The national rate of unemployed youth is 57.2%, rising to 70% in the Canary Islands. This is in spite of mass emigration by Spanish youth. El Pais reports that 260,000 young people aged between 16 and 30 left the country last year.
A great number have come to London. They are all around the Telegraph offices at Victoria working in Pret a Manger
and Starbucks. Others have gone to Germany, or the Persian Gulf, or further afield. Such is Spanish diaspora, unseen since the mass exodus after the Civil War, or the Conquista. Some claim that unemployment was almost as high
in the early 1990s. It was not. A study by the Bank of Spain discovered that today’s rate would be 4% to 5% higher
under the old way of computation, nearing 32%. Nothing like this has been seen before in modern times. Spain’s jobless crisis in the 1930s was much milder and for good reason. Spain was not strapped in the deflationary disaster of
the interwar Gold Standard. It went its own way. Yesterday, the Rajoy government stated that the crisis is ‘dramatic’
but insisted that the country has regained the confidence of the financial markets and is at last on the road to (economic) recovery. Sadly, this is not the case. The bond vigilantes have been quiet only because the ECB has promised
to backstop the Spanish debt market. The crisis in the real economy is getting worse. The City knows that. Public
debt increased from 69% to 84% of GDP last year and only part was due to the bank bailout. That is a big jump in
one year and it understates the actual debt. David Owen at Jeffries says the real figure is 113%, once trade credits
and unpaid bills are included, a figure available from the Bank of Spain. The deficit rose from 9.4% to 10.6% last year
(or by 7% without bank costs). The IMF expects it to remain stuck at 6.9% in 2014. The improvement is glacial. It
exudes echoes of Greece and Portugal. The economic damage caused by the austerity cuts is eroding tax revenues,
feeding an infernal downward spiral. Household consumption is collapsing and so are house prices. See chart below.

As usual, there is much anguish and complaints against ‘ultra austerity’ and the EU-IMF Troika (hardly the issue in
Spain). The unions talk of a ‘national emergency.’ Usual stuff. Yet almost nobody in Spanish public life is willing to
admit that the cause of all this grief is the structure of the European Monetary Union itself. The euro led to negative
interest rates of minus 2% in Spain earlier in the decade, setting off an uncontrollable boom. Spain now faces an
uncontrollable bust. The elemental issue is loss of sovereign control over its exchange rate and monetary policy. It
is surprising that a great historic nation must tolerate 27% unemployment, or accept vassal status to an incompetent
and dysfunctional EMU regime. Does anybody in Madrid think that EU officials in Brussels actually know what they
are doing? Or that monetary provincials in Frankfurt (Draghi excepted) are much better? Or that the Eurogroup is
a civilized organization after the way it treated Cyprus? Of course, the EU Project is motherhood and apple pie in
Spain. It is interwoven in the public thinking with the arrival of democracy after Franco and the re-entry of Spain into
the European mainstream. The Brussels subsidies for a quarter century created a dependency culture and warped
the Spanish mind.”
•

Front Page Headline, Blog Excerpts from Spanish Economists Miguel Navascues and David Lizoain (Courtesy of the
Daily Telegraph U.K.) – “Spain Should Break Free of EMU Oppression Immediately. On account of the architecture
of the euro zone, the countries of the European periphery cannot engage in a fiscal stimulus, a monetary stimulus,
a competitive devaluation, or a financial restructuring. Trapped in the midst of recessionary downward spirals, their
policy space is extremely limited. The euro zone framework has generated an economic depression and a crisis of
democratic legitimacy. These are fertile conditions for even greater political failures, not for success. Take the Spanish case: A stimulus originating in the public sector is both prohibited, on account of existing deficit targets, and impossible, on account of financing costs on the private markets. Lending channels in the private sector are blocked, as
the financial sector ’s balance sheet is still overwhelmed by the ever-increasing bad debts originating from the bursting
of the real estate bubble. The obvious move would be to engage in a massive financial restructuring (i.e. let the bad
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banks fail). This is not possible because the ECB will not act as a lender of last resort. Banks in the periphery cannot fail without wiping out small savers. In order to guarantee deposit insurance, a bailout of the private sector (and
Memorandum of understanding) was therefore required. Last June, the leaders of Europe stated: ‘We affirm that it is
imperative to break the vicious circle between banks and sovereigns.’ Events have shown this to have been an empty
promise. The cost of bailing out the banks is now being passed on to the public purse and the drowning banks are pulling down the sovereigns with them. If this were not bad enough, the Cyprus agreement shows that not even deposit
insurance for small savers can be taken for granted. The turn of events in Cyprus makes it far more difficult to defend
the proposition that change in Europe is just around the corner and that it will be for the better. The case for optimism
does not rest on solid empirical foundations; there is little evidence of strong majorities in Germany favouring the
reforms that would be needed to end the crisis and balance the euro zone. If the countries of the periphery were on
a gold standard, they would have already been forced out of it. The euro-induced depression is a breeding ground
for populism, anti-politics, extremism and bad-blood in general; it is a toxic environment for dreams of an ever-closer
Union. The course of events demands a lifting of the taboo surrounding the dissolution of the euro zone. If solidarity
cannot be achieved through a progressive form of Europe’s economic institutions, then perhaps it is time to consider
taking them apart. Perhaps the only way to save the European Union is to ditch the euro.”
•

Front Page Headline, Business Insider – “U.S. Equity Mutual Funds Experience Outflow. American equity mutual
funds saw their first week of outflows since the U.S. stock market rally began in November 2012, losing $3.7 billion
(U.S.) to redemptions this week, while $7.6 billion (U.S.) flowed into American bond mutual funds.

•

Front Page Headline, Daily Telegraph U.K. – “German Bundesbank Declares War on ECB Bailout Plan. In a 29page document leaked to Handelsblatt, Germany’s central bank – known as the temple of monetary orthodoxy – files a
claim with the Karlsruhe-based German Constitutional Court, citing: ‘The European Central Bank’s pledge to support
Italian and Spanish sovereign debt entails huge risks and violates fundamental principles. It is not the duty of the
ECB to rescue EU states in crisis.’ The Bundesbank unleashed a point by point assault on every claim made by ECB
President Mario Draghi to justify emergency rescue policies – or Outright Monetary Transactions (OMT) – unveiled last
summer to prevent Spain’s sovereign debt crisis from spiraling out of control. The Draghi plan mobilized the ECB as
lender of last resort and led to a spectacular decline in bond yields across the EMU periphery, buying nine months of
financial calm. The credibility of the pledge rests entirely on German consent. Analysts say the (sovereign debt) crisis
could erupt again at any moment if that is called into question. Harvinder Sian, an analyst at Royal Bank of Scotland,
commented: ‘The Bundesbank document borders on economic warfare. We think there is going to fear and dread in
the (fixed income) market that the court will reject OMT.’ The Bundesbank document argues: ‘OMT entails the purchase of bad bonds, violates ECB independence and entails a high risk of heavy losses in the likely event that debtor
states are forced out of the EMU. The Greek debacle has shown that conditions cannot be enforced and it is very
questionable whether it is desirable to drive down the bond yield levels of profligate states. The ECB has no mandate
to uphold the current composition of the European Monetary Union, rather its task is to uphold price stability.’ While
Bundesbank President Jens Weidmann has openly criticized the Draghi plan before, the aggressive language in the
document – submitted last December, but not revealed until today – shocked economists. Germany’s Constitutional
Court will rule on the legality of the bond rescue plan on June 12th. Last September, it gave a provisional approval
for other sections of the EU rescue machinery, but limited Germany’s bailout share to 190 billion euros. Crucially, it
warned that the Bundestag may not abrogate its tax and spending powers to any supra-national body, or be exposed
to unlimited liabilities …Sovereign bond strategist Nicholas Spiro observed: ‘Fixed income markets are sick and tired
of the euro zone sovereign debt crisis and have stopped paying attention to the detail. There is this ravenous hunt
for yield and people think there is all this money coming from Japan. However, it has long been unclear whether OMT
is real of just a myth and the euro zone’s underlying economic crisis is still getting worse. The window of opportunity
created by Draghi has been wasted. If the German Constitutional Court sides with the Bundesbank in any way, the
whole house of cards could come crashing down.”

•

Front Page Headline, GoldMoney – “Physical Gold vs Paper Gold: Waiting for the Dam to Break. Analysts, whose
focus incorporates portfolio investment theories and assumptions, have very little understanding of the economic case
for precious metals, being schooled in modern neo-classical economic theories. When coupled with modern investment analysis as applied to bullion pricing, these economic theories have failed to understand the growing human
desire for protection from monetary instability. For a long time, the result has been the suppression of bullion prices
in capital markets below their natural level of balance as set by supply and demand. Furthermore, the value placed on
precious metals by hoarders in the West has been less than the value to hoarders in other countries, particularly the
growing numbers of savers in Asia. If they persist, these tensions are bound to contribute to the eventual destruction
of paper currencies.
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The Ownership of Gold
By the year 2000, Western ownership of non-monetary gold suffered the severe attrition of a twenty-year bear market
and the reduction of inflation expectations. Portfolios, which routinely had 10-15% exposure to gold 40 years ago
even today have virtually no exposure at all. Given that jewelry consumption in Europe and North America was only
400-750 tonnes per annum over the period, by the year 2000 overall gold ownership in the West must have declined
significantly from the 1974 guesstimate of 30,000 tonnes. While the total gold stock in 2000 stood at 128,000 tonnes,
the virtual elimination of portfolio holdings will have left Western holders with little more than perhaps an accumulation of jewelry, coins and not much else: bar ownership would have been at a very low ebb. Since 2000, demand from
countries such as India, and more recently China, is known to have increased sharply, supporting the thesis that gold
has continued to accumulate at an accelerating pace in non-Western hands. Western bullion markets have therefore,
been on the edge of a physical stock crisis for some time. Much of the West’s physical gold ownership since 2000
has been satisfied by recycling scrap originating in the West, suggesting that total gold ownership in the West today
barely rose before the banking crisis despite a tripling of prices. Meanwhile, the disparity between demand for gold in
the West compared with the rest of the world has continued, while the West’s investment management community has
been actively discouraging investment. The result has been that nearly all new mine production and Western central
bank supply has been absorbed by non-Western hoarders and their central banks. While post-banking crisis there
has presumably, been an increase in Western hoarding, as evidenced by ETF and coin sales and some institutional
involvement, it is dwarfed by demand from other countries. So, it is reasonable to conclude that of the total stock of
non-monetary gold, very little of it is left in Western hands. So long as the pressure for migration out of the West’s
ownership continues, there will come a point where there is so little gold left that futures and forwards markets cease
to operate effectively. That point might have actually arrived, signaled by attempts to smash the gold price this month.
Admittedly, this broad-brush assessment has important implications for the price stability essential to bullion banks
operating in paper markets, as well as for central banks attempting to maintain confidence in their paper currencies.

Precious Metals in Capital Markets
In the West itself, the attitudes of the investment community are fundamentally different from even those of the majority of Western hoarders, who are seeking protection from systemic and currency risks as opposed to investment
returns. Western investors are generally oblivious to the implications, the most fundamental of which is that falling
prices actually stimulate physical gold demand. Before the recent dramatic slide in prices in the investment community undervalued precious metals compared with Western hoarders, let alone those in Asia, encouraging physical bullion to migrate from financial markets both to firmer hands in the West as well as the bulk of it to non-West ownership.
There is now irrefutable evidence that these flows have accelerated significantly on lower prices in recent weeks, as
rational price theory would lead one to expect. Therefore, pricing bullion is not as simple as the investment community generally believes. It is being circulated, mostly on grounds of technical analysis, that the bull markets in gold
and silver have ended and precious have entered a new downtrend. The evidence cited is that medium and longerterm moving averages have been violated and are now falling; furthermore, important chart support levels have been
breached. These developments, which arise out of the futures and forward markets, have rattled Western investors
who thought they were in for an easy ride. However, a close examination of futures trading shows the bearish case,
even on investment grounds, is flawed, as the following two charts (next page) of official statistics provided by weekly
Commitment of Traders data clearly show.
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The Money Managers category is the clearest reflection in the official data of investor portfolio positions, representing sizeable mutual funds and hedge funds. In both cases, the number of long contracts is at historically low levels
and shorts, arguably the better reflection of money-manager sentiment, remain close to high extremes. On this basis,
investor sentiment is clearly very bearish already, with the investment management community already committed to
falling prices. Put very simplistically, there are now more buyers than sellers. Money managers are in stark opposition to the Commercials, who seek to transfer entrepreneurial risk to Money Managers and other investor and speculator categories. The official statistics break Commercials down into two categories: Producer/Merchant/Processor/
User and Swap dealers. Both categories include the activities of bullion banks, which in practice supply liquidity to
the market. Because investors and speculators tend to run bull positions, bullion banks acting as market-makers
will in aggregate always be short. A successful bullion bank trader will seek to make trading profits large enough to
compensate for any losses on his net short position that arise from rising prices. A bullion bank trader must avoid
carrying large short positions, if in his judgment prices are likely to rise. He will be more relaxed about maintaining a
bear position in falling markets. Crucially, he must keep these opinions private, since the releases of market statistics
are designed to accommodate these dealers’ need for secrecy. Bullion banks’ position details are disclosed at the
beginning of every month in the Bank Participation Reports, again official statistics. They are broke down into two
categories, based upon the individual bank’s self-description on the CFTC’s Form 40, into U.S. and Non-U.S. Banks.
Their positions are shown in the next two charts (Note: the time scale is monthly).
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In both gold and silver, the bullion banks have managed to reduce their exposure from extreme net short over the last
four months. The reduction of their market exposure suggests that they have been deliberately transferring this risk
to other parties and is consistent with an anticipation that bullion prices will rise. It is the other side of the high level
of bearishness reflected in the Money Manager category shown in the first two charts. The bullion banks control the
market; the Money Managers are merely tools of their trade. There has been little reduction in open interest in gold
and it has remained strong in silver, because risk has been transferred rather than extinguished. Daily official statistics on open interest are provided by the exchange and summarized in the next two charts (Note: the data is daily).

From the above charts, it can be seen that recent declines in the gold price are failing to reduce open interest further
and in silver open interest remains stubbornly high. Therefore, attempts by bullion banks to reduce their net short
exposure by marking prices down are showing signs of failure. We can therefore conclude that investor sentiment is
at bearish extremes and the bullion banks have reduced their net short exposure to levels where it risks rising again.
Therefore, the downside outlook for precious metals prices appears to be severely limited, contrary to sentiments
expressed by technical analysts and n the media. This market position is against a background of a growing shortage
of physical gold bullion, which is the next topic.
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Physical Markets
Casual observers of precious metal prices are generally unaware that the headline writers focus on activity in the futures markets and generally ignore developments in physical gold bullion. This is consistent with the fact that market
data is available in the former, while dealing in the latter is secretive. However, as with icebergs, it is not what you
see above the water that matters so much, as that which is out of sight below. It is not often understood in investment
circles that gold and silver are commodities for which the laws of supply and demand are not overridden by investor
psychology. Therefore, if the gold price falls, demand increases. Indeed, the increase in demand has far outweighed
selling by nervous investors; even before the price drop, demand for both silver and gold significantly exceeded supply. Evidence ranges from readily available statistics on record demand for newly-minted gold and silver coins and
the net accumulation of gold by non-Western central banks, to trade-based information such as imports and exports of
non-monetary gold; as well as reports from trade associations reporting demand in diverse countries such a s India,
China, the U.K., U.S., Japan and even Australia. All this evidence points in the same direction: that physical gold
demand is increasing on every price decline. Suffice to say, there is a growing pricing conflict between futures and
forward markets, which do not generally involve settlement but the rolling-over of speculative positions and of the underlying physical metal. Furthermore, analysts make the mistake of looking at gold purely in terms of mining and scrap
supply, when nearly all gold ever mined is theoretically available to the market, in the right conditions and at the right
price. The other side of this larger coin is that if the price of gold is suppressed by activity in paper markets to below
what it would otherwise be, the stimulus for physical demand – being based on a 160,000 tonne market – is likely to
be considerably greater on a given price drop than analysts who are myopic and beyond 2.750 tonnes of annual mine
production might expect. The numbers that are available confirm this to have been the case, particularly over the last
few weeks, with reports from all over the world of an unprecedented surge in demand. This is at the very root of a
developing crisis of which few commentators are as yet aware. Demand for physical gold has accelerated the transfer
of bullion from capital markets to hoarders everywhere and from the West’s capital markets to other countries, which
has been the trend since the oil crisis in the mid-1970s. This is what’s behind an acute shortage of physical gold in
capital markets, explaining perhaps why bullion banks feel the need to reduce their short positions. While we can
detail their exposure in futures markets, meaningful statistics are not available in over-the counter forward markets,
particularly for London, which dominates this form of trading. Forwards are considerably more flexible than futures
as a trading medium, generating trading profits, commissions, fees and collateralized banking business. The ability
to run unallocated client accounts, whereby a client’s gold is taken onto a bank’s balance sheet, is in stable market
conditions an extremely profitable activity, made more profitable by high operational gearing. The result is that paper
forward positions are many multiples of the physical bullion available. The extent of this relationship between physical
bullion and paper is not recorded, but judging by the daily turnover in London, there is an enormous synthetic short
physical position. For this reason, a sharply rising gold price would be catastrophic and any drain on bullion supplies
rapidly escalates the risk. Overseeing this market is the Bank of England, co-operating with other Western central
banks and the Bank for International Settlements (BIS), whose combined interest obviously favours price stability.
They have been quick to supply the market if needed, confirmed by freely-admitted leasing operations in the past,
and by secretive supply into the market, which has been detected by independent supply and demand analysis over
the last 15 years. Furthermore, as currency-issuing banks, central banks are unlikely to take kindly to market signals
which suggest gold is a better store of value than their own paper money. We can only speculate about day-to-day
interventions by Western central banks in gold markets. In this regard, it seems that the slide in gold prices on April
12th. and 15th. was triggered by a very large seller of paper gold; if this market story and the amount mentioned are
correct, it can only be central bank intervention, acting to deliberately drive prices lower. Given the market position,
with Money Managers in the futures markets already short and highly vulnerable to a bear squeeze, the story seems
credible. The objective would be to persuade holders of physical ETFs and allocated gold accounts to sell and supply
the market, on the assumption that they would behave as investors convinced the gold bull market is over.

Conclusions
For the last 40 years gold bullion ownership has been migrating from the West to elsewhere, mostly to the Middle East
and Asia, where it is more valued. The buyers are not investors, but hoarders less complacent about the future for
paper currencies than the West’s banking and investment community. There was a shortage of the physical metal in
the major centers prior to the recent price decline, which has only become more acute, fully absorbing ETF and other
liquidation, which is small in comparison to the demand created by lower prices. If the selloff was engineered with
the collusion of central banks, it has backfired spectacularly. The time when central banks will be unable to continue
to manage bullion markets by intervention has probably been brought closer. They will face having to rescue the
bullion banks from the crisis of rising gold and silver prices by other means, if only to maintain confidence in paper
currencies. Any gold held by struggling euro zone nations, theoretically available to supply markets as a stop-gap,
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will not last long and may have been already sold. This will likely develop into another financial crisis at the worst
possible moment, when central banks are already being forced to flood markets with paper currency to keep interest
rates down, banks solvent and to finance governments’ day-to-day spending. Its importance is that it threatens, more
than any other of the various crises to destabilize confidence in government-backed currencies, bringing an early end
to all attempts to manage the other systemic problems. History might judge April 2013 as the month when, through
precipitate action in bullion markets, Western central banks and the banking community finally began to lose control
over all financial markets.” Alasdair Macleod, GoldMoney. (Note: Highlighting by Longwave Analytics).
Please see also Ian’s Investment Insights Special Edition , Gold vs. Paper - March 1, 2013.

CLOSING LEVELS FOR FRIDAY, April 26th
Dow Jones Industrial Average
Spot Gold Bullion (June)
S&P / TSX Composite
10 - Year U.S. Treasury Yield
Canadian Dollar
U.S. Dollar Index Future (Spot Price)
WTI Crude Oil (June)

WEEKLY CHANGE
14,712.55

+ 165.04 points

$1,453.60 (U.S.)

+ $58.00 per oz.

12,220.20

+ 154.65 points

1.66%

– 4 basis points

98.34 (U.S.)

+ 0.90 cent

82.469

– 0.283 cent

$93.00 (U.S.)

+ $4.99 per barrel
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“Those who cannot remember the past are condemned to repeat it.” Santayana

