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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
Monday, August 11th
Canada Mortgage and Housing Corp. (CMHC) reports
the nation’s housing starts increased to 200,098 on
an annualized basis in July, following 198,000 starts
in June. In a press release, CMHC Chief Economist
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Bob Dugan noted: “During recent months, the trend in construction has increased modestly in large part due to multiple starts,
which have a strong variability on a month-to-month basis. Nevertheless, CMHC continues to expect a soft landing for the new
home construction market in Canada.”

main regarding how the agency will be able to fund these investments.’
• Front Page Headline, Wall Street Journal – “Italy’s Problem Is
Europe’s Problem. Will the euro survive on German or Italian
terms?

Source: Globe and Mail – Report on Business
• Front Page Headline, Wall Street Journal – “USPS Posts $1.96
Billion (U.S.) Loss in April – June Quarter. Despite a 2% increase in revenue to $16.5 billion (U.S.) and a continued focus
on shipping packages, operating expenses increased by 9.2% to
$18.42 billion (U.S.), as compensation and transportation costs
were higher. In an interview with journalists, USPS Chief Financial Officer Joe Corbett noted: ‘In achieving these results, the
Postal Service has been extremely conservative with respect to
our capital spending. However, we now need to invest up to
$10 billion (U.S.) over the next four years in order to replace
our aging fleet, purchase package sorting equipment, as well
as upgrade our infrastructure. Moreover, challenges remain re-

The euro crisis was never really about the survival of the single currency. Once the costs and consequences of dissolution
were properly understood, a collapse was never likely. Instead
the real question has always been whether the euro survives
on German or Italian terms. In other words, will the euro be a
strong currency underpinned by credible rules and self-reliant
states with any burden-sharing subject to strict conditions and
pooling of sovereignty? Or, will the euro be a weak currency,
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reliant upon periodic episodes of devaluation and inflation to restore competitiveness and sustained by fiscal transfers whether
introduced formally, or by stealth?
Following last week’s news of a surprise 0.2% decline of Italy’s
gross domestic product (GDP) in the 2nd. quarter, this question
is firmly back on the agenda. Italy’s slide back into recession
for the third time in five years is primarily a challenge for Italy
and its Prime Minister Matteo Renzi. He took office almost six
months ago promising an ambitious agenda, but has delivered
little to date. Last week, Mr. Renzi appeared to have secured an
agreement to reform Italy’s political system. However, there is
scant sign of the far-reaching labour and product market changes, or any overhauling of the bureaucracy and judicial system
required to revive economic growth. An 80 euro ($107 U.S.) tax
cut for the low-paid was not matched by spending cuts. Indeed,
Mr. Renzi’s own public expenditure advisor has accused him of
spending 1.6 billion euros of next year’s planned savings, before
they’ve even been implemented.

However, the Great Recession is a near-worldwide phenomenon, with the consequences of which many advanced economies – Sweden among them – continue to struggle. Its depth
and breadth appear to have changed the economic environment
in many ways and to have led the road ahead unclear. Today,
I will discuss three key aspects of the challenges policymakers
face as they seek to move ahead. These are: (1) The impact of
the Great Recession and the associated Global Financial Crisis
on the growth of output, both over the short-term and over the
long-term. (2) The reform of the financial sector, i.e. how much
progress have we made in creating a safer and more stable
post-crisis financial environment. (3) The impact of the crisis
on the conduct of monetary policy … amid the need to maintain
financial stability.’

U.S. Federal Reserve Board Vice Chairman Stanley Fischer.
Source: Reuters

Italy’s economic paralysis is all the more striking, given the
strengthening economic recoveries in euro zone countries which
have undertaken reforms. Spain is now the fastest growing
economy in the European Monetary Union (EMU), expanding its
GDP by 0.6% in the 2nd. quarter. Citigroup expects the Greek
economy to grow by 1.1% this year. The unemployment rate in
Portugal has been falling for almost two years to 13.9% from a
peak of 17.5%. Cyprus should return to GDP growth in 2015,
far sooner than predicted at the time of its financial collapse last
year.”

Vice Chairman Fischer cautioned: ‘This slowing of GDP growth
is broadly based, with economic performance in emerging Asia,
importantly China, stepping down sharply from the post crisis
surge, to growth rates significantly below the average pace in
the decade prior to the financial crisis. It is difficult to determine how much of the economic slackness was due to cyclical
factors and how much represented a more fundamental, structural change in advanced economies. However, I must highlight
three pronounced headwinds which have restricted economic
growth in the United States: a still anemic housing market, cuts
in federal government spending and weaker global GDP growth
that reduced demand for American exports.

Front Page Headline, New York Times – “Fed’s Fischer Warns
of Disappointing GDP Growth. At a Stockholm Conference
sponsored by the Swedish Ministry of Finance, Federal Reserve
Vice Chairman Stanley Fischer delivered a speech entitled, ‘The
Great Recession – Moving Ahead. The recession which began
in the United States in December 2007 ended in June 2009.

Another major worry is the slowing growth in the size of the
American labor force, influenced by demographic factors like
the retirement of baby boomers. The proportion of Americans
in the workforce has been dropping steadily since 2000, now
at 62.9% from 67% then. Many of those who dropped out of
the labor force may be discouraged workers. Moreover, while

Italian Prime Minister Matteo Renzi

•

Source: Zuma Press
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some people may return to the workforce as the unemployment
rate continues to fall – currently 6.2% compared with 8.2% two
years ago – skills and networks may have depreciated some
over the past few years … Perhaps we are moving into a period
of slower productivity growth. However, I for one continue to be
amazed at the potential for improving the quality of the lives of
most people in the world that the I.T explosion has revealed.”
•

Front Page Headline, New York Times – “SEC Uncovers Kansas
Bond Fraud. The U.S. Securities and Exchange Commission
has filed a complaint citing $273 million (U.S.) of bonds issued
in 2009 and 2010 by the Kansas Development Finance Authority to raise money for a variety of projects, including hospital
improvements, public libraries, water systems, public housing
and improvements at Kansas State University. In the complaint,
LeeAnn Ghazil Gaunt, director of the SEC’s municipal securities
and public pensions unit, stated: ‘Kansas failed to adequately
disclose its multi-billion dollar pension liability in bond issue prospectuses, leaving investors with an incomplete picture of the
state’s finances and its ability to repay the bondholders amid
competing strains on the state’s budget.’ In a separate statement, Ms. Gaunt revealed that the state was not fined ‘given that
Kansas had already taken significant remedial actions.’

Kansas Governor Sam Brownback took office in 2011.
Source: Associated Press

Ukraine, which have affected the German economy. Since the
overall economy in the euro zone is also losing momentum, the
signs are that gross domestic product (GDP) growth in Germany
will be weaker than expected in 2014.’
•

In a new study by the Vancouver-based Fraser Institute, researcher Charles Lammam concluded: “The average Canadian
family earned $77, 381 (CAD) in 2013, paying out 41.8% of that
in total taxes and 36.1% on necessities, such as food, clothing
and housing. Total taxes for the average Canadian family have
surged by 1,832% since 1962, compared to 1,375% for shelter,
620% for clothing and 546% for food. Over the past five decades, the total tax bill grew much faster than the cost of basic
necessities. So, taxes now consume more income than any other single family expense. With more money going to pay taxes,
families have less to spend on things they care about, to save for
education and retirement and to reduce household debt.”

•

The U.S. Department of the Treasury reports a $94.59 (U.S.)
billion deficit for July, down 3% from the same month a year ago,
citing tax revenues expanded at a faster pace than government
spending. With only two months remaining in the current fiscal
year, the U.S. federal government’s deficit totals $460.45 billion
(U.S.) to the end of July, down by 24% from the same period
last year. Over the longer term, the Congressional Budget Office (CBO) projects that after narrowing again in fiscal 2015, the
U.S. federal government’s deficit will begin to grow later in the
decade and surpass the $1 trillion (U.S.) annual mark again by
the year 2023. See also: Economic Winter, It’s Still the Debt,
Stupid – March 21, 2014.

•

Front Page Headline, Financial Post – “Ontario Beware! Renewable Energy Development Is A Money Pit. Germany, the model
for the Province of Ontario’s wind and solar developments, now
regrets its spending spree; which should serve as a $412 billion (CAD) lesson for Ontario. That is the amount Germany has
spent on subsidies in support of solar and wind energy – among
other renewables – over the past 20 years, all in the initiative to
wean the country off fossil fuel and nuclear power generation.

TUESDAY, AUGUST 12TH
•

The ZEW Center for European Economic Research in Mannheim
reports its index of German analyst and investor expectations
– which aims to predict economic developments six months in
advance – declined to a reading of 8.6 in August from a level
of 27.1 in July, the eighth consecutive monthly decline and the
biggest drop in more than two years. In an accompanying statement, the ZEW Center elaborated: ‘The decline in economic sentiment is likely connected to the ongoing geopolitical tensions in

By the end of 2012 – the most recent year for data – wind and
solar power provided about 13% of all German electricity consumption. Together with hydro and biomass, renewables provided more than 23% and in May, headline writers around the
world proudly trumpeted that renewable energy provided 75%
of Germany’s total electricity consumption. However, scratch a
little below the surface and an entirely different picture emerges.
Households are being forced into energy poverty, as renewable
subsidies lead to soaring power bills; handouts to Germany’s big
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businesses and exporters, so they can avoid paying for those
subsidies and a systematic bankrupting of traditional utilities.
Regarding that one day in May when headlines celebrated that
75% of power generation came from renewables, it was on a
Sunday when demand for power is at its lowest level.
•

•

Front Page Headline, Financial Times – “Japan’s GDP Contracts
the Most Since 2011 Earthquake. Japan has suffered its worst
gross domestic product contraction since the earthquake and
tsunami more than three years ago. The government reported
a preliminary GDP estimate of an annualized decline of 6.8% in
the 2nd. quarter, which followed an increase in the national sales
tax on April 1st. The severity of the contraction and the fact that
it was the first significant quarterly reversal since Shinzo Abe –
the growth-pursuing prime minister – took office in late 2012, will
cast doubt on Mr. Abe’s promise to rejuvenate Japan’s economy.
Economists have concerns that Japan’s exports are not expanding as they should be in response to a weakening of the yen under Mr. Abe. In addition, wage increases are running well behind
increases in consumer prices, a situation which could depress
household spending well beyond the latest quarter.”

•

The Commerce Department reports U.S. retail sales were unchanged in July, following a slight 0.2% increase in June. Stephen Stanley, chief economist at Pierpont Securities LLC in
Stamford, Connecticut, commented: “There’s no sign of momentum or enthusiasm from consumers at the present time. Income growth continues to be modest. While employment has
improved in recent months, we’re not seeing the growth in hours
worked that would generate big increases in paychecks.”

At a press conference in Wakefield, Quebec, Canada’s Finance
Minister Joe Oliver declared: “The federal budget for the fiscal
year 2016 will include both prudent spending and debt reduction; as well as possible income tax relief enabled by a potential
$6.5 billion (CAD) surplus.” Mr. Oliver is meeting with 16 invited
guests for two days at a summer retreat near Ottawa, looking
for ideas on how to create jobs and soliciting feedback on the
government’s current fiscal plan. The annual retreat is an opportunity for the finance minister to gather information in preparation for his economic update in the fall and the budget in the
spring of 2015.

Canadian Finance Minister Joe Oliver.
Photo source: Canadian Press
•

WEDNESDAY, AUGUST 13TH

Front Page Headline, Bloomberg News – “American Banks
Loosening Mortgage Standards. The chart below shows the
trend of U.S. banks in updating their mortgage standards with
the U.S. Federal Reserve. In the Fed’s July survey of senior
loan officers, the net percentage for prime mortgage standards was a negative 18.3%, the most loosening since 2007.
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•

using a trading model based on Gabriel’s research. According to
prosecutors, this father and son duo who raised more than $500
million (U.S.) between 2005 and 2011, put money into ‘funds of
funds’ which rely upon investment management by other hedge
funds, plus fed money to Madoff’s firm and Madoff feeder funds.
Ultimately, the Bitran’s funds suffered losses in excess of $140
million (U.S.). The pair paid themselves as much as $16 million (U.S.) in management fees over the life of the businesses
and recovered $12 million (U.S.) of their own investments when
the funds were performing poorly. While investigating potential
victims of Madoff’s fraud in 2009, U.S. regulators began probing
the Bitran’s claims to have made average annual rates of return
ranging from 16% to 23%. After the SEC began its probe, the
Bitrans took steps to shield their assets by transferring them out
of GMB to other entities, using the name of a family member
who was unaware of what they were doing. In 2012, the Bitrans
agreed to pay $4.8 million (U.S.) to settle the SEC claims that
they had lied to investors about their track record. According to
agreements with prosecutors, each man will plead guilty to one
count of conspiracy to commit securities fraud, wire fraud and
falsify documents, plus face a maximum sentence of five years
in prison.”

Front Page Headline, Globe and Mail / Reuters – “Bernard
Madoff’s Son Andrew Seeks to Block New Lawsuit. Bernard
Madoff’s surviving son Andrew and the estate of his other son
Mark have petitioned a U.S. judge in an attempt to stop the
Madoff Investment Securities trustee Irving Picard, from seeking money for the swindler’s victims and from adding claims
accusing the brothers of aiding and profiting illegally from their
father’s Ponzi scheme. Last month, Mr. Picard contended that
Andrew and Mark Madoff obstructed a 2005 U.S. Securities and
Exchange Commission (SEC) probe by deleting e-mails which
linked them to fraud at Bernard L. Madoff Investment Securities LLC and received sham loans to purchase pricey Manhattan
apartments.
In a Tuesday filing with the U.S. Bankruptcy Court in Manhattan,
defense lawyers called it ‘simply too late’ for Mr. Picard to amend
for a third time his 2009 lawsuit and seek $153.3 million (U.S.)
from Andrew Madoff, Mark Madoff’s Estate and Mark’s widow
Stephanie Mack. The defense lawyers also stated that Mr.
Picard does not deserve ‘another bite at the apple’ after the U.K.
High Court of Justice – in a related case last October – ruled
neither son knew of, or suspected fraud. That case had been
brought by a liquidator for an affiliate of Madoff’s firm, Madoff
Securities International Ltd.
The defense lawyers wrote: “This court should not countenance
the trustee’s belated efforts to reinvent his pleading; especially
after the trustee lost on this very theory following a full trial in the
U.K.” Mark Madoff committed suicide in 2010. Amanda Remus,
a spokeswoman for Mr. Picard, called the U.K. case ‘a narrow
action’ addressing director liability for specific transactions arranged by Bernard Madoff. Ms. Remus stated: ‘The U.S. case
is completely different, in that it concerns a history of fictitious
trading and sham loans’ and arises from Mr. Picard’s fiduciary
responsibility to former customers. Trustee Picard has recovered $9.83 billion (U.S.) for Madoff clients who lost roughly $17.5
billion (U.S.) of principal. Bernard Madoff, now 76 years old, is
serving a 150-year prison term.” See also, Economic Winter,
Malfeasance in the Financial Services Industry – July 21, 2014.

•

Front Page Headline, Bloomberg News – “Madoff Ponzi Scheme
Uncovers Related Guilty Verdict. A former Massachusetts Institute of Technology (MIT) professor and his son have agreed to
plead guilty to operating a $500 million (U.S.) hedge fund scam
which was uncovered by investigators probing Bernard Madoff’s
Ponzi scheme. Gabriel Bitran, who was a professor and associate dean at MIT’s Sloan School of Management and his son
Marco, enticed investors to GMB Capital Management LLC with
fake claims of success in managing family and friends’ accounts

THURSDAY, AUGUST 14TH
•

The Labor Department reports U.S. initial claims for state unemployment benefits increased by 21,000 to 311,000 in the week
ended August 9th. while continuing claims rose by 25,000 to
2.54 million on August 4th.

•

Front Page Headline, Business Insider – “Behold! $11.62 trillion (U.S.) Worth of Household Debt in America. The Federal
Reserve Bank of New York has just released its latest U.S. Debt
and Credit Report which revealed that total household debt in
America declined very slightly by 0.2% to $11.62 trillion (U.S.)
in the 2nd. quarter from $11.65 trillion (U.S.) in the 1st. quarter.
Donghoon Lee, an economist at the New York Federal Reserve
commented: ‘A slight decline in real estate-related balances,
consistent with broader (domestic) housing market developments, contributed to a flat quarter for total U.S. outstanding
household debt. Meanwhile, we observe continued strength
in the auto loan market, with the largest volume of originations
since 2006.’
Some of the report’s highlights include:
1. Mortgage debt fell by $69 billion (U.S.) to $8.1 trillion (U.S.).
Mortgage delinquency rates are also falling, with 3.4% of mortgages more than 90 days delinquent, down from 3.7% in the
1st. quarter.
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2. Student loan balances increased by $7 billion (U.S.) to $1.12
trillion (U.S.), with 10.9% of outstanding student loan debt more
than 90 days delinquent or in default, down from 11% in the 1st.
quarter.
3. Auto loan debt increased by $30 billion (U.S.) to $101 billion
(U.S.), the highest volume of originations since the 3rd. quarter
of 2006. Delinquent auto debt was unchanged from the prior
quarter at 3.3%.
4. Home equity line of credit, or HELOC balances declined by $5
billion (U.S.) to $521 billion (U.S.).

•

Front Page Headline, Business Insider – “Europe Is a Big Zero.
Gross domestic product growth has stalled. The 18-country
euro area has revealed 0% GDP growth in the 2nd. quarter,
down from 0.2% in the 1st. quarter. This followed GDP reports
from Germany which declined by 0.2% and France which reported no GDP growth at all. Claus Vistesen, an analyst with
Pantheon Macroeconomics noted: ‘The poor figure is driven by
lower surprises in Italy, France and Germany, which all failed to
grow in the 2nd. quarter. EA GDP growth was only 0.4% in the
first half of 2014.’
See the charts on the following two pages.

5. All delinquent debt totaled $724 billion (U.S.), or 6.2% of outstanding household debt, down from 6.6% in the 1st. quarter.
The chart below depicts America’s total household indebtedness.
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The euro zone (EA 18) is going nowhere. Source: Eurostat
This follows disappointing inflation reports, which showed that
price growth remains unusually low in the region. Bloomberg
economists Maxime Sbaihi and Nirij Shah commented: ‘Output
levels at mid-year suggest the GDP growth forecasts of the European Central Bank’s (ECB) economists are already overestimating the economic recovery’s pace. This adds pressure on
the ECB to launch an asset purchase (quantitative easing) program.’ Earlier this month, Italy stunned the markets by reporting that its GDP unexpectedly fell by 0.2% in the 2nd. quarter.
Germany had already reported lower numbers for investor sentiment, industrial production and factory orders over the past two
weeks. Following the reports, traders and investors moved out
of stocks and into bonds, sending Germany’s 10-year bund yield
below 1% for the first time ever.

FRIDAY, AUGUST 15TH
•

Fitch Ratings reports it has upgraded Ireland’s sovereign credit
rating from BBB (High) to A (Low) with a stable outlook. In an
accompanying statement, Fitch noted: “Market financing conditions have steadily improved over the past two years. Gross
domestic product (GDP) growth will become more balanced as
domestic demand turns more positive, driven by private consumption and investment.” In a research note, Dublin-based J
& E Davy – Ireland’s largest securities firm – stated: “Ireland is
recovering from the collapse of its real estate market following a
decade long housing boom, which forced it to accept an international bailout. Ireland exited the rescue program in 2013 and its
gross domestic product should grow by 3.5% this year.”

•

The Labor Department reports the U.S. producer price index
(PPI) rose by 0.1% in July, citing the biggest drop in fuel prices
in eight months. Russell Price, an economist at Ameriprise Financial in Detroit, commented: “Inflation is becoming less of a
concern than we previously expected. Businesses are seeing
some relief as various commodity prices recede and we’ve yet to
see upward pressure on wages and in broader services.”
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•

The Federal Reserve reports U.S. factory production rose by 1%
in July, following an upwardly revised gain of 0.3% in June, citing a higher output of automobiles, furniture and appliances. In
addition, output of business equipment such as machinery and
transportation goods increased the most in five months.

New automobile frames roll down the assembly line.
Photo source: Bloomberg
•

The Canadian Real Estate Association (CREA) reports the
nation’s existing home sales rose by 0.8% in July, surpassing
June’s downwardly revised increase of 0.6%; citing continued
support from traditionally low mortgage rates. On a year-overyear basis, sales were up by 7.2% from July 2013.

•

The New York Federal Reserve reports the Empire State Manufacturing Index declined to a reading of 14.7 in August, following a level of 25.6 in July. The index rates the relative level of
general business conditions compiled from a survey of about
200 manufacturers in New York State, southern Connecticut and
northern New Jersey.

Empire State Manufacturing Index
Source: Federal Reserve Bank of New York

•

The Thomson Reuters / University of Michigan group reports
their U.S. consumer preliminary sentiment index declined to a
reading of 79.2 in August from a level of 81.8 in July – a ninemonth low point – citing a pessimistic outlook for wage growth.
Dana Saporta, director of research at Credit Suisse in New
York, observed: “Fed Chair Yellen recently cited pessimism over
household income as one of the headwinds that is impacting the
U.S. economy right now. This figure appears to underscore her
point.”

•

Front Page Headline, Financial Post – “Statscan Corrects Error
in July Jobs Report. Statistics Canada reports the Canadian
economy added 42,000 jobs in July, not just 200 as originally
advised. The agency attributed the August 8th. mistake to ‘a
human error resulting in an isolated incident.’

•

Front Page Headline, Business Insider – “America’s Shale Renaissance Arrived on a Timely Basis. A new chart by Charles
Schwab’s Liz Ann Sonders reveals U.S. oil imports are at lows
not seen in 19 years, standing at 7.17 million barrels a day in
May. Ms. Sonders notes: ‘The U.S. energy outlook is quite encouraging for future economic growth and U.S. manufacturing
competitiveness globally. With Russian and Iraqi uncertainty, it
is heartening to know that the United States is less dependent
upon foreign sources of energy than it has been in some time.”
See chart on the following page.
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Original source: Charles Schwab Corporation
•

Front Page Headline, GoldMoney – “No Escape from the U.S.
Dollar as the Global Reserve Currency. Researcher Alasdair
Macleod writes: ‘All commodities and near-commodities are
priced internationally in U.S. dollars, which is used for over 80%
of cross-border trade settlements. Consequently, the U.S. dollar
is the base currency for all countries’ foreign reserves, giving it
the global reserve status. However, challenges are now emerging to the dollar’s hegemony, with Russia, China and some other
countries dialogue-partners and associates of the Shanghai
Cooperation Organization (SCO), taking deliberate steps toward eliminating the dollar entirely for pan-Asian trade. Recent
developments involving establishing a rival to the International
Monetary Fund (IMF) by the BRICS nations comprises part of
this challenge. If one follows the geopolitics, on might reasonably conclude that the dollar’s dominance has peaked and is

now declining. While the SCO appears to believe there can be
a transition away from the U.S. dollar, which could result in a
dangerously wrong idea.
This, at a time of great, but generally unrecognized, currency
fragility. At the heart of the issue, there is a worrying lack of
distinction of the dollar’s reserve function and its function as the
monetary standard, from when it replaced gold in 1971. To fully
appreciate the importance of the dollar as the standard for all
other currencies, we must review the monetary history behind
how and why the dollar replaced gold and the implications for today. The U.S. dollar progressively broke its relationship with the
gold standard from 1933 onwards, when gold ownership by U.S.
citizens was unexpectedly prohibited. After 1944, the Bretton
Woods Agreement defined the gold-based monetary order until
the Nixon shock in 1971. U.S. President Nixon ended Bretton
Woods and all rights to dollar conversion into gold. By default,
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all other national currencies adopted the U.S. dollar standard,
albeit a floating one. Crucially, the confidence in the purchasing power of all fiat currencies became vested in an underlying
confidence in the purchasing power of the U.S. dollar. This is
a separate monetary function from the dollar’s reserve status,
although the two functions are intertwined and may be difficult to
separate in practice. Obviously, there are differences in the way
the gold standard operated compared with the dollar standard
of today, but the function is the same. Prior to the Nixon 1971
shock, the relationship between the gold standard and the U.S.
dollar was illustrated famously by John Exter, who showed gold
at the apex of an inverse pyramid, supporting increasing categories and quantities of dollars and dollar liabilities. Between 1932
and 1971, the quantity of money and bank credit expanded, as
shown in the graphic below, based upon Exter’s illustration, but
with a pure monetary emphasis.

relationships more sustainable. In 1944, the Bretton Woods
Agreement formalized arrangements for central banks to affix
their currencies to the U.S. dollar and for them to continue to
have the right to exchange dollars at the Fed for gold at $35.00
(U.S.) per ounce. So central banks, while originating their own
currencies, were still on a gold standard, through the U.S. dollar. By 1971, when President Nixon ended this limited gold convertibility, the Fed’s monetary base and broad M3 money supply
measure had become exceedingly stretched at nearly 7 times
and 72 times, respectively.

In 1932, when gold was officially valued at $20.67 (U.S.) per
ounce, the relationship with the monetary base was very conservative by today’s standards. However, the fractional reserve-credit expansion at an additional 9.3 times (note that M3
includes the monetary base) was a threat to the entire U.S.
banking system when the banks were facing escalating bad
debts because of the Great Depression. Moreover, since the
dollar was technically a money-substitute (with gold being the
freely-exchangeable underlying money), the dollar risked being
exposed as over-issued and hence valueless. For this reason,
President Roosevelt’s Executive Order forcing American citizens to surrender their gold, was the only feasible option open
to his government; the alternative being the collapse of the U.S.
banking system. In January 1934, President Roosevelt revalued gold to $35.00 (U.S.) per ounce, making the Exter pyramid

The alternative would have been to revalue gold from $35.00
(U.S.) per ounce to a level where the U.S. would suffer no more
outflows, taking a leaf out of President Roosevelt’s book. Revaluation of gold was ruled out and rigorous attempts to discredit
gold were made instead. Therefore, the dollar replaced gold as
the de facto standard for all currencies. Freed from the discipline of gold, the Fed was able to continue to expand its monetary base and U.S. banks their bank credit, while growing foreign
demand for U.S. dollars to purchase energy, other commodities
and for-trade finance, underwrote its purchasing power. Also,
because the demise of Bretton Woods led to the end of fixed
exchange rates, the expansion of U.S. dollar quantities was mirrored by the expansion of cash and credit in other currencies as
well, as non-U.S. central banks managed their currency rates
vis-à-vis the dollar base.
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The next pyramid shows the relationship, not only between the
U.S. dollar quantities, but also, includes an estimate of the dollar
equivalent of global broad money supply and a new feature that
did not noticeably exist in 1971: shadow banking. This quantifies the relationship between dollar money and the quantity of
money in other currencies, with the U.S. dollar as the new currency standard.

So either way, economic recovery or slump, price inflation or
deflation, the present currency equilibrium with its dangerously
high monetary leverage is unlikely to continue for long. Also,
as if this is not enough, the major emerging and Asian economies are proposing a monetary schism, breaking half the world’s
population away from the dollar. The yuan, rouble, rupee and all
the other Asian and emerging economy currencies involved may

In 2013, the relationship of U.S bank deposits relative to the
Fed’s monetary base was only 2.4 times. This was due to the
rapid expansion of the Fed’s balance sheet since mid-2008, having increased to 4.7 times the Pre-Lehman Monetary Base. The
world’s broad money supply at $168.5 trillion (U.S.) is levered
nearly 40 times, including the Financial Stability Board’s estimate
of off-balance sheet shadow banking. Even after the rapid expansion of the Fed’s monetary base, which dramatically lowered
the broader money ratios from what they would otherwise have
been, the international monetary situation is still dangerously levered. The risk of as new currency crisis has been dramatically
increased by the major central banks acting to maintain financial
asset values, particularly in the stock and bond markets. This
transfers risk from investment assets into the currencies themselves, something that is certain to become evident in the event
of an increase in interest rates. For example, a 10% decline
in overvalued sovereign bond prices could easily threaten the
survival of some systemically important banks, triggering a new
financial crisis.

be able to trade among themselves without the dollar, but they
will be unable to establish it as a back-up monetary standard.
They will still remain on a dollar standard. Despite determined
efforts to do without the dollar, this is why nobody in Asia has
come close to proposing a realistic alternative. Let us hope the
powers-that-be in the Shanghai Cooperation Organization understand the important difference between a reserve currency
used for trade settlement and a currency standard; otherwise, by
bringing into the open the fundamental question concerning the
dollar’s suitability as a monetary standard, it could result in their
undermining the dollar and with it an extremely fragile global
monetary system.

Obviously, this cannot be allowed to occur and there can be little
doubt that the central bank response will be to flood the financial system with yet more money. Alternatively, the global banking system is too highly levered to survive an economic slump,
which is an increasing risk in both the Eurozone and Japan and
may well spread elsewhere. Remember that the dollar M3-togold- ratio of 11 times in 1933 was enough to force a system
reset; today the global ratio is nearly 40 times, on an admittedly
flexible dollar. Again, the solution will be to flood the financial
system with yet more money.
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CLOSING LEVELS FOR FRIDAY AUGUST 15TH.

WEEKLY CHANGE

Dow Jones Industrial Average

16,662.91

+ 108.98 points

Spot Gold Bullion

$1,306.20 (U.S.)

– $4.80 per troy oz.

Spot Silver

$19.57 (U.S.)

– $0.55 per troy oz.

S&P / TSX Composite

15,304.24

+ 107.93 points

10 – Year U.S. Treasury Yield

2.34%

– 8 basis points

Canadian Dollar

91.84 cents (U.S.)

+ 0.69 cent

U.S. Dollar Index Future

81.42

+ 0.022 cent

WTI Crude Oil Futures

$97.35 (U.S.)

– $0.30 per barrel

DJIA / Gold Ratio

12.21

– 0.42 points

Gold / Silver Ratio

66.75

+ 1.59 points
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