Monday August 18th, 2014

UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
Monday, August 18th
Front Page Headline, Business Insider – “S&P 500
against Corporate Buybacks.

MONDAY, AUGUST 18TH

Chart: J. Krinsky, Chief Market Technician MKM Partners.
Source: Business Insider

Monday August 18th, 2014

It is interesting that when the ratio stops making new highs,
while the SPX continues to push higher, it creates a negative
divergence. This divergence was meaningful prior to both the
2000 and 2007 stock market peaks. While this can precede an
actual price top by many quarters, one should keep a close eye,
especially if the ratio begins to move to the downside.

This is the basic formula behind Hong Kong’s success. Remember that Hong Kong emerged from the rubble of Japanese occupation in 1945 and has climbed a far higher mountain than that
faced by Scotland. From a purely economic viewpoint, there’s
no reason why Scotland cannot be a roaring success as an independent nation, as long as it embraces free markets, rejects
state intervention and provides legal security. Unfortunately, the
majority of Scottish voters view things differently. They believe
that North Sea oil will comprise part of the independence settlement and that oil and single malt whiskey revenue will pay for
welfare and pensions. They hanker after increased socialization
of the means of production, providing an intellectual gloss for the
unthinking majority which simply wants more for less. However,
independence means relinquishing the security of the Union,
plus under the Barnett formula, the subsidy of English taxes.
Upon checking figures published in the U.K. Treasury’s Public
Expenditure Statistical Analysis, Scotland received a total identified expenditure on government services of 10,152 pounds per
capita in 2013, compared to A U.K. average of 8,788 pounds.
Tell that to a family of four.

•

The National Association of Home Builders reports its confidence index rose to a reading of 55 in August, following a level of
53 in July. NAHB analyst Kevin Kelly observed: “As the employment picture brightens, homebuilders are seeing a noticeable
increase in the number of serious buyers entering the housing
market. However, home builders still face some challenges, including tight credit conditions for potential mortgagors, as well
as shortages of skilled labor and inventories of available lots.”

•

Front Page Headline, City A.M. London – “A Free Market Case
for Scotland’s Independence. In an op-ed, Finance and Economics Editor Alasdair Macleod argues: ‘There is no reason why
5 million Scots cannot fare better in an independent nation, but
it will require that they discard both welfare dependencies and
subsidies and embrace reality. Get it right and Scotland’s diaspora, many of whom have abandoned Scotland’s parochial,
socialistic shores for free markets elsewhere, would return in a
hurry. In leaving the United Kingdom, Scotland would establish
its own constitution. The country could provide greater protection for property rights, while reducing the scope for political intervention in economic and business affairs. Its own legal system gives Scotland a head start in this process. Contrary to
the threats from Westminster about not keeping the pound for
a currency, an independent Scotland could operate a currency
board, pegging the new local currency to sterling, or even to the
euro, thereby providing the restraints for monetary stability. The
prize for the taking is that Scotland could become an entrepot
centre in its own right.

Public sector employment in Scotland at 22.1% of the employed
total is also higher than for England’s 18.8%, a dependency
which must be addressed. Tell that to 566,300 state employees,
most of whose salaries are covered directly or indirectly by Westminster. While much has been made of the difficulties of separation, problems certainly exist. The currency threat has already
been mentioned, plus there is the issue of what proportion of the
U.K.’s national debt should be assumed by Scotland. However,
none of this is new to Whitehall, which has achieved financial
settlements with a diverse range of newly-independent countries
which left the British Empire. Despite threats from politicians in
the Westminster establishment, the process need not be difficult
or complicated. Banks and large businesses with headquarters
in Scotland have threatened to relocate. Industry can simply
be encouraged to retain employment in Scotland through lower
taxes and it really doesn’t matter where their headquarters are
located. If the YES campaign is right that Scotland would be
able to negotiate continued membership in the European Union,
it could create a European role in the same vein as is Hong
Kong’s to mainland China.
Westminster’s threats and posturing are pure politics and a
denial of what is possible if Scotland embraces free markets.
Equally, it is clear that Edinburgh’s political establishment has
not grasped the economic nettle in any meaningful way. The
politicians were even too flat-footed to counter the threat of exclusion from sterling by proposing a currency board. As a Scot, I
would like to see the country go it alone, despite its lack of a re-
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alistic economic plan. Independence would free Scotland from
the economic tyranny of subsidies, so the nation would eventually be forced to embrace free markets and live within its means.
That will always be the precursor to the undoubted economic
potential Scotland has been denied as a dependent member of
the Union. However, I think it is a racing certainty that the Scots
will blow it and hold on to nurse for fear of something worse.”

•

The Labor Department reports the U.S. consumer price index
(CPI), as well as the core rate (ex-food and energy) both rose
slightly by 0.1% in July. Michael Feroli, an economist at JP Morgan Chase in New York commented: “There has been a lot of
rhetoric in the press about the Fed being behind the curve on
inflation, so this will probably take some wind out of those sails.”

TUESDAY, AUGUST 19TH
•

Front Page Headline, Financial Post – “Vancouver, Toronto and
Calgary All Named Among the Best Places to Live in the World:
The Economist. In an annual poll, the Economist Magazine’s
Intelligence Unit ranked Vancouver as the third most livable city
in the world; followed by Toronto at number four and Calgary
tied for fifth place with Adelaide, Australia. The Economist ranks
the cities on thirty factors across various categories; including
stability, health care, culture, environment, education and infrastructure. The Economist noted the world’s most livable cities
were often mid-sized municipalities in wealthier countries with
low population density: ‘This can foster a range of recreational
activities without leading to high crime levels, or overburdened
infrastructure. Eight of the top ten scoring cities are either in
Australia or Canada, with population densities of 2.88 and 3.40
kilometers per citizen, respectively.’

A Stanley Park jogger in Vancouver is seen in a Coal Harbour
Marina reflection. Source: National Post files
•

The Commerce Department reports U.S. housing starts rose
by 15.7% to an annualized rate of 1.09 million units in July, the
strongest pace in 9 months.

WEDNESDAY, AUGUST 20TH
•

Front Page Headline, Wall Street Journal – “U.S. Private Debt
Challenges Subside, Except Among Students. According to
data from the New York Federal Reserve, there has been considerable improvement in American creditworthiness since the
darkest days of the recession. The number of home foreclosures has plunged, along with the number of debtors seriously
behind in their car and credit card payments. The one big exception is student loans. As college tuition costs increase, so
has the number of student debtors, caught between higher debt
loads and a tight job market … At the height of the recession
in early 2009, the number of domestic mortgages considered
seriously delinquent exceeded $225 billion (U.S.) while student
loans in that category totaled $13 billion (U.S.). As of June, the
value of mortgages with payments more than 90 days past due,
had declined to $52 billion (U.S.), while the total of delinquent
student loans had nearly doubled to $25 billion (U.S.). A decade
ago, the sum of all car loans was more than twice that of all
student loans. Today, student debt exceeds auto debt by $213
billion (U.S.). Over the past year, the number of student debtors
seeking loan forgiveness under federal programs has soared. In
June 2013, about 950,000 Americans with a combined $52.2 billion (U.S.) in debts were enrolled in the government’s two main
forgiveness programs. By this June, the number had grown to
1.91 million Americans holding more than $101 billion (U.S.) in
student loans.”
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•

Front Page Headline, Bloomberg News – “Countrywide’s Mozilo
to Face U.S. Attorney Lawsuit. According to people with knowledge of the situation, the U.S. attorney’s office in Los Angeles
is preparing a civil lawsuit against former Countrywide Financial
President and CEO Angelo Mozilo. Reportedly, government attorneys plan to sue Mr. Mozillo, along with as many as ten other
former Countrywide employees, for their part in the sub-prime
mortgage boom which preceded the financial crisis of 2008,
under the Financial Institutions Reform, Recovery and Enforcement Act. This law, approved by Congress in 1989 in response
to savings and loan scandals, gives prosecutors 10 years to
bring cases forward and has less stringent liability requirements
than criminal charges. To date, the harshest penalty imposed on
Mr. Mozillo, now 75, has been a $67.5 million (U.S.) agreement
with the U.S. Securities and Exchange Commission (SEC) from
2010 to resolve allegations that he misled Countrywide investors. According to compensation research firm Equilar Inc. Mr.
Mozilo earned $535 million (U.S.) between 1999 and 2008. The
size of the penalty in the SEC case (in which Mr. Mozilo didn’t
admit or deny any wrongdoing) compared with his remuneration
has continued to fuel public anger. See also, Economic Winter,
Malfeasance in the Financial Services Industry – July 21, 2014.

•

Front Page Headline, Globe and Mail – “Fitch Affirms Canada’s
AAA Sovereign Credit Rating with a Stable Outlook. In a new
report, New York based Fitch Ratings stated: ‘Among other factors, our assessment was based upon Canada’s political stability
and its track record of prudent fiscal management. While Canada’s public debt is forecast to decline, and will remain within a
tolerance of a ‘AAA’ rating under Fitch’s baseline projections, the
current high debt burden highlights its more limited fiscal space
compared with its rating peers. However, Canada’s track record
of debt reduction and ample domestic financing flexibility are important mitigating factors. We are forecasting Canada’s gross
domestic product (GDP) growth will average 2.3% during 20142016, although risks remain on the downside since domestic
consumption growth has moderated and global economic prospects are uncertain.”

•

Front Page Headline, Zero Hedge – “Argentina Stuns Bondholders with Scorched Earth Hardball Plan. Since the impasse of the
latest Argentina default was going nowhere, President Cristina
Fernandez de Kirchner has stunned the nation’s bondholders
by announcing a hardball plan for creditor holdouts, whereby all
bonds would be stripped of their existing trust indentures and
converted to local law bonds. If enacted, such a hardball transition would burn all bridges and goodwill with the international
creditor community and likely leave Argentina unable to access
global capital markets for the foreseeable future. According to
Bloomberg, the Argentine finance minister will submit a bill to
the parliament which enables bondholders abroad to swap their
holdings into new bonds with the same terms, but governed by
domestic law. Payments will be made into accounts at the central bank instead of through Bank of New York Mellon Corp., the
current trustee. Will Nef, a co-manager of emerging market debt
at Union Bancaire Privee in Zurich, commented: ‘The bigger picture hasn’t changed at all. Argentina is still locked out of international credit markets because the issue with the bondholder
holdouts remains unresolved.”

THURSDAY, AUGUST 21ST
•

Former Countrywide CEO Angelo Mozilo in a 2008 photo.
Source: Bloomberg

The Labor Department reports U.S. initial claims for state unemployment benefits declined by a seasonally adjusted 14,000 to
298,000 in the week ended August 16th. while continuing claims
fell by 49,000 to 2.5 million in the week ended August 9th. Guy
Berger, an economist at RBS Securities in Stamford, Connecticut, noted: “There’s a good chance we’ll see another month of
solid payroll gains in September. Lower layoffs, together with
faster hiring, mean better prospects for consumer spending.”
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•

The New York – based Conference Board reports its index of
Leading Economic Indicators (LEI) rose by 0.9% in July, citing
an increase in house building permits and stronger job creation.
However, business spending and investment remained at moderate levels.

•

The National Association of Realtors (NAR) reports U.S. existing
home sales rose by 2.4% to a seasonally adjusted annual pace
of 5.15 million units in July, with the average sale price reaching
$222,900 (U.S.).

•

Front Page Headline, Wall Street Journal – “Record B of A Settlement Latest in U.S. Government Crusade. Bank of America
Corp. will pay $16.65 billion (U.S.) to settle the federal government’s accusations it sold flawed mortgage-backed securities in
the period leading to the financial crisis – the largest settlement
ever reached between the U.S. government and a single company. The settlement represents an attempt by the U.S. Department of Justice to underscore a string of crisis-era enforcement
actions and lawsuits which have cost American banks more than
$125 billion (U.S.). The Bank of America settlement requires the
Charlotte, N.C. lender to pay $9.65 billion (U.S.) in cash to the
Justice Department, six states and other government agencies,
including the Securities Exchange Commission (SEC). The B
of A will also provide $7 billion (U.S.) worth of aid for struggling
consumers, through actions such as modifying mortgages for
mortgagors who owe more than their homes are worth, or demolishing derelict properties.
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efits for them when they retire and a similar percentage of
those already retired believe their benefits will be reduced.’
This portends powerful implications. Many of these people
are retrenching preemptively, en masse, in most of the mature economies. They are discounting a future stream of primary surpluses. By the same token, businesses are delaying investment decisions and hoarding cash in anticipation of
impending trouble. Perhaps, we are deluding ourselves into
thinking that companies will soon be confident enough to let
loose with a fresh burst of spending and investment. They
may just continue to sit on their money for year after year.
If this becomes broadly true, it means that any use of fiscal
stimulus will be neutralized by the countervailing actions of taxpayers and may even be a net negative. Deficits can become
deflationary, contrary to standard textbook theory or populist assumptions and threaten a self-fulfilling effect that becomes almost impossible to stop over time. Professor Sims, who won the
Nobel Prize for Economics in 2011studying ‘Cause and Effect
in the Macro Economy’, elaborated: ‘Monetary policy cannot do
the trick either, once interest rates have fallen to zero. Moreover, I rather dismiss the monetary effects of quantitative easing
as trivial. At best, QE is a bluff intended to show resolve and
change psychology. We may be caught in a trap. Demographics lie at the root of this malaise. The collective mind knows
that the pension / welfare structure is untenable. The implicit
promises made can never be upheld in societies with a ballooning number of pensioners, dependent on a static or shrinking
work force. This will catch up with China too before long, not to
mention Japan.”

The Justice Department’s case against Bank of America provides one of the clearest windows to date into the behavior that
fueled the 2008 financial crisis. Lenders knowingly provided
mortgages to borrowers who could not afford the loans, then
selling those sub-prime mortgages to unwitting investors. Ultimately, mortgagors defaulted on the loans, sending them into
foreclosure and saddling investors with hefty losses. Many of
the mortgage-backed securities in question were issued by
Countrywide Financial Corp. and Merrill Lynch & Co. B of A
agreed to purchase the two companies in 2008. However, the
government uncovered problems with Bank of America’s own
mortgage-backed securities as well; including efforts by the bank
to circumvent internal underwriting standards by altering applicants’ financial information. At a news conference, U.S. Attorney
General Eric Holder, in referring to residential mortgage-backed
securities (RMBS) stated: ‘Bank of America has acknowledged
that, in the years leading up to the financial crisis, which devastated our economy in 2008, B of A, Merrill Lynch and Countrywide sold billions of dollars of RMBS backed by toxic loans,
whose quality and level of risk they knowingly misrepresented to
investors and to the U.S. government.”

FRIDAY, AUGUST 22ND
Bank of America President Brian Moynihan.
Photo source: Bloomberg
•

Front Page Headline, Daily Telegraph U.K. – “Nobel Economist
Fears It May Be Nigh Impossible to Stop Deflation. Daily Telegraph International Business Editor Ambrose Evans-Pritchard
writes: An interview from Lindau, Bavaria, Germany where half
the world’s Nobel economists are gathered for a conference.
Christopher Sims, a monetary expert, argues: ‘Economic indicators have been rendered essentially obsolete by modern finance. It may be impossible to reverse the deflationary trend
in Western economies by any normal means, in which case we
are in trouble. The public (including investors) are becoming
convinced that there must be some sort of payback for all the
debts accumulated during the great era of leverage and excess.
They have internalized the prospect of future tax increases and
spending that will make them feel poorer. Some 60% of people
in the United States doubt there will be any government ben-

•

Front Page Headline, Bloomberg News – “Fed Chair Yellen Sees
Low Usage of Labor Resources. In a speech entitled Labor Market Dynamics and Monetary Policy delivered at the Kansas City
Fed’s annual Economic Symposium in Jackson Hole, Wyoming,
Federal Reserve Chairwoman Janet Yellen attempted to explain
why the domestic labor market has yet to fully recover from the
recession. Excerpts of Ms. Yellen’s speech are as follows.
‘While the five-year expansion period has brought more Americans back to work, a key challenge for the Fed is to assess just
how the domestic economy now stands from attaining its maximum employment goal. Judgments concerning the size of that
gap are complicated by ongoing shifts in the structure of the domestic labor market and the possibility that the severe recession
caused persistent changes in the labor market’s functioning. …
Consider first the behavior of the labor force participation rate,
which has declined substantially since the end of the recession
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even as the (official) unemployment rate has fallen. As a consequence, the employment-to-population ratio has increased far
less over the past several years than the employment rate would
rate would indicate, based upon past experience.
For policymakers, the key question is: What portion of the decline in labor force participation reflects structural shifts and
what portion reflects cyclical weakness in the labor market? If
the cyclical component is abnormally large, relative to the unemployment rate, then it might be seen as an additional contributor to labor market slack. Labor force participation peaked in
early 2000, so its decline began well before the Great Recession
began. As an accounting matter, the drop in the participation
rate since 2008 can be primarily attributed to increases in four
factors: retirement, disability, school enrollment and worker discouragement. Of these, greater worker discouragement is most
directly the result of a weak labor market, so we could reasonably expect further increases in labor demand to pull a sizeable
share of discouraged workers back into the work force. Indeed,
the flattening out of the labor force participation rate since late
last year could partly reflect discouraged workers rejoining the
labor force in response to the significant improvements that we
have seen in labor market conditions. If so, the cyclical shortfall
in labor force participation may have diminished.
A second factor bearing on estimates of labor market slack is the
elevated number of workers who are employed on a part-time
basis, but who desire full-time work (those classified as ‘parttime for economic reasons’). At nearly 5% of the labor force,
the number of such workers is notably larger relative to the unemployment rate, than has been typical historically, providing
another reason why the current level of the unemployment rate
may understate the amount of remaining slack in the labor market. However, some portion of the increase in involuntary part-

time work may reflect structural rather than cyclical factors. For
example, the ongoing shift in employment away from goods production toward services – a sector which historically has used a
greater portion of part-time workers – may be boosting the share
of part-time jobs. Likewise, the continuing decline of middle-skill
job, some of which could be replaced by part-time jobs, may
raise the share of part-time jobs in overall employment. Despite these challenges in assessing where the share of those
employed part-time for economic reasons may settle in the long
run, the sharp increase in involuntary part-time employment during the recession and its slow decline thereafter, suggest that
cyclical factors are significant.
One convenient way to summarize the information contained in
a large number of indicators is through the use of so-termed factor models. Following this methodology, Federal Reserve Board
staff developed a labor market conditions index from 19 labor
market indicators, including the four just discussed. This broadly
based metric supports the conclusion that the labor market has
improved significantly over the past year, however, it also suggests that the decline in the unemployment rate over this period
somewhat overstates the improvement in overall labor market
conditions.
Finally, changes in labor compensation may also help shed light
upon the degree of labor market slack, although here too there
are significant challenges in distinguishing between cyclical and
structural influences. Over the past several years, wage inflation – as measured by several different indexes – has averaged
about 2% per annum and there has been little evidence of any
broadly based acceleration in either wages or compensation.
Indeed, in real terms, wages have been about flat and growing
less than labor productivity. This pattern of subdued real wage
gains suggests that nominal compensation could increase more
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quickly without exerting any meaningful upward pressure on
inflation. Moreover, since wage movements have historically
been sensitive to the tightness in the labor market, the recent
behavior of both nominal and real wages point to weaker labor
market conditions than would be indicated by the current (official) unemployment rate.”
•

Statistics Canada (Statscan) reports the nation’s retail sales
rose by 1.1% to $42.6 billion (CAD) in June, led by higher sales
of motor vehicles and auto parts. Separately, Statscan reports
Canada’s consumer price index (CPI) fell slightly to 2.1% in July
on a year-over-year basis, down from 2.4% in June.

•

Front Page Headline, Daily Telegraph U.K. – “Argentina’s Plan to
Exit Debt Default Ruled Illegal by U.S. Court. Argentina’s President Cristina Fernandez de Kirchner had proposed legislation
that attempted to stop a U.S. court blockage of payments to its
creditors, by offering to exchange defaulted debt for new notes
issued domestically. However, at a court hearing today in New
York, Judge Thomas Griesa ruled: ‘The Argentine government’s
bond exchange plan is illegal and the court directs that it cannot
be carried out. However, I decline to hold Argentina in contempt
of court because such an order would not add anything to the
scales in order to encourage a settlement.”

Argentina’s President
Photo source: EPA
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CLOSING LEVELS FOR FRIDAY, AUGUST 22ND.

WEEKLY CHANGE

Dow Jones Industrial Average

17,001.22

+ 338.31 points

Spot Gold Bullion

$1,280.90 (U.S.)

– $25.30 per troy oz.

Spot Silver

$19.46 (U.S.)

– $0.11 per troy oz.

S&P / TSX Composite

15,535.55

+ 231.31 points

10 – Year U.S. Treasury Yield

2.40%

+ 6 basis points

Canadian Dollar

91.37 cents (U.S.)

– 0.47 cent

U.S. Dollar Index Future

82.331

+ 0.911 cent

WTI Crude Oil Futures

$93.65 (U.S.)

– $3.70 per barrel

DJIA / Gold Ratio

13.28

+ 1.07 points

Gold / Silver Ratio

65.82

– 0.93 point
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