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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
Monday, June 30th
Front Page Headline, Financial Post – “The Federal
Reserve Is Playing With Fire: Rosenberg. In an oped, Gluskin Sheff Chief Economist David Rosenberg
cites: ‘The action at the long-term end of the bond
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yield curve is no doubt signaling investor confidence in the U.S.
Federal Open Market Committee (FOMC) following last week’s
monetary policy meeting; even as it ignores the latest upside
string of inflation surprises. However, the Fed is at serious risk
of falling behind the yield curve for a couple of reasons.
Firstly, the (official U.S.) unemployment rate with all its imperfections, is at just about the same level today as it was when
the Fed began to move off its zero real interest rate policy of
the prior two cycles, which began in 1994 and 2003. Secondly,
examine the internal inconsistencies in the FOMC’s policy strategy. It is predicting the (official) unemployment range will drift
lower into the 5.4% to 5.7% band by the end of 2015. That
percentage range is certainly within the vicinity of the full (official) employment level. Yet, when we see the FOMC’s forecast
for core inflation and the ‘dots /plots’ for the Fed Funds Rate,
the real policy rate at that point will be around minus 1/2 of 1%.
This is unprecedented. The typical real Fed Funds Rate when
full (official) employment is reached is just over 2%, not minus
1/2 of 1%. Even in the last (business) cycle, when the markets
emerged from a deflationary rupture to the technology capital
stock; the Japanese style collapse in the NASDAQ; the 9/11
tragedy; rampant corporate malfeasance; and the Iraq War II,
the real Fed Funds Rate was fixed at 1/2 of 1% by the time full
(official) employment was reached. This FOMC is erring on the
side of uber-accomodation far too long and is playing with fire.”

• The National Association of Realtors (NAR) reports pending
sales of U.S. existing homes rose by 6.1% in May, following a
revised 0.5% increase in April. Paul Ashworth, an economist at
Capital Economics Ltd. in Toronto, commented: “The housing
market is beginning to recover. Mortgage rates have recently
fallen slightly and home prices are still rising. The longer the
housing recovery continues, the more people will gain the confidence to participate.”
• Front Page Headline, Wall Street Journal – “California Cities Restrict Water Usage. The pain of California’s three-year drought
is spreading from its agricultural belt to urban lawns and backyards, where residents are being hit with fines for excessive water usage. Approximately, 60 California cities and agencies have
imposed mandatory water-use cutbacks, some as high as 50%.
Among the most aggressively monitored locales is the state capital of Sacramento, which issued 2,044 notices of violation in the
first 51/2 months of the year, with fines of up to $1,000 (U.S.) for
repeat offenders. This year, the city cut outdoor watering to two
days a week from three. Sacramento spokeswoman Jessica
Hess noted: ‘Our city of 475,000 has received 7,604 water-use
complaints as of June 18th. A team of 40 inspectors working for
the city’s Department of Utilities investigates complaints. The
goal is to change behavior, not raise revenue.’ Sacramento has
levied just $4,100 (U.S.) in potential fines year to date. Most
citations are warnings for first-time offenders, while second offences bring a $50 (U.S.) fine, which can be waived if the resident attends a water conservation class.”
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•

•

Front Page Headline, Bloomberg News – “BNP Paribas Agrees
to a Fine of $9.87 billion (U.S.) for Sanctions Violations. The
U.S. Department of Justice announced: ‘BNP Paribas SA –
France’s largest bank – has admitted that it processed almost $9
billion (U.S.) in banned transactions from 2004 to 2012, involving Sudan, Cuba and Iran. BNP will also be barred from U.S.
dollar-clearing operations for one year for its oil and gas commodity finance business. Included in the settlement agreement,
13 BNP executives are required to leave the bank including
Georges Chodron de Courcel, co-chief operating officer; Vivien
Levy-Garboua, former head of compliance; Dominique Remy,
former head of structured finance for the corporate investment
bank and Stephen Strombelline, head of ethics and compliance
for North America.
Statistics Canada reports that the nation’s gross domestic product (GDP) rose by a thin 0.1% in April and by 2.1% on a yearover-year basis; identical to the growth pace set in March. In a
note to clients, Paul Ferley, an economist at the Royal Bank of

Canada, stated: “The modest increase in overall GDP is disappointing, since it implies only limited strengthening in the economy from weather-related weakness in the 1st. quarter. Even
assuming further modest GDP growth in May and June, the data
is consistent with 2nd. quarter annualized growth rising to only
2%. If realized, this would represent the 2nd. consecutive quarter of GDP growth below the Bank of Canada’s forecast, which
assumed GDP growth of 2.5% and 1.5% in the 2nd. quarter and
the 1st. quarter, respectively.”
•

In its annual report issued today, the Bank for International
Settlements (BIS) – the Switzerland-based financial institution
which acts as a counterparty to national central banks – has
declared that the world’s stock markets are in a ‘euphoric state’
and has urged central banks globally to begin tightening monetary policies now while economies are growing, rather than wait
for another recession, when it will be too late. The sub-text of
the BIS’ annual report highlights since many central banks have
reduced administered interest rates to zero – the United States
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of the Superintendent of Financial Institutions (OSFI). Now, it
has become rather evident the due diligence the British did in
Mr. Carney’s hiring process was somewhat less than thorough.”

and Japan included – they are currently without weapons to
boost any economy should another crisis materialize. Basically,
administered interest rates can’t go below zero.

TUESDAY, JULY 1ST
Canada Day Holiday
•

Front Page Headline, Globe and Mail – “BOE Governor Carney’s Honeymoon Is Over. In an op-ed, Globe and Mail reporter
Eric Reguly writes: ‘When Mark Carney was appointed Governor of the Bank of England, British government and business
leaders let loose with the sort of praise normally reserved for the
U.K.’s most brilliant soccer stars. The former Governor of the
Bank of Canada – the first non-Briton to manage the Bank of
England since its founding in 1694 – was ‘the outstanding central banker of his generation’ to quote George Osborne, Britain’s
Chancellor of the Exchequer (the equivalent of Canada’s finance
minister.) That was in November, 2012. Mr. Carney officially
replaced Mervyn King as Governor of the Bank of England on
July 1, 2013 … Following significant changes to the organizational side, Mr. Carney’s messages have been contradictory and
confusing to both government and business. His honeymoon is
over.” At Longwave Analytics, we restate our contention that Mr.
Carney was afforded too much credit internationally as Governor
of the Bank of Canada, for Canada’s ability to weather the great
recession with a minimum of financial damage, compared to the
U.S. and elsewhere. In point of fact, Canada has always enforced strict banking regulations regarding reserve requirements
and conservative procedures under the auspices of the Office

Bank of England Governor Mark Carney.
Photo source: Reuters
•

The Tempe, Arizona-based Institute for Supply Management
(ISM) reports its U.S. manufacturing index posted a reading of
55.3 in June, little changed from a five-month high of 55.4 in
May. The ISM cited producers of wood products, furniture, metals and machinery experienced an increase in demand. Joshua
Shapiro, chief economist at Maria Fiorini Ramirez Inc. in New
York, noted: ‘The U.S. manufacturing sector is back on track and
it’s growing at a solid pace.”
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•

Front Page Headline, Business Insider – “The Latest NYSE Margin Debt Data. The New York Stock Exchange publishes endof-month data for margin debt, now available through May, enabling examination and study of the relationship between margin
debt and the market; using the S&P 500 as the surrogate for the
latter. In his first chart, Perspective Advisors analyst Doug Short
reveals: ‘the two series in real terms adjusted for inflation to today’s dollar using the Consumer Price Index (CPI) as the deflator … The astonishing surge in leverage in late 1999 peaked
in March 2000, the same month that the S&P 500 reached its
all-time daily high point; although the highest monthly close for

Source: Advisor Perspectives

that year was not until August. A similar surge began in 2006,
peaking in July 2007, three months prior to the market peak.
The May data has margin debt in its 2nd. month of decline after
setting a record high.
In the second chart, Lance Roberts of STA Wealth Management,
analyzes margin debt in the broader context which includes free
cash accounts and credit balances in margin accounts. The
chart below illustrates the mathematics of Credit Balance, with
an overlay of the S&P 500. Note that the chart below is based
upon nominal data, not adjusted for inflation.”
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•

The National Bureau of Statistics and China Federation of Logistics and Purchasing report from Beijing the nation’s Purchasing Managers’ Index (PMI) rose to a reading of 51.0 in June
– the fastest pace year-to-date – following a level of 50.8 in May.
Chen Xingdong, chief economist at BNP Paribas SA in Beijing,
observed: “It’s pretty clear that the mini-stimulus has boosted
confidence. However, from the current situation, one can hardly
draw the conclusion that the economy has stabilized and has
no problems at all. The property market remains the economy’s
biggest risk.”

• Front Page Headline, David Stockman’s Contra Corners – “The
Greatest Deformation of Central Banking. While global debt
burdens have never been higher, throughout 500 years, Dutch
interest rates have never been lower. Bond market price discovery has been destroyed by the world’s central banks. However, phony, sub-economic bond yields on sovereign debt are
a monumental danger. They invite politicians to spend, borrow
and kick the fiscal can down the road indefinitely. The Dutch
are more fiscally responsible than most European governments,
but even they have not earned their present rock-bottom bond
yields. They represent a poisonous gift from Keynesian central
bankers. See chart on the following page.

Monday June 30th, 2014

WEDNESDAY JULY 2ND
•

•

The Roseland, New Jersey, ADP Research Institute reports U.S.
businesses added 281,000 workers to their payrolls in June,
the biggest monthly total since November 2012. Lewis Alexander, an economist at Nomura Holdings in New York, concluded:
“Businesses are seeing an increase in consumer demand and
this is supported by the number of new hires. It all points to a
relatively optimistic economic outlook.”

RBC reports its Canadian Manufacturing Purchasing Managers’ Index (PMI) rose to a seasonally adjusted reading of 53.5
in June, following a level of 52.2 in May. A reading above 50
indicates growth in the manufacturing sector. In a statement,
Craig Wright, chief economist at RBC, forecast: “Looking ahead,
we expect those conditions to improve further supported by a
strengthening global economy.”

•

The Commerce Department reports U.S. factory orders declined
by 0.5% in May, citing lower demand for military equipment as a
principal factor. Meanwhile, new domestic orders for non-military capital goods rose by 0.7% in May.

•

Front Page Headline, Business Insider – “This Unemployment
Chart Is a European Scandal. The chart on the following page
provides an updated picture of the unemployment levels in the
euro region. As one can readily discern from the thin line, euro
zone unemployment remains fairly flat at 11.6% and is very close
to its peak level of 12%. It is difficult to overstate how terrible
this number is for the euro area. Following a gigantic collapse,
there’s been almost no substantial improvement and any gains
achieved have been quite inconsistent. The recent European
parliamentary elections – in which a number of protest parties
from the extreme left and the extreme right did well – were a
good reminder. While the euro zone didn’t collapse during the financial crisis, the general situation remains quite ill. The overall
failure to institute reforms in the economy and get people back
to work can only be characterized as a scandal.”

THURSDAY, JULY 3RD
•

Statistics Canada reports the nation’s trade deficit narrowed to
$152 million (CAD) in May from $961 million (CAD) in April. Exports grew by 3.5% to $44.2 billion (CAD) led by motor vehicles
and parts.
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•

The Commerce Department reports America’s trade deficit declined by 5.6% to $44.4 billion (U.S.) in May from $47 billion
(U.S.) in April, citing higher exports totaling $195.5 billion (U.S.)
led by automobiles and parts, aircraft engines and petroleum
products.

•

The Labor Department reports U.S. non-farm payrolls increased
by 288,000 in June, following an upwardly revised gain of
224,000 in May, while the official unemployment rate declined
to a six-year low of 6.1%. Separately, Zero Hedge reported that
full-time job layoffs rose by 523,000 in June, as part-time employment surged by almost 800,000; the biggest monthly gain
since 1993. On the surface, could this be the reason for the
blowout non-farm payroll number? Well of course it is.

The Guenther Schulte container ship departs the Port of Los
Angeles in San Pedre, Cal. Photo Source: Bloomberg

Source: Zero Hedge
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•

The Labor Department reports U.S. initial claims for state unemployment benefits increased by 2,000 to a seasonally adjusted
315,000 in the week ended June 28th. while continuing claims
increased by 11,000 to 2.58 million in the week ended June 21st.

FRIDAY, JULY 4TH
Independence Day Holiday in the United States
•

Front Page Headline, Daily Telegraph U.K. – “IMF Warns of
Negative GDP in France as Recession Looms Again. Markit
Economics reports its PMI Services gauge for France declined
for the third consecutive month in June to a reading of 48.2,
indicating an outright downturn in gross domestic product following zero growth in the 1st. quarter. The International Monetary
Fund reduced its GDP growth forecast this year to 0.7% from
1%, warning: ‘There will be no appreciable decline in French
unemployment until 2016. Volatile and uneven leading indicators point to the risk of a stalled economic recovery. While public
debt should peak at 95% of GDP in 2015, a negative growth
shock and disinflation could push it to 103% in 2016.’
The economic relapse is a political disaster for French President Hollande, already the least popular leader in modern times
with an approval rating of only 23%. France is being left behind by Spain and other countries as they reap the first rewards
from supply-side reforms. Mr. Hollande is paying the price for a
failed economic strategy in his first two years in office, when he
clung to the old model and relied upon tax increases rather than
spending cuts to cover austerity packages. The state sector has
grown to 57% of GDP, thereby suffocating the private economy.
Yet France is also caught in a vicious circle as it attempts to
meet EMU deficit targets, forced to accept successive austerity
packages without offsetting monetary stimulus, or a weaker currency. The IMF has declared France’s currency exchange rate
is overvalued by 5% to 10%.
The effect of austerity has been to erode the tax base, leaving
the budget deficit stuck at over 4% of GDP. France has gained
remarkably little from fiscal tightening equal to 5% of GDP over
the last three years. Undeterred, France is now adopting extra
spending cuts of 50 billion euros by 2017 under the new Premier
Manuel Valls, dubbed the ‘economic Clemenceau’ for his willingness to endure First World War casualties stoically. The biggest
hit will come next year, raising the risk that the French economy
will once again fail to achieve recession escape velocity.”

•

The Economy Ministry in Berlin reports German factory orders,
adjusted for seasonal swings and inflation, declined by 1.7% in
May following a revised gain of 3.4% in April.

•

Front Page Headline, Financial Times – “The Fed Ought Not To
Delay Too Long Exiting QE Policy. In an op-ed, reporter Henny
Sender cautions: ‘Although there is still no sign that the U.S.
Federal Reserve has any intention of exiting its easy credit policy any time soon, the pessimistic denizens of the bond markets
are already fretting that when administered interest rates rise,
the process will be far more painful than in the past; as all investors decide to hit the sell button at the same time. It has been
a good six months for borrowers in the high yield bond market,
who have raised a record $180 billion (U.S.) during the period.
Two-thirds of that has been used to refinance debt at ever lower
yield levels and another 16 % to help finance new mergers and
acquisitions. According to analysts, demand for fixed income
securities has grown much faster than for equities. Indeed,
since the end of 2008, the three fastest growing asset classes
have been fixed income exchange traded funds (ETF), emerging market corporate bonds that are U.S. dollar denominated
and American high yield corporate bonds. Meanwhile, corporate
yield spreads to U.S. Treasurys continue to gradually narrow. All
this makes these asset classes – high yield bonds in particular
– more vulnerable to outflows with even a small upward move in
administered interest rates. In other words, the longer the Fed’s
easy credit policy continues, the more tricky the exit strategy and
potentially more dire the consequences in the eyes of the bond
dealers. The end of easy credit will hit bond markets hard if not
timed right.” Wakeup call for Henny Sender: At Long Wave
Analytics, we believe if bond investors and/or traders alike are
so fearful of the Federal Reserve soon curtailing its quantitative
easing monetary policy, combined with a subsequent raising of
the Federal Funds Rate, they should consider the following:
1. Just because the Fed inevitably will cease purchasing Treasurys and mortgage-backed securities, doesn’t necessarily
mean that it will commence selling its holdings straight away. As
we have oft stated before in previous publications, we think the
Fed will just allow their balance sheet holdings to mature when
scheduled.
2. Given the inexorable climb in America’s national debt, recently having surpassed $17.5 trillion (U.S.), the Fed will not
be in any haste to raise the Fed Funds Rate since any upward
move in Treasury yields makes servicing the national debt more
difficult.
While the charts below cover slightly different time frames, it can
readily be discerned that the Fed’s balance sheet holdings likely
exceeded $4.3 trillion (U.S.) as at June 30, 2014.
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• Front Page Headline, Daily Telegraph U.K. – Sweden’s Riksbank Reduces Repo Interest Rate to Avert Deflation. The central bank has surprised markets by cutting its Repo rate by 50
basis points to 0.25%, abandoning efforts to curb asset bubbles
by ‘leaning against the wind.’ Riksbank Governor Stefan Ingves
and his chief deputy were outvoted by the executive board in
what was tantamount to a mutiny. The move follows months
of acrimonious internal disputes as Sweden became the first
country in northern Europe to slide into full deflation. Inflation
has rebounded slightly to 0.1%, but the economy is still one
shock away from a Japanese-style trap. The executive board
is taking a major gamble since the Swedish economy is growing briskly and Stockholm house prices have risen by 7% over
the last year. The ratio of household debt to disposable income
has reached 175%, prompting warning s from the International
Monetary Fund.
The Riksbank called for loan curbs and other macro-prudential
measures to offset the effects of monetary stimulus: ‘The low interest rates are already contributing to a relatively rapid increase

in household debt. A low repo rate makes it more urgent for
other policy areas to manage the risks linked to household indebtedness. It is not enough just to take measures to strengthen the resilience of the banking system; measures aimed directly at the households’ demand for credit are also required. If
no further measures are taken, there is a greater risk that the
economy will develop in a manner that is not sustainable in the
long run.’ The Repo rate cut is a vindication for Lars Svensson,
a world-renowned deflation expert who resigned as Riksbank
deputy governor last year after accusing the bank of jumping
the gun by raising administered rates: ‘Low inflation has actually
increased the households’ real debt burden. Thus, Riksbank
policy has actually been counterproductive.’ The Riksbank is
the world’s oldest central bank and is no stranger to controversy.
In a recent paper it blamed the deflation on falling prices in the
service sector, weak profit margins for companies due to weak
consumer demand and lower food and energy costs. The Riksbank is famed for its creative panache and its pedigree of top
economists. It was one of the first central banks to turn radical
in the early 1930s, successfully shielding Sweden from the full
storm of the Great Depression with a reflation blitz.”

CLOSING LEVELS FOR FRIDAY JULY 4TH.

WEEKLY CHANGE

Dow Jones Industrial Average

17,068.26

+ 216.42 points

Spot Gold Bullion

$1,321.30 (U.S.)

+ $1.30 per oz.

S&P / TSX Composite

15,214.96

+ 120.71 points

10 – Year U.S. Treasury Yield

2.64%

+ 11 basis points

Canadian Dollar

93.89 cents (U.S.)

+ 0.09 cent

U.S. Dollar Index Future

80.269

+ 0.299 cent

WTI Crude Oil Futures

$103.77 (U.S.)

– $1.97 per barrel
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