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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
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Front Page Headline, Bloomberg News – “Growing
Anxiety in the $1.6 trillion (U.S.) Bond Repo Market.
In the relative calm that is the market for U.S. Treasurys, a sense of unease over a vital clog in the financial system’s liquidity is on the increase. The Federal

MONDAY, JULY 7TH
Reserve’s monthly purchases of U.S. Treasurys combined with
demand from banks to meet tightened regulatory requirements
is making it more difficult for traders to borrow and lend certain
desired Treasury issues in the $1.6 trillion (U.S.) daily market
volume of repurchase agreements. Disruptions in the so-termed
repo market, which Wall Street’s biggest banks rely upon for
their day-to-day financing needs are not only, another unintended consequence of the Fed’s extraordinary quantitative easing
program, but also belie the stability of U.S. Treasury yields, currently at about record lows. Smoothly functioning repo trading
is vital to the health of fixed income markets and lack of liquidity
can cause trades to go uncompleted. In a recent interview, Jeffrey Snider, chief investment strategist at Alhambra Investment
Partners in West Palm Beach, Florida, noted: ‘The effect of all
the collateral issues we now see is … an indication of how bad
things will be if liquidity really dries up. That’s when traders get
into potentially dire situations.”
• The Economy Ministry in Berlin reports German industrial production, adjusted for seasonal swings, fell by 1.8% in May – the
third consecutive monthly drop – from a revised decline of 0.3%
in April. In a statement, the ministry elaborated: ‘Sentiment indicators and the overall economic fundamentals suggest the upswing in the nation’s industrial production will continue during
the course of the year, following the weaker 2nd. quarter. However, geopolitical factors may also have been an effect.’ Moreover, the Munich-based research Ifo Institute recently reported
that the rebel crisis in eastern Ukraine and the Islamic Caliphate

insurgency in Iraq had driven German business confidence to its
lowest level in six months. The industrial production sector had
been boosted by warm winter weather driving a glut of building
activity, but had already declined from February’s peak. See
chart below.

TUESDAY, JULY 8TH
• The Office for National Statistics (ONS) in London reports U.K.
factory output fell by 1.3% in May, the first decline in six months
and the biggest drop since January 2013. Separately, the British
Chamber of Commerce warned: “against a hasty move by the
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Bank of England to tighten monetary policy, since the strength
of the pound is the largest area of anxiety for manufacturers. Of
the 13 categories which comprise the manufacturing sector, ten
declined in May: led by base metals down by 2.3% and pharmaceuticals down by 3.6%.”
•

Front Page Headline, Bloomberg News – “U.K. Faces Court
Clash with ECB. In a hearing scheduled for tomorrow at the
European Court of Justice in Luxembourg, the U.K. government
will be attacking European Central Bank documents which state
that ‘clearing houses settling trades in euros should be based in
the single currency area.’ Britain will argue that represents an
ultimatum to City of London-based clearing houses which must
relocate to the euro area, or ‘be precluded from access to the
financial markets in the euro system.’ Syed Kamall, leader of the
EU Parliament’s European Conservatives and reformists group
noted: “It is so vital that we receive legal clarity on this issue.”

•

Front Page Headline, Bloomberg News – “Pope Francis Replaces Vatican Bankers. Following a year of reorganization at the
scandal-plagued institution, during which more than 2,000 accounts were blocked and profit declined by 95%, Pope Francis
announced plans to replace the board of directors and the executives at the Vatican Bank, known as the Institute of Religious
Works. In a statement issued today, Cardinal –Prefect George
Pell cited: ‘With the support of the Holy Father and the Council of
Cardinals, we are creating simpler, more efficient structures for
those serving the mission of the Catholic Church.’ Pope Francis has focused on improving transparency and compliance at
the Bank, which became tainted last year when a senior Vatican
cleric was arrested in Italy on fraud charges.”

•

Front Page Headline, New York Times – “U.S. Scrutiny for Banks
Shifts to Germany. American state and federal authorities have
begun settlement talks with Commerzbank –Germany’s second-largest bank – over its dealings with Iran, Sudan and other
countries blacklisted by the United States. A settlement is expected to include at least $500 million (U.S.) in penalties for the
Frankfurt-based Commerzbank and may be concluded during
the current quarter.”

Skyscrapers highlighted in Frankfurt business center.
Source: Associated Press

WEDNESDAY, JULY 9TH
•

In a Parliament Hill press conference, Canada’s Finance Minister Joe Oliver hailed the addition of Saskatchewan and New
Brunswick to the list of provinces in support of the federal government’s initiative to establish a national securities regulator.
Four provinces have now approved the change, leaving six
holdouts, including Alberta and Quebec. Mr. Oliver elaborated:
“Establishing a national securities regulator is an act of nationbuilding, one that will deepen the ties of commerce in our confederation and attract more investment capital to Canada. Today’s progress builds the momentum. Saskatchewan and New
Brunswick will help shape the system and enable it to grow. The
door is always open to join this initiative, which can better serve
both provincial short-term and long-term interests.”

Pope Francis
Photo Source: Getty Images

Canadian Finance Minister Joe Oliver.
Photo Source: Reuters
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•

Statistics Canada reports the nation’s housing starts rose to a
seasonally adjusted annualized pace of 198,185 units in June,
citing continuing low mortgage rates and strong price growth in
the existing home market. Separately, Statscan reported the
value of Canadian building permits rose by 13.8% in May, led by
commercial buildings, industrial projects and residential structures. In a research note, Royal Bank of Canada Economist
Laura Cooper observed: “The resiliency of the Canadian housing market has surprised expectations for a transition to lower,
more sustainable levels and the latest monthly reading is no exception. Moreover, the recent outperformance of building permits and the persistence of low mortgage rates provides upside
risk for new housing demand to remain elevated over the near
term.”

•

Minutes of the Federal Open Market Committee’s June meeting released today disclose the FOMC will curtail its monthly
bond purchase program (quantitative easing) in October. The
American central bank has reduced monthly purchases of U.S.
Treasurys and mortgage-backed securities in $10 billion (U.S.)
increments this year, to $35 billion (U.S.) per month from a peak
level of $85 billion (U.S.) per month. The FOMC’s minutes
projected: “If the domestic economy progresses about as the
Federal Reserve expects, warranting reductions in the pace of
bond purchases at each forthcoming meeting, the final reduction
would occur following the October meeting.”

•

Front Page Headline, Daily Telegraph U.K. – “A Weaker Euro
Will Not Solve France’s Problems. This week the chairman of
Airbus exhorted the European Central Bank to talk down the
‘crazy’ euro. Just last week, France’s Prime Minister Manuel
Valls bemoaned the overvalued single currency. Unfortunately,
devaluation would not solve France’s problems. The only durable solution to a deeply entrenched lack of competitiveness
is to embrace the very painful process of economic reform.
Let’s start with another trade-challenged country situated on the
north coast of the English Channel. Serial devaluations have
not transformed the United Kingdom into an export powerhouse.
Sterling declined by some 25% after the financial crisis and remains about 15% lower than in 2007. Yet the U.K.’s current account deficit has ballooned. A country’s currency is not a catchall solution to structural economic ills. Part of the difficulty rests
in trying to make a currency depreciation stick. A lower currency
can give an immediate boost to demand. Overnight, exports
become cheaper for the rest of the world to purchase. However,
in today’s world of supply chains, that boost is smaller than it
used to be. Lower exchange rate make imports more expensive, meaning components and other inputs like energy become
more expensive; unless you are the U.S. and have access to
domestic shale gas.
The problem develops partly in the tool used to wrestle the exchange rate down; by means of lowering administered rates, or
more recently, via money printing by central banks. Over time,
that pushes up costs and prices, negating the initial competitiveness boost from the lower exchange rate. Forcing the currency
down via monetary policy is a one-off boost, not a permanent
competitiveness gain. In any case, the euro as a whole does
not seem to be seriously overvalued. The European Monetary
Union (EMU) is pleasantly running a current account surplus
of 2.2% of gross domestic product (GDP). The euro real exchange rate is 10% lower than it was in 2009. Economically,
France is in trouble because it is uncompetitive relative to its
euro zone partners, not just relative to non-euro countries. The
proof is in the pudding. French export volumes have increased
by just 6% since 2008; whereas, Spain’s exports are up by 18%,
with the same euro exchange rate. Within a single currency,
France can generate the competitiveness boost it requires only
via supply side reforms and squeezing labour costs. Delivering serious economic reforms can be very painful. Former U.K.
Prime Minister Margaret Thatcher learned that when she set
out to thoroughly liberalize the British economy some 35 years
ago. Witness the tough reforms and devastatingly high unemployment in the euro-periphery now. To regain competitiveness
for good, France needs to squeeze labour costs and reform its
labour market. To date, France has made very little domestic
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changes to the German Renewable Energies Act. Compared to
the total of 10 billion euros granted, the repayment of 30 million
euros is required.

economic progress at all.”

Photo Source: Reuters

THURSDAY, JULY 10TH
•

•

The Karlsruhe-based German Constitutional Court.
Photo source: Armstrong Economics

The Labor Department reports U.S. initial claims for state unemployment benefits declined by 11,000 to 304,000 in the week
ended July 5th. while continuing claims increased by 10,000 to
2.58 million in the week ended June 28th.

Front Page Headline, Armstrong Economics – “German Municipalities in Trouble. Martin Armstrong has been warning that: ‘Approximately 50% of the municipal governments in Germany are
on the verge of bankruptcy. This is part of the reason why they
are looking for bail-ins and even Chancellor Merkel has determined they cannot allow any referendums, fearing the electorate
will vote against the European Union (EU). Today, the Bremen
state government has imposed a spending freeze. The reason
has been the unexpected expenditure and revenue shortfalls in
the total amount of 60 million euros. Therefore, the Hanseatic
city must finance only mandatory tasks until further notice. Politicians fail to understand that this system is doomed. They keep
looking for every way possible to raise more and more taxes.
They only see what they need, not that they are causing the
total destruction of the economy. Approximately, 350 German
companies must repay discounts on green electricity. Indeed,
the European Commission (EC) has confirmed corresponding

Meanwhile, the German Constitutional Court has criticized the
applicable tax privileges for corporate inheritances. To date,
heirs are able to have the tax cancelled if they continue to operate the inherited company. However, heirs of private assets
must pay a significant estate tax to the state. Moving in this direction has wiped out many small farmers in the U.S. who were
forced to sell the land to pay the taxes. When applied to productive businesses, introducing inheritance taxes can force companies to close down, thereby increasing unemployment. Corporate inheritances are not the same as private asset inheritances,
since an ongoing business is an engine of the economy. Indeed, it is amazing how disconnected governments are from the
real economy. Governments are focused on the confiscation of
wealth, but not on reforming the tax system. These mandarins
are just plain brain dead. U.S. youth unemployment exceeds
60%. Likewise in America, over 60% of high school graduates
have been defrauded by believing they need a college education, thereby saddling them with huge debts. These obligations
are not dischargeable even in bankruptcy and college graduates
cannot find employment based upon the education they just financed. If I sold you a securities trading program and it never
worked, isn’t that consumer fraud? Not if you are an American
college!
•

Front Page Headline, Daily Telegraph U.K. – “Portuguese Banking Crisis Sends Tremors through Europe. A mounting crisis at
one of Portugal’s biggest banks today and signs of a deepening
economic slowdown in Europe have sent tremors through financial markets, triggering a sharp fall on European bourses and a
flight to safety across the world. Portugal’s regulator suspended
trading of Banco Espirito Santo after its share price nosedived
by 17% in Lisbon, reviving worries about the underlying health

Monday July 7th, 2014

of Europe’s banks. The STOXX index of European lenders fell
to its lowest level this year, following a bank run in Bulgaria and
a profit shock from Austria’s Erste Bank. The index is down by
11% since early June. Yields of Portugal’s 10-year bonds surged
20 basis points higher today to 3.95%, with contagion spreading
to Greek, Spanish and Italian bonds … Portugal’s stock market
fell by 4% in a seventh day of selloffs on fears that a nexus of
interlinked companies would be drawn into the squall. Spain’s
IBEX was down by 2% and Italy’s MIB down by 1.9%, with related effects spreading to London and New York.
Hans Redeker, currency chief at Morgan Stanley, commented:
‘Banco Espirito Santo is far too small to have any systemic impact by itself. What worries the markets is that European banks
have been selling off hard for several weeks now and we’ve witnessed a whole string of economic surprises. Foreign funds
have invested 430 billion euros in European equities and 230
euros in bonds since August 2012. If these investors think that
Europe’s economic recovery is stalling, they may begin to sell
again.’ Data released today revealed that industrial output for
May fell by 1.7% in France and by 1.2% in Italy. It has declined
for three consecutive months in Germany, hit by Russia’s recession and economic weakness in China and Japan. Dario
Perkins, an analyst at Lombard Street Research, observed: ‘The
German economy is highly leveraged to world trade and that is
in contraction. The CPB’s World Trade Monitor has been negative for the past two months on a three-month moving average
and we haven’t seen anything like that since the collapse prior
to the Lehman crisis.’

Source: Zero Hedge

There has been further evidence of Asia’s economic slowdown
this week. Japan’s core machinery orders declined by a record
19% in May, while China’s car sales fell by 3.4% in June and
today, South Korea’s central bank lowered the country’s GDP
growth forecast. Jacques Cailloux, an analyst at Nomura, noted: ‘We have just seen our first European warning signal and
we think we have entered an economic slowdown. We are in a
sort of Japanimation in Europe and we’re not going to exit this
soon.’ The European Central Bank (ECB) cut its deposit rate
below zero in June and is preparing a one trillion euro injection of cheap credit for banks later this year, however it will be
months before this has much effect on the real economy. Loans
are not as high-octane as quantitative easing since they must
be swapped for collateral. Critics argue the ECB has waited
too long to take radical action, allowing the M3 money supply
to stall. Loans to the private sector are contracting at a 2% rate
as banks shrink their balance sheets to meet tougher rules and
regulations. Euro zone inflation has fallen to 0.5%, a level which
pushes the weakest Club Med economies into incipient deflation
and plays havoc with their debt trajectories.
Any sign that its economic recovery may be faltering is a serious
threat to Portugal, which took a gamble by refusing to accept a
backstop credit line on exiting its Troika program in April, defying
advice from the International Monetary Fund (IMF). Premier Pedro Passos Coelho was convinced that Portugal could raise its
own funds on the markets and vowed to break free of an EU-IMF
Troika rescue program. However, Portugal may pay a high price
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when waves of bond maturity dates surface over the next two
years. Portugal’s public debt has jumped from 94% to 129% of
gross domestic product over the past three years, partly due the
vicious circle of austerity itself. Its debt to GDP ratio is nearing
unsafe levels for a country with no sovereign currency to absorb
the strain. The European Commission (EC) is banking on a new
cycle of economic growth to stabilize the debt picture and then
whittle down the ratios. Any economic relapse would push Portugal towards a compound debt spiral.” The chart on the previous page outlines the Espirito Santo Financial Group’s (ESFG)
numerous lines of business.
ESFG is 49% owned by Espirito Santo Irmaos, which in turn
is fully owned by Rioforte Investments which is fully owned by
closely held Espirito Santo International (ESI).

•

Front Page Headline, Wall Street Journal – “S&P / Moody’s
Downgrade Banco Espirito Santo’s Credit Rating. Amid a financial upheaval involving the bank’s holding company, Standard and Poor’s downgraded BES’ credit rating to B-plus; one
level further into junk territory with a negative outlook: citing, ‘increased risks due to its current management instability and the
precarious financial position of several entities within the conglomerate.’ Meanwhile, Moody’s Investors Service downgraded BES’ credit rating to B3, six levels into junk territory, citing ,
‘concerns over BES’ credit worthiness heightened by the lack of
transparency on the ring-fencing of BES against any troubles
emerging from its holding company Espirito Santo Financial
Group (ESFG) or any other group entity.”

•

Front Page Headline, Zero Hedge – “CIO of Europe’s Largest
Insurer Declares ECB Is in Denial. At a recent Bloomberg LP
conference held in London, when Maximilian Zimmerer – Allianz
SE’s chief investment officer who manages investor funds totaling 556 billion euros ($757 billion U.S.) – was asked to comment
on the euro area’s sovereign debt woes, he declared: ‘The euro
debt crisis is not over because it is well known that the fundamental problems have not been solved. European countries are
still building up their debt piles and that’s creating trouble for
the future. There is only one EMU country whose 2013 debt
level was lower than in 2012 and this is a signal that the debt
crisis can’t be over; only a recognition that the debt crisis has
changed. If European sovereign debt levels are not being reduced, in the end we will have a problem, which is for certain.
Everyone knows that European Central Bank President Mario
Draghi—one of the unelected dictators of Europe – and all of his
bankers are lying when they say day after day that things are
getting better.”

•

Front Page Headline, TedBits Weekly Wrap – “Repressed to
Death. Yesterday, Zero Hedge produced a frightening chart for
those who save. It illustrates how financially repressed people
who spent a lifetime saving their money are now on the short
end of the stick, courtesy of the U.S. Federal Reserve. This is
not a new story but it is a tragic one of official moral and fiscal
insolvency. Quite simply, the financial system is more fragile
now than when the financial crisis began. Financial assets are
more overvalued than at most any time since the crisis. The
U.S. government has almost doubled the national debt since
2008. The chart below illustrates how the return on their savings has been transferred to the banking system since 2008. In
real purchasing power terms, their paper money has lost about
9% compounded annually to date.”

FRIDAY, JULY 11TH
•

The U.S. Department of the Treasury reports while the American
federal government recorded a $70.5 billion (U.S.) surplus in the
month of June, the shortfall from October 2013 through June
totaled $365.9 billion (U.S.); compared with a deficit of $509.8
billion (U.S.) in the same period a year ago. According to the
Congressional Budget Office (CBO), the federal deficit for fiscal 2014 which ends September 30th. is projected to be 2.8%
of gross domestic product (GDP), compared with 4.1% in fiscal
2013.

•

Front Page Headline, MarketWatch News – “S&P Affirms Germany’s ‘AAA’ Sovereign Debt Credit Rating with a Stable Outlook. Standard & Poor’s Rating Services cited: ‘Germany’s highly diversified and competitive economy and our belief that the
German economy has demonstrated its ability to absorb large
economic and financial shocks.”

•

Statistics Canada reports the nation’s economy shed 9,400 jobs
in June, nudging the official unemployment rate up slightly to
7.1% from 7% in May and underscoring a deep divide in the national labour market. Alberta, which remains the country’s economic growth engine, added 9,400 jobs, while Ontario suffered
a steep loss of 34,000 jobs. Benjamin Reitzes, an economist
at BMO Nesbitt Burns, commented: “It doesn’t look like there’s
much light at the end of the tunnel just yet. The combination of
the stronger Canadian dollar and softer U.S. demand has put
significant pressure on Canadian manufacturing and Central
Canada as a whole. That pressure really hasn’t been alleviated
yet.”
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Source: Zero Hedge

•

At Longwave Analytics, it is fairly evident to us that if those investors had allowed their 6-month CDs to mature even as late
as January 2011, they could have extended term by purchasing
U.S. Treasury 10-year 3.25% notes at par. Since those notes
still have 6½ years remaining to maturity, they are currently
trading at about a 1.75% yield basis, which is a premium price
of $109.20 (U.S.). So, not only would those investors still be
receiving annual interest income of $3,250 (U.S.), but if they
sold the notes today, they would realize a capital gain of $9,200
(U.S.); resulting in a total of $20,575 (U.S.) of interest income

and capital gains over the last 3½ years. That represents an average annual rate of return of about $5,871 (U.S.), or approaching almost 6.00%. As can be seen from the above chart, that’s
considerably more money than was received as interest income
on the 6-month CDs back in 2006. The bottom line here is that
if one is going to invest in the fixed income markets, in order to
maximize rate of return, one must factor into one’s investment
strategy an outlook for interest rates and act accordingly; either
by shortening term, or lengthening term to maturity. In other
words, market timing isn’t everything, it’s the only thing!
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•

Front Page Headline, Mish’s Global Economic Trend Analysis
– “BIS Takes Several Snipes at the U.S. Federal Reserve. In
its recent annual report, the Bank for International Settlements
criticizes the Fed in numerous places and in numerous ways,
especially regarding the Fed’s reliance upon it quantitative easing monetary policy, the more significant of which are outlined
below:
1. The risk of normalizing (monetary policy) too late and too
gradually should not be underestimated.
2. Financial fluctuations which can end in banking crises such
as the recent one, last much longer than business cycles.
3. U.S. monetary policy is testing its outer limits.
4. Low funding costs and market volatility encourage investor
search for yield.
5. Investor risk-taking manifested itself in the high yield bond
market where gross issuance soared to $360 billion (U.S.) in
2013
6. Restoring sustainable global economic growth poses significant challenges.
7. It is unrealistic to expect investment, as a share of gross
domestic product, to return to its pre-crisis level in advanced
economies.
8. High private sector debt levels can undermine sustainable
economic growth.
9. Accommodative monetary policy has ambiguously impacted
the adjustment to lower debt (to GDP) ratios.
10. Early warning (economic) indicators in a number of countries are sending worrying signals.
11. Regardless of the risk of serious financial distress, in the
years ahead many economies will face headwinds, as outstanding debt adjusts to more sustainable long run levels.

12. Sustainable debt is aligned with wealth.
13. Long-run demographic trends could aggravate the sustainable debt problem by putting further pressure on asset prices.
14. Debt service ratios also point to current debt levels being
on the high side.
15. To return debt service ratios to historical norms, the U.S.
would need to reduce debt to GDP ratios by about 20 percentage points.
16. The alternative to growing out of debt is to reduce the outstanding stock of debt.
17. Low (administered) interest rates do not solve the problem
of high (amounts of) debt.
18. The unusually slow pace of (the U.S.) economic recovery
raises questions about the effectiveness of an expansionary
monetary policy in the wake of the (financial) crisis.
19. Unless it is recognized, limited effectiveness implies a fruitless effort to apply the same (monetary policy) measures more
persistently or forcefully.
20. Very accommodative monetary policies in major advanced
economies influence risk-taking and consequently, the yields on
assets denominated in different currencies.
21. Central banks find it difficult to operate with administered interest rates that are considerably different from those prevailing
in the key currencies, especially the U.S. dollar.
22. Disruptive monetary policy spillovers have highlighted shortcomings in the international monetary system.

CLOSING LEVELS FOR FRIDAY JULY 11TH.

WEEKLY CHANGES

Dow Jones Industrial Average

16,943.81

Spot Gold Bullion

$1,337.40 (U.S.)

+ $16.10 per oz.

S&P / TSX Composite

15,125.50

– 89.46 points

10 – Year U.S. Treasury Yield

2.52%

– 12 basis points

Canadian Dollar

93.16 cents (U.S.)

U.S. Dollar Index Future

80.217

WTI Crude Oil Futures

$100.83(U.S.)

– 124.25 points

– 0.73 cent
– 0.052 cent
– $2.94 per barrel
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