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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
Monday, May 12th
Front Page Headline, Wall Street Journal – “Following Sunday’s Independence Vote, Ukrainian Separatists Favour Russian Annexation. While the Kremlin
expressed respect for the referendums in Donetsk
and the neighbouring Luhansk region, the rebels’
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subsequent request to join Russia was met with silence from
the Kremlin and received little coverage from Russian state
television. The U.S. denounced the referendums and blamed
Russian President Vladimir Putin for refusing to use Russia’s
influence to thwart them. White House spokesman Jay Carney
suggested the weekend’s events augured poorly for Ukraine’s
presidential elections scheduled for May 25th. Mr. Carney stated: ‘If there are efforts to disrupt the presidential elections and
Russia is responsible for those efforts, or responsible for failing
to use its influence to prevent those efforts; that will be viewed
very dimly by the international community.”

•

Front Page Headline, The Economist – “The Lure of Shadow
Banking. In the town of Jingjiang, a few hours’ drive from Shanghai, Yangzijiang Shipbuilding is constructing 21 huge container
ships for Seaspan, a Canadian shipping firm. An enormous sign
declares: ‘We Want to Be the Best Shipyard in China.’ Certainly,
it is among the most profitable, earning 3 billion yuan ($481 million U.S.) last year. However, only about two-thirds of that came
from building ships. The rest came from lending money to other
companies using a local financial security called an ‘entrusted
loan.’ This placesYangzijiang at the forefront of another industry: shadow banking. A decade ago, conventional banks, which
were almost all state-owned and tightly regulated, accounted for
virtually all lending in China. Today, credit is available from a
range of alternative financiers; such as trusts, leasing companies, credit-guarantee outfits and money market funds, which
are collectively known as shadow banks. Although many of
these lenders are perfectly respectable, others constitute blatant
attempts to circumvent the many rules about how much banks
can lend to which companies and at what rates of interest.
Although bank lending remains far greater than the shadowy
sort and is still expanding at an astonishing pace, its rate of
growth has recently stabilized. The growth of some of the more
worrying forms of lending, in contrast, is accelerating. Shadow
banks accounted for almost a third of the increase in lending last
year, growing in excess of 50% in the process. To date, most
of the concerns about shadow banking in China have centered
on trusts. By offering rates of return as high as 10%, they raise
money from businesses and individuals frustrated by the low
cap the government imposes for interest rates on bank deposits. Naturally, the interest rate they charge to borrowers is even
higher. They lend to firms that are unable to borrow from banks,
often because they are in frothy industries; such as property or
steel, where regulators notice signs of overinvestment, so have
instructed banks to curb lending. Over 40% of Yangzijiang’s
loans have been granted to property developers in smaller Chinese cities; so land comprises nearly 66% of its loan collateral.
While China’s economy is now slowing, its gross domestic
product (GDP) has grown by 7.6% for the past two years, the
slowest rate since 1990. Several trust products have defaulted
although investors in most of them have received their money
back by one way or another. In excess of $400 billion (U.S.)
of trust products are due to mature this year and debtors will
want to refinance many of those loans. Many observers worry
that investors will lose faith in trusts, prompting a lender run,
which in turn may blight certain industries and other sectors of
the financial system. Pessimists caution that no country has
witnessed credit in all its forms grow as quickly as China’s has
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of late, without ultimately enduring a financial crisis. One reason
for optimism is that trusts are regulated by the same agency
that supervises banks, notably the China Banking Regulatory
Commission (CBRC). Jason Bedford – an independent expert
who formerly audited trust companies – argues: ‘This means
the CBRC can tell, not only whether the trusts themselves are
wobbly, but also how any wobbles would affect banks.’ As our
special report this week explains, it and other regulators have
recently strengthened oversight of trusts, requiring clearer accounting and limited with banks. Now that Chinese regulators
are tightening the screws on the trusts, money is flowing to other, less closely watched intermediaries. Liu Yuhui, an economist
at brokerage house GF Securities, declared: ‘Shadow banking
in China resembles a cat-and-mouse game.’

For instance, the CBRC’s limits on the ways that banks and
trusts should cooperate do not apply to securities houses. That
has fuelled a boom in the assets which these firms manage: they
rose to 5.2 trillion yuan by the end of 2013, up from 1.9 trillion
yuan in 2012.

TUESDAY, MAY 13TH
•

The Commerce Department reports U.S. retail sales rose by
0.1% to $434.6 billion (U.S.) in April, following an upwardly revised gain of 1.5% in March. Joshua Shapiro, an economist at
Maria Fiorini Ramirez in New York observed: “Consumer spending is growing fairly modestly. It’s going to take significantly
stronger job growth to accelerate retail sales.”

•

The Beijing-based National Bureau of Statistics reports China’s
factory production rose by 8.7% in April on a year-over-year basis, compared with an 8.8% increase in March and the slowest since March 2009. Also reported were China’s retail sales
which rose by 11.9% in April on year-over-year basis, mirroring
the March gain. Xu Gao, an economist at Everbright Securities
in Beijing, commented: “If the government wants to keep the nation’s GDP growth rate around 7.5%, the next step is definitely
a substantial easing in monetary policy. So, I fully expect an
across-the-board cut in banks’ reserve requirement ratios by the
end of June.”

•

The ZEW Center for European Economic Research in Mannheim
reports its index of analyst and investor expectations – which
aims to predict economic developments six months in advance –
declined to a reading of 33.1 in May from a level of 43.2 in April;
its lowest reading since January 2013. Andreas Scheuerle, an
economist at Dekabank in Frankfurt, noted: “ZEW expectations
can hint at turning points in the GDP growth rate, so we should
expect lower domestic economic growth in the coming quarters.”

•

Front Page Headline, Wall Street Journal – “U.S. Household
Debt Increases. The Federal Reserve Bank of New York reports
American household debt – including mortgages, credit cards,
auto loans and student loans – increased by $129 billion (U.S.)
to $11.65 trillion (U.S.) in the 1st. quarter; the third consecutive
quarterly increase. In an accompanying statement, New York
Fed researchers noted: ‘The growth of student loan debt, together with limited access to credit, may be preventing student
borrowers from being more active in the nation’s housing and
auto markets. Reduced borrowing by younger people for items
like cars and houses could reduce overall consumption in the
domestic economy.” See also, Economic Winter – It’s Still the
Debt, Stupid – March 21, 2014. See the chart on the following
page.

•

Front Page Headline, Wall Street Journal – “Three Face Criminal Charges over Deadly Quebec Derailment. Three men were
charged today in connection with last July’s fiery derailment of a
crude oil-carrying train, marking a new phase in the aftermath of
the tragedy. While the event has prompted rail safety improvements, it has left the small Quebec town still coping with what
promises to be a lengthy rebuilding process. The men, who
all worked for the train’s operator Montreal, Maine and Atlantic
Railway (MM&A), were each charged with 47 counts of criminal
negligence causing death, or one count for each person killed.
Rene Verret, a spokesman for the Quebec prosecutor’s office,
informed the press: ‘The accused – Thomas Harding, Jean Demaitre and Richard Labrie – were released on bail pending a re-
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turn to court on September 11th. The charges carry a maximum
penalty of life in prison, but none of the accused has entered
a plea at this stage of the legal proceedings.’ MM&A, which is
now defunct but still retains a legal status in Canada, was also
charged. If found guilty, the company faces a financial penalty
at the court’s discretion.”

The July 6, 2013 derailment.
Safety Board / Reuters.

WEDNESDAY, MAY 14TH
•

The Labor Department reports the U.S. producer price index
(PPI) rose by 0.6% in April – the biggest increase since September 2012 – and by 2.1% on a year-over-year basis. Markus
Schomer, an economist at Pinebridge Investments LLC in New
York, observed: “The PPI trend is not threatening as long as it’s
gradual. The journey from higher producer prices to higher consumer prices usually takes some time.”

•

Front Page Headline, Bloomberg News – “Moody’s Downgrades
New Jersey’s Credit Rating. Moody’s Investors Services reports it has downgraded the State of New Jersey’s credit rating
from AA (Low) to A (High) with a negative outlook. The downgrade matched similar actions over recent months by Standard
& Poor’s (S&P) and Fitch Ratings and it applies to $2.4 billion
(U.S.) of general obligation debt and $29.8 billion (U.S.) of appropriations-backed and general obligation-related debt. In the
report, Moody’s analyst Baye Larsen stated: ‘The downgrade to
A (Low) reflects the weakened financial position resulting from

Source: Canada Transportation

•
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recurring revenue shortfalls and ongoing reliance on non-recurring resources which have deferred structural imbalances into
future years.”
•

•

The Cabinet Office reports Japan’s gross domestic product
(GDP) – the broadest measure of goods and services in the
economy – grew at a seasonally adjusted annual rate of 5.9%
in the 1st. quarter, citing an 8.5% increase in private consumption expenditures prior to an increase in the sales tax introduced
on April 1st. Higher domestic demand prompted businesses to
increase production and capital spending, creating jobs and increasing overtime pay.
Front Page Headline, Daily Telegraph U.K. – “Modi’s Thatcherite
Talk Cannot Restore India’s Flagging Economy. In an op-ed,
International Business Editor Ambrose Evans-Pritchard waxes
prolific: ‘Essentially, India’s economic model has failed. Talk of
matching East Asia’s gross domestic product (GDP) growth rates
has been exposed as wishful thinking. Superpower dreams are
giving way to the same old reality of poverty, depleted ground
water and graft. We can see now that GDP growth averaging 8.2% from 2004 to 2012 was an anomaly, kept alive by fiscal largesse at the top of the cycle. A torrid global (economic)
boom masked all sins, itself the result of negative interest rates
in the West, the yen carry trade from Japan, China’s (foreign
exchange) reserve accumulation and ultimately a flood of dollar
liquidity that leaked everywhere from the U.S. Fed.
India’s manufacturing industry remains stuck at 14% of GDP.
This is a far cry of what is in Thailand (30%), South Korea (31%)
or China (32%) the typical threshold for catch-up economies
graduating to a higher league. Actually, India has lost 5 million manufacturing jobs over the past decade, slipping from 55
million to 50 million. India’s economic boom fizzled two years
ago, ending in the sort of stagflation that bedeviled Britain in
the 1970s. India’s ‘misery index’ is back where it was 25 years
ago when the old Hindu Model was overthrown and the country
embraced free market globalism, up to a point. The International Monetary Fund (IMF) expects India’s GDP growth rate to
languish at 4.6% this fiscal year, with the inflation rate at 10.5%.
To quote from the IMF: ‘India has very little room to adopt (any)
countercyclical policies.”

THURSDAY, MAY 15TH
•

The Washington Federal Reserve reports U.S. industrial production – output at factories, mines and utilities – declined by 0.6%
in April, following an upwardly revised gain of 0.9% in March.
Manufacturing, which comprises 75% of total industrial producduction, declined by 0.4% in April.

•

The Labor Department reports U.S. initial claims for state unemployment benefits declined by 24,000 to 297,000 in the week
ended May 10th. while continuing claims fell by 9,000 to 2.67
million in the week ended May 3rd. Separately, the Labor Department reported the U.S. consumer price index (CPI) rose by
0.3% in April, the biggest gain since June of last year.

•

The National Association of Home Builders (NAHB) / Wells
Fargo U.S. sentiment index declined to a reading of 45 in May
– the weakest level in the past 12 months – from a downwardly
revised reading of 46 in April. In a statement, NAHB Chairman
Kevin Kelly observed: “Builder sentiment is coming more in line
with the market reality of a continuing, but modest, economic
recovery.”

Construction workers lay foundations for housing in Louisville,
Ky. Source: Bloomberg
•

Front Page Headline, Wall Street Journal – “Euro Zone Economy Continues Weak Growth. Eurostat reports the gross domestic product (GDP) of the 18-country member European Monetary
Union (EMU) expanded by only 0.8% on an annual basis in the
1st. quarter of the year. In a research note to clients, Peter Vanden Houte, an economist at ING in Brussels cautioned: ‘The latest euro zone GDP report is a major disappointment, since it
suggests that the EMU is still far away from reaching the escape
velocity required for a sustainable economic recovery.” See the
charts on the following two pages.
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•

Front Page Headline, Daily Telegraph U.K. – “EU Officials Plotted IMF Attack to Bring Rebellious Italy into Line. In his book
‘Stress Test: Reflections on Financial Crises’, former U.S. Treasury Secretary Tim Geithner relates that European Union (EU)
officials approached him in the white heat of the EMU crisis in
November 2011, with a plan to overthrow Italy’s leader Silvio
Berlusconi. Geithner writes: ‘They wanted America to refuse to
back International Monetary Fund (IMF) loans to Italy, as long as
Berlusconi refused to step down. We told them this was unthinkable. The U.S. could not misuse the machinery of the IMF to
settle political disputes in this way. We can’t have Berlusconi’s
blood on our hands.”

G20 meeting at Cannes, France.

Source: Daily Telegraph

FRIDAY, MAY 16TH
•

Front Page Headline, New York Times – “West African Nations
Set Aside Old Suspicions to Combat Boko Haram. Following
a meeting with Western officials, the heads of state of five West
African countries agreed to share intelligence and strengthen
military cooperation to combat the regional threat from the extremist Islamic group Boko Haram, which abducted more than
200 schoolgirls in northern Nigeria last month. At the request
of Nigeria’s President Goodluck Jonathan, President Francois
Hollande of France organized the meeting, which was also attended by the heads of state of Cameroon, Niger, Chad and
Benin; countries that border Nigeria and which have long been
suspicious of one another. The borders among the countries
are notoriously porous and Boko Haram’s insurgents have easily
slipped across them. President Hollande vowed: ‘We have decided to institute a general, regional action plan for the medium
and longer term. There will be intelligence coordination, sharing
of information, centralization of means and border surveillance;
among other activities.”

•

The Commerce Department reports U.S. housing starts rose
by 13.2% in April to a 1.07 million annualized pace, following a
947,000 annualized pace in March.
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•

Front Page Headline, Bloomberg News – “Moody’s Upgrades
Ireland’s Sovereign Credit Rating. Moody’s Investors Service
upgraded Ireland’s credit rating to Baa1 from Baa3 with a stable
outlook, citing: ‘The recent acceleration in Ireland’s GDP growth
momentum will quicken ongoing fiscal consolidation and place
the government’s debt metrics on a steeper downward path
than anticipated.’ Philip O’Sullivan, an economist at Investec
Plc in Dublin, noted: ‘Ireland’s credit rating upgrade reflects a
lot of hard work that’s been accomplished across the domestic
economy.”

•

•
•

Source: Business Insider

The Thomson Reuters / University of Michigan consumer sentiment index declined to a preliminary reading of 81.8 in May, following a final reading of 84.1 in April.
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Closing Levels for Friday, May 16th.

Weekly Change

Dow Jones Industrial Average

16,491.31

– 92.53 points

Spot Gold Bullion

$1.293.40 (U.S.)

+ $5.80 per oz.

S&P / TSX Composite

14,514.74

– 19.32 points

10-Year U.S. Treasury Yield

2.52%

– 10 basis points

Canadian Dollar

92.11 cents (U.S.)

+ 0.33 cent

U.S. Dollar Index Future

80.048

+ 0.179 cent

WTI Crude Oil Futures

$102.02 (U.S.)

+ $2.03 per barrel
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