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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
Monday, October 13th
Front Page Headline, Reuters News – “Saudis Prepared for $80 (U.S.) Oil Price in Attempt to Retain
Market Share. Saudi Arabia is quietly informing the
oil market it would be comfortable with much lower oil
prices for an extended period, a sharp shift in an

energy policy that may be aimed at slowing the expansion of rival
producers, including those in the American shale oil patch … According to informed sources – who have insisted on anonymity
due to the private nature of the situation – recent conversations
in New York suggest the Saudis appear amenable to lower oil
prices, which could strain the finances of some members of the
Organization of Petroleum Exporting Countries (OPEC). Such
a new Saudi strategy could curb new investment and further increases in supply from places like the U.S., thereby, paving the
way for higher revenues over the medium term … OPEC’s next
meeting scheduled for November 27th.is set to be its most difficult in years. Saudi oil officials have made no public comments
on the deepening swoon in oil markets. Senior officials did not
reply to questions from Reuters.

MONDAY, OC TOBER 13TH
Thanksgiving Holiday in Canada / Columbus Day in U.S.

•

A 5-year chart of Brent crude oil.
Source: Daily Telegraph U.K.

Front Page Headline, Globe and Mail –“Sweeping U.S. Tax
Crackdown Inflicts Heavy Collateral Damage. American tax authorities are taking the unusual step of warning foreign financial
institutions that fraud artists posing as Internal Revenue Service (IRS) agents are trying to steal account information. These
scams, which have targeted banks in multiple countries, mark
another unintended consequence of a sweeping U.S. tax crackdown. That’s the problem with sweeping laws because their
impact is inevitably more extensive than lawmakers imagine.
Not only, do they snare the unwitting, but also, they often inflict
heavy collateral damage. The U.S. Foreign Account Tax Compliance Act (FATCA), which came into force in July, is aimed at
finding unreported income by taking a look at virtually every account held by American citizens, anywhere in the world. For
example, under an agreement reached earlier this year between
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ties in Stamford, Connecticut, noted: “The fact that real wages
and salaries haven’t increased that dramatically, puts a ceiling
on how much consumer spending can accelerate.” The U.S.
Census Bureau chart below shows the decline in September retail sales on a month-over-month basis.

Canada and the U.S., the Canada Revenue Agency (CRA) will
gather such account information and then share it with the IRS.
Fraud isn’t the law’s only unintended consequence. FATCA has
also spawned a booming business for cross-border accountants
in Canada, which is home to hundreds of thousands of U.S. citizens. Now, such an individual, who hasn’t filed a U.S. tax return
for years, can easily face thousands of dollars in accounting fees
by filing a tax return, even if they owe no U.S. taxes.”

TUESDAY, OC TOBER 14TH
•

The Economy Ministry in Berlin reports it is lowering its forecasts
for Germany’s gross domestic product (GDP) growth for 2014
and 2015 to 1.3% and 1.2%, respectively; from its 1.8% and
2% estimates of last April. According to a CDU official – who
requested anonymity – German Chancellor Angela Merkel addressed a private meeting of her Christian Democratic Union-led
bloc today, vowing that her government would pursue its balanced budget goal, regardless of the economic outlook. Separately, at a Berlin press conference, Germany’s Economy Minister Sigmar Gabriel noted: ‘Our exports are in extremely rough
waters, buffeted by geopolitical developments, including the
Ukraine crisis.’ Germany is Russia’s biggest trading partner in
the European Union (EU). Meanwhile, at a press conference
following a meeting of EU finance ministers in Luxembourg, German Finance Minister Wolfgang Schauble stated: ‘In the German Federal Government, we’re agreed that we must stay the
course even in these difficult economic times.’

•

The Labor Department reports the U.S. producer price index
(PPI) declined by 0.1% in September – the first decline since
August 2013 – citing a drop in fuel costs as the major factor.

•

The New York Federal Reserve reports its Empire State manufacturing index declined by 26 points in September to a seasonally adjusted reading of 6.2, indicating a substantial slowing in
the pace of business activity growth for New York manufacturers. The Empire State index covers all manufacturing activity in
New York State, southern Connecticut and northern New Jersey.
See New York Fed chart below.

German Chancellor Angela Merkel.
Photo source: Bloomberg

WEDNESDAY, OC TOBER 15TH
•

The Commerce Department reports U.S. retail and food sales
declined by 0.3% to a seasonally adjusted $442.7 billion (U.S.)
in September – the first drop in sales since January – following a
0.6% gain in August. Omair Sharif, an economist at RBS Securi-

THURSDAY, OC TOBER 16TH
•

The Labor Department reports U.S. initial claims for state unemployment benefits declined by 23,000 to 264,000 – the lowest level in 14 years – in the week ended October 11th. while
continuing claims increased by 7,000 to 2.39 million in the week
ended October 4th.
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•

The Federal Reserve reports U.S. manufacturing output rose by
0.5% in September, citing increased production of computers,
appliances and building supplies.

•

Statistics Canada reports the nation’s factory sales fell by 3.3%
to $52.18 billion (CAD) in August, citing a decline in automobile
shipments.

•

Front Page Headline, Financial Times – “Greek 10-Year Bond
Yield Soars Near 9%. As investors worried over the possibility
that forthcoming elections could derail the country’s chances of
a clean exit from its financial bailout, the Greek 10-year bond
yield soared to 8.94% in late morning trade. If Greece’s coalition government fails to win a 60% majority vote in parliament
needed to elect a new president in February, a snap election
will follow. The radical left opposition Syriza party, which has
labeled Greece’s debt unsustainable at its current level of 174%
of gross domestic product (GDP), holds a commanding lead in
opinion polls. The party has pledged to reverse bailout reforms
and seek to write off 50% of the country’s debt if it comes to
power.”

•

Front Page Headline, Daily Telegraph U.K. – “World Economy
So Damaged It May Require Permanent QE. In an op-ed, International Business Editor Ambrose Evans-Pritchard observed:
Combined monetary policy tightening by the United States and
China has done its worst as global liquidity is evaporating. What
looked like a gentle tap on the brakes by the two monetary superpowers has proven too much for a fragile global economy
still locked in ‘secular stagnation.’ The latest investor survey by
Bank of America shows that fund managers no longer believe

that the European Central Bank will step into the breach with
quantitative easing of its own, at least on a worthwhile scale.
Markets are suddenly prey to the disturbing thought that the five
and one-half year economic expansion since the Lehman crisis may already be over, before Europe has regained its prior
level of output. That is the chief reason why the price of Brent
crude oil has crashed by 25% since June. It is why the yield on
10-year U.S. Treasurys have declined to 2% and why German
10-year bunds are pricing in an economic perma-slump yield at
historic lows of 0.81% this week. We will soon discover whether
or not this is a replay of 1937 when the authorities drained stimulus too early and ignited the second leg of the Great Depression.
If this GDP growth scare presages the end of the cycle, the consequences will be hideous for France, Italy, Spain, Greece, Holland, Portugal, Bulgaria and others already in deflation, or close
to it. The higher their debt ratios to GDP, the worse the damage.
Forward-looking credit swaps already suggest that the U.S. Federal Reserve will not be able to raise administered interest rates
next year, or the year after, or ever, one might say. It is beginning to look as if the withdrawal of $85 billion (U.S.) of bond
purchases each month is already tantamount to a normal cycle
of interest rate increases, enough in itself to trigger an economic
downturn. Put another way, it is possible that the world economy
is so damaged that it needs permanent QE just to keep the show
on the road. Traders are taking bets on capitulation by the Fed
as it tries to find new excuses to delay administered interest rate
increases, this time by talking down the dollar. Kit Juckes at
Societe Generale noted: ‘Talk of QE 4 and renewed bond buying
is making the rounds.’
Gentle declines in the price of oil are typically benign, a shot in
the arm for companies and consumers alike. The rule of thumb
is that each $10 (U.S.) drop in the oil price adds 0.3% to GDP
growth over the next year. Price crashes are another story.
They signal global stress, doubly dangerous today because the
whole industrial world is one shock away from a deflation trap, a
psychological threshold where we batten down the hatches and
await cheaper prices … The world is also more stretched. Morgan Stanley calculates that gross global leverage has increased
from $105 trillion (U.S.) in 2007 to $150 trillion (U.S.) today.
Debt has increased to 275% of GDP in the rich world and to
175% in emerging markets. Both are, not only up by 20 percentage points since 2007, but also, setting historic records. The
Bank for International Settlements (BIS) warns that the world
is on a hair-trigger. The slightest loss of liquidity can have violent effects. Saudi Arabia has clearly shifted its energy strategy,
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aiming to force high-cost producers out of business across the
globe, rather than defend OPEC cartel prices by slashing its own
output to offset increases in Libyan supply. Bank of America
thinks the Saudis are targeting $85 (U.S.) per barrel, partly in order to squeeze three enemies; Iran, Russia and the Caliphate. If
crude oil prices stay low for long, almost all the major oil producers will have to begin dipping into their foreign currency reserves
in order to fund their welfare states and military apparatus. The
fiscal break-even price needed to cover the budget in 2015 is
$130 (U.S.) for Iran; $115 (U.S.) for Algeria; $138 (U.S) for Bahrain; $105 (U.S.) for Iraq and Russia; $122 (U.S.) for Nigeria;
$110 (U.S.) for Abu Dhabi and $104 (U.S.) for Saudi Arabia.

This means that they will have to sell holdings of foreign bonds,
assets and gold to plug the gap. In recent days, Russia has expended $7 billion (U.S.) defending the rouble. The scale of this
could be huge and it comes at a time when China has stopped
accumulating reserves for its own reasons, removing the biggest
global source of new purchases. Nor does the chain reaction
stop there. Lower oil prices chill the U.S. shale industry, which
has lifted U.S. (liquids) output from 7 million barrels a day (b/d)
to 11.6 million since 2008 and vaulted America into on one of the
world’s biggest producers. Bank of America calculates the pain
will begin at around $75 (U.S.) for the most costly fields, citing:
‘Shale oil output is very sensitive to price conditions.’ The U.S.
Energy Department reports oil and gas companies have been
amassing huge debts drilling for marginal output in ever more
hostile regions. Net debt rose by $106 billion (U.S.) in the 12
months ended last March, in addition to the $73 billion (U.S.) of
asset sales. Yet revenues were stagnating even when crude oil
prices were above $100 (U.S.). The fossil fuel nexus has spent
$5 trillion (U.S.) since 2008 and much of this is at risk. It has in
itself become a systemic threat.

However, the oil price crash is not merely a supply story. Edwin
Morse at Citigroup notes: ‘There has been a rapid collapse of
demand.’ The International Energy Agency calculates demand
declined by 50,000 b/d in France and by 45,000 b/d in Italy in
August, below earlier estimates. China’s oil demand is no longer
increasing by 500,000 b/d every year. It has slowed to a quarter
of a million. The global slowdown has caught the world’s authorities off guard, as it always does. Above all, it has confounded
the central banking fraternity. Enthralled with ‘creditism’, it insists that quantitative easing (QE) works by forcing down bond
yield levels across the 30-year yield curve. Ergo, Fed tapering
does not matter as long as interest rates stay low. By the same
logic, European Central Bank policy is accommodative because
interest rates have collapsed; a claim that would have Milton
Friedman turning in his grave.
Monetarists say this is a cardinal error, bound to cause serial
mishaps. Indeed, Robert Hetzel from the Richmond Fed blames
the Lehman crisis and all that followed on monetary overkill in
early to mid-2008, arguing in his book ‘The Great Recession’
that the Fed ignored the warning signs that the M2 money supply gauge was buckling. We forget that the Venetian Grain
Board regulated commerce over the centuries by altering the
quantity of money, not interest rates. So did the Bank of England
during the 18th. Century, injecting liquidity when Easterly winds
brought ships into London. The Bank of England continued to
target the quantity of money in the early 20th. Century when QE
was known as open market operations. In his great opus, quantity was his great lodestar. Today, quantity is not doing very well.
The Center for Financial Stability in New York claims ‘Divisia M4’
– its measure of broad money growth – has declined to 2.5%
from about 6% in early 2013. Perhaps, the U.S. economy can
handle some loss of dollar liquidity. The world as a whole cannot. There are $11 trillion (U.S.) of cross-border loans outstanding, two-thirds of which remain in U.S. dollars. Emerging market
companies have borrowed a further $2 trillion (U.S.) since 2008.
China is neither tightening any more, nor is it particularly loosening. It is actively steering down the growth rate of the M2
money supply, even though house prices have been falling for
five months, industrial output has stalled and factory gate inflation has dropped to minus 1.8%.
President Xi Jinping seems resolved to break China’s credit
bubble early in his 10-year term. This will not be pretty. Standard Chartered notes that China’s debt has reached 250% of
gross domestic product; off the charts for a developing economy.
Property curbs have been lifted. While the Bank of China has
injected small amounts of liquidity, this time the country has not
charged ahead with more credit from the state banking system
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to keep the economy growing. In September, China’s Premier Li
stated: ‘We cannot rely again on increasing liquidity to stimulate
economic growth.’ He is targeting jobs, not growth, willing to
deflate the economy and purge excess capacity in the steel and
ship building industries, as long as unemployment does not rise
much above 5%. While this may be the right course for China, it
is an unpleasant shock for those across the globe who feed the
dragon for a living. China will eventually blink if the economic
slowdown deepens and so will the Fed in Washington. However, firstly the financial markets will have to learn the hard way
that they have mispriced the reality of a broken global economy.”
•

Front Page Headline, Mish’s Global Economic Trend Analysis
– “Post-Foreclosure Hell. Unfortunately, post foreclosure hell
is the sorry result or those American homeowners who walked
away from their residences during the financial crisis, having
neither declared bankruptcy, nor, consulted an attorney. Many
thousands of Americans – who lost their homes in the housing
bust – are suddenly facing a new foreclosure nightmare: debt
collectors are chasing them for the money which they still owe by
freezing their bank accounts, garnishing their wages and seizing their assets. By now, banks have usually sold the houses.
However, the proceeds of those sales were often not enough
to cover the amount of the mortgage, plus penalties, legal bills
and fees. The two big government-controlled housing finance
companies – Fannie Mae and Freddie Mac – as well as other
mortgage lenders, are increasingly pressing borrowers to repay
whatever they still owe on mortgages they defaulted on years
ago. Using a legal tool known as a ‘deficiency judgment,’ lenders can ensure that borrowers are haunted by these debts for
years and sometimes decades. Among the debtor pursuers, the
most aggressive is Fannie Mae. According to a 2013 report by
the Inspector General for the agency’s regulator – The Federal
Housing Finance Agency (FHFA) – of the 595,128 foreclosures
in which Fannie Mae was involved, either through owning or
guaranteeing the mortgages, from January 2010 through June
2012 it referred 293,134 to debt collectors for possible pursuit
of deficiency judgments. While Florida is noted as one of the
more aggressive states in pursuing deficiency judgments, Reuters reports: ‘Once financial institutions secure a judgment,
they can sometimes have years to collect on the claim. For example, in Maryland debt collectors have as long as 36 years to
chase debtors for repayment. Financial institutions can charge
post-judgment interest of an estimated 4.75% per year on the
remaining balance until the statute of limitations expires, which
can drive people even more deeply into debt.’ Hundreds of thousands of Americans will soon be in extremely hot water because
they failed to seek advice from an attorney, advice which may
have only cost a couple of hundred dollars in 2009.”

FRIDAY, OC TOBER 17TH
•

Front Page Headline, MarketWatch News – Moody’s Downgrades Russia’s Sovereign Credit Rating. While maintaining a
negative outlook, Moody’s Investors Service downgraded Russia’s sovereign credit rating one level to Baa2 from Baa1, citing:
‘The downgrade relates to the longer term damage the already
weak Russian economy is likely to incur as a result of the ongoing crisis in Ukraine, plus the additional sanctions imposed
against the country. Relatedly, we are reacting to the deterioration in Russia’s foreign exchange position due to capital flight
and lower oil prices.’

Russian President Vladimir Putin. Source: AFP / Getty Images
•

Front Page Headline, Financial Post – “Stock and Bond Market
Turmoil Raise Concern about Pension Solvency. Ian Markham,
a retirement risk management leader at Towers Watson warns:
‘The recent upheaval in the bond and stock markets could cause
some pension plan sponsors to pause and reassess their funded status and de-risking strategies. The solvency funded ratio
– which measures assets against total liabilities if the plan were
terminated – has declined by 5% to 8% for typical defined benefit plans since the end of September.” See also, Economic
Winter, The Pension Debacle – October 17, 2014.

Photo source: Associated Press
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•

The Thompson/Reuters University Group report their preliminary consumer sentiment index for October rose to a reading of
86.4, up from September’s final reading of 84.6.

•

The U.S. Department of the Treasury reports the federal government’s budget deficit for the fiscal year ended September 30,
2014, declined by 29% to $483.35 billion (U.S.) – representing
2.8% of the nation’s gross domestic product (GDP) – the lowest
level since 2007.

•

The Commerce Department reports U.S. housing starts rose by
6.3% in September to a seasonally adjusted annual pace of 1.02
million units.

•

Front Page Headline, GoldMoney – “Why the Business Cycle Is
Failing. Researcher Alasdair Macleod writes: Since World War II
economic theorists have posed that consumer demand could be
stimulated by a combination of government deficit spending and
the suppression of administered interest rate levels. Although
there is considerable overlap between the two, the separation
of demand from production was promoted by Keynes and interest rate monetarists in the management of the economy. Yet
no progress in economic management has been achieved. Instead, we appear to be on the brink of a major economic dislocation. Far from banishing the business cycle, it has become
worse. To understand why, it is worth examining the reason for
the concept’s failure. Without government intervention, the
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economy clears its goods and services at prices determined by
the consumer. All production in free markets is aimed to satisfy
consumer demand. Equally, the consumer must earn in order
to spend, so his efforts are directed at producing goods and services which others are prepared to purchase.
An economy so based carries uncertainty for the individual which
he offsets by saving some of his surplus income and through financial intermediaries, his savings are loaned to businesses for
investment in the means of production. If only the world was so
simple. Instead, in modern times we have governments which
increasingly intervene. We are all familiar with attempts from the
pharaohs onwards to divert economic resources towards projects not designed to satisfy human consumption. What is less
understood is intervention by manipulating the cost and quantity
of money. If a central bank forces lower interest rates on the
market, this falsely alerts the businessman to a savings glut,
the result of a reduction in consumption. Therefore, his first response is to cut his costs so that he can lower his prices in order
to protect his profits. When interest rates remain low, he begins
to think about investing in more efficient means of production, so
that he can keep his prices low and compete in difficult markets.
Then, when interest rates remain low for a protracted period, he
becomes more confident about the future and plans for expansion.

To date, the objectives of the central bank are being achieved.
The recession has been halted and modest economic growth
begins. Furthermore, some businesses are cautiously hiring
people again. In a nutshell, this describes the current position
of the U.S. and U.K. economies, where there is patchy evidence
of capital spending and increasing employment. However, then
we encounter a roadblock: the businessman finds that all other
businesses have fallen for the monetary trick and everyone is
chasing the same rainbow. Normally, price inflation results, interest rates rise and before very long, the businessman is forced
to cut his losses. Then the cycle starts over again. Only this
time, the final act of the business cycle is ending differently. The
accumulated burden of debt has become too great for consumers and even governments themselves to bear. Financial reality is finally intervening and consumption simply can’t grow as
the Keynesians and monetarists thought. What was originally
an economic problem, believed to be solvable by deficit spending and interest rate management has become a financial problem. The truth of this statement finally appears to be dawning on
bond and equity markets, with a rush into the safe haven offered
by the former and an aversion to the risks by the latter; a process
that has a long way to go.”

CLOSING LEVELS FOR FRIDAY, OCTOBER 17TH.

WEEKLY CHANGE

Dow Jones Industrial Average

16,380.41

– 163.69 points

Spot Gold Bullion

$1,239.00 (U.S.)

+ $17.30 per troy oz.

Spot Silver

$17.28 (U.S.)

– $0.10 per troy oz.

S&P / TSX Composite

14,227.68

+ 0.32 point

10 – Year U.S. Treasury Yield

2.19%

– 9 basis points

Canadian Dollar

88.68 cents (U.S.)

– 0.47 cent

U.S. Dollar Index Future

85.309

– 0.163 cent

WTI Crude Oil Futures

$82.75 (U.S.)

– $3.07 per barrel

DJIA / Gold Ratio

13.22

– 0.32 point

Gold / Silver Ratio

71.70

+ 1.41 points

Monday October 13th, 2014

Ian A. Gordon, The Long Wave Analyst www.longwavegroup.com
Disclaimer : This information is made available by Long Wave Analytics Inc. for information purposes only. This information is not intended to be and should not to be construed as investment advice, and any
recommendations that may be contained herein have not been based upon a consideration of the investment objectives, financial situation or particular needs of any specific reader. All readers must obtain
expert investment advice before making an investment. Readers must understand that statements regarding future prospects may not be achieved. This information should not be construed as an offer to
sell, or solicitation for, or an offer to buy, any securities. The opinions and conclusions contained herein are those of Long Wave Analytics Inc. as of the date hereof and are subject to change without notice.
Long Wave Analytics Inc. has made every effort to ensure that the contents have been compiled or derived from sources believed reliable and contain information and opinions, which are accurate and complete. However, Long Wave Analytics Inc. makes no representation or warranty, express or implied, in respect thereof, takes no responsibility for any errors and omissions which may be contained herein, and
accepts no liability whatsoever for any loss arising from any use of or reliance on this information. Long Wave Analytics Inc. is under no obligation to update or keep current the information contained herein.
The information presented may not be discussed or reproduced without prior written consent. Long Wave Analytics Inc., its affiliates and/or their respective officers, directors or employees may from time to
time acquire, hold or sell securities mentioned herein. In addition, the companies referred to herein may pay a fee to Long Wave Analytics Inc. to be listed on www.longwavegroup.com. Copyright © Longwave
Group 2014. All Rights Reserved.
”Those who cannot remember the past are condemned to repeat it.” Santayana

