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UNDERSTANDING THE LONGWAVE ECONOMIC AND FINANCIAL CYCLE

THAT WAS THE WEEK THAT WAS
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Front Page Headline, Daily Telegraph U.K. – “The
World Is Drowning in Debt: Goldman Sachs. Andrew
Wilson, European CEO of Goldman Sachs Asset
Management has warned: ‘Aging populations mean
countries’ debt piles risk growing out of control, there-
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by representing a risk to many economies. Consequently, there
is a clear need to generate gross domestic product (GDP) growth
to work off that debt. However, as demographics change, new
ways of thinking at a policy level are required in order to achieve
this. The demographics in most major economies – including
Japan, Europe and the U.S. – are a major issue and present
the question of how are they going to pay down the huge debt
burden? With life expectancy increasing rapidly, countries no
longer have the young working populations required to sustain
a debt driven economic model in the same way as they have
managed to do in the past. In Japan, for example, government
debt has climbed above 200% of GDP and given the country’s
aging population clearly means this debt level is unsustainable
over the long term.’
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The Organization for Economic Co-operation and Development
(OECD) has also sounded out a warning about Japan’s growing debt pile. Angel Gurria, the OECD’s secretary-general has
observed: ‘Monetary stimulus and stronger GDP growth alone
will not be enough to pull the Japanese economy out of its twodecade malaise. Indeed, Japan’s future prospects depend on
ensuring fiscal sustainability over the long term. With an annual
budget deficit of about 8% of GDP, Japan’s debt ratio will be on
a course to balloon in excess of 400% of GDP by 2040.’
•

Front Page Headline, Daily Telegraph U.K. – “HSBC Fears World
Recession with No Lifeboats Left. International Business Editor
Ambrose Evans-Pritchard writes: The World economy is disturbingly close to stall speed. The United Nations has reduced
its global growth forecast for this year to 2.8%, the latest of the
multinational bodies to retreat … It leaves a thin safety buffer
against any economic shock, most potently if China abandons
its crawling U.S. dollar peg and resorts to ‘beggar-thy-neighbour’
policies, transmitting a further deflationary shock across the
global economy.

The longer this soggy patch persists, the greater the risk that
the six-year old global economic recovery will sputter out. While
economic expansions do not die of old age, they do become
more vulnerable to all kinds of pathologies. A sweep of historic data by Warwick University found compelling evidence that
economies are more likely to stall as they age; what is known as
‘positive duration dependence.’ The business cycle becomes
stretched. Inventories build up and companies defer spending,
tipping over at a certain point into a self-feeding downturn. Stephen King at HSBC warns: ‘The global authorities have alarmingly few tools to combat the next economic crunch, given that
interest rates are already at or near zero across most of the
developed world, debt levels are at or near record highs and
there is little scope for fiscal stimulus. The world economy is
sailing across the ocean without any lifeboats to use in case of
emergency.’

In a grim study – ‘The World Economy’s Titanic Problem’ Mr.
King reports: ‘The U.S. Federal Reserve has been forced to reduce the Federal Funds rate by over 500 basis points to right the
ship in each of the recessions since the early 1970s. That kind
of traditional stimulus is now completely ruled out. Meanwhile,
budget deficits are still uncomfortably large.’
The authorities are normally able to replenish their ammunition
as an economic recovery gathers steam. This time they are
faced with a chronic low GDP growth malaise, partly due to a
global savings glut and increasingly, to a slow aging crisis across
most of the northern hemisphere. The Fed keeps deferring its
initial administered interest rate increase as expected economic
data reports continue to fall short.

Each of the past four U.S. economic recoveries has been weaker than the previous one. The average GDP growth rate has
declined from 4.5% in the early 1980s to nearer 2% this time.
The U.S. annual fiscal deficit has fallen to 2.8% of GDP, but it
is expected to climb again as pension and health care costs increase, even if the economy improves. America cannot easily
launch a fresh New Deal. Public debt was just 38% of GDP
when Franklin Roosevelt took power in 1933and there were few
contingent liabilities hanging over future U.S. finances. Mr. King
continued: ‘Fiscal stimulus – a novel idea at that time – may
have been controversial, but the chances of it working to boost
economic activity were quite high, given the healthy starting position. Now it is much more difficult to make the same argu-
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ment.’ The great hope – and most likely outcome – is that the
recent monetary expansion in the U.S. and the euro zone begins
to gain traction later this year. Broad money supply data ‘M3’ – a
one year advance indicator – has been growing briskly on both
sides of the Atlantic. However, nobody knows for sure whether
the normal monetary mechanisms are working. JP Morgan estimates that the U.S. economy contracted by an annual rate of
1.1% in the 1st. quarter, far worse than originally expected.

The instant tracking indicator of the Atlanta Fed – GDP Now –
shows little sign that America is shaking off its mystery virus.
GDP growth was just 0.7% annualized in mid-May. It is becoming more difficult to argue the relapse is a winter blip or caused
by a temporary gridlock at California ports.

Over 100,000 layoffs across the oil and gas belt seem to have
taken their toll. The Fed thought the windfall gain of cheaper
energy for everybody else would weigh more in the balance, but
this time Americans have chosen to salt away the money. Net
saving jumped by $125 billion (U.S.) to $728 billion (U.S.) in the
1st. quarter. There was no pick-up in April and retail sales were
flat. It is now more likely than not that the U.S. economy has
fallen through the Fed’s stall-speed threshold of two consecutive

quarters below 2% GDP growth. Exactly how far below is unclear. The Fed uses its own growth measure – gross domestic
income (GDI) – and this data has not yet been published. The
stall speed concept is soft science, but not to be ignored. A recent Fed research paper noted: ‘Output tends to transition to a
slow-growth phase at the end of economic expansions.’

Much now depends upon China, where the economy is beginning to look rather ‘Japanese.’ Dario Perkins of Lombard Street
Research believes the Chinese economy is in a much deeper
downturn than admitted to date by the authorities. It probably
contracted outright in the 1st. quarter. Electricity usage has
turned negative. Rail freight has been declining at near double-digit rates. What began as a deliberate move by Beijing to
choke off a credit bubble has assumed a life of its own, evolving
into a balance sheet purge.

It was inevitable that China’s investment bubble would lead
to a vast inventory of unsold property. The country produced
more cement between 2011 and 2013 that the U.S. did during
the 20th. century. Mr. Perkins noted: ‘China is now in a classic
debt deflation spiral as excess capacity holds down prices. Factory gate deflation is now minus 4.6%. In turn, this is tightening
the noose further by pushing up real borrowing costs.’ To date,
the Chinese authorities have resisted the temptation to flood
the system with new stimulus, fearing that would store up even
greater trouble.
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They have taken steps to offset a clampdown on local government spending and avert a fiscal cliff that might otherwise have
occurred. They have loosened monetary policy for banks just
enough to offset the contractionary effects of capital flight. However, they have not yet come to the rescue. This matters enormously. Andrew Roberts at RBS notes: ‘China accounted for
85% of all GDP growth in 2012, 54% in 2013 and 30% in 2014.
This is likely to decline to 24% this year. If there is only one statistic that one needs to know in the world right now, this is it.’ The
effects are being felt across Asia. Japan keeps disappointing,
since its exports to China have fallen by 15% compared with last
year and South Korea is flirting with recession.

Russia, Brazil, Argentina and Venezuela are all contracting
sharply, casualties of the China-driven commodity bust. The
U.N. reports the GDP growth rate for the emerging market nexus
(ex-China) has declined to 2.3% from an average of 6.5% in the
glory years of 2004-2007. While Europe is doing somewhat better, it is hardly in an economic boom. The euro zone is contributing little to global demand. The region has displaced China and
become the world’s saver of last resort – or its biggest black hole
in the view of critics – exploiting the weaker euro in order to rack
up a current account surplus of $358 billion (U.S.).

It is far from clear whether Europe can act as an engine of global
economic recovery. The euro zone composite purchasing managers’ index (PMI) for services and manufacturing slipped in
May and new orders declined. Oxford Economics thinks the
sugar rush from the quantitative easing (QE) program may be
wearing off. HSBC’s Mr. King believes: ‘The global authorities
face awful choices if the global economy hits the reefs in its current condition. The last resort may have to be helicopter money;
a radically different form of QE which injects money directly into
the veins of an economy by funding government spending. It is
a River Rubicon that no central bank wishes to cross, although
the Bank of Japan is already in it up to the knees.’ The imperative is to avoid any premature monetary tightening or policy error
which could crystallize the danger. As Mr. King acidly expresses
it: ‘Many – including the owner of the Titanic – thought it was unsinkable. However, its designer was quick to point out that ‘She
is made of iron, sir, I assure you that she can.”

TUESDAY, MAY 26TH
•

The New York-based Conference Board reports its consumer
confidence index rose to a reading of 95.4 in May from a level of
94.3 in April. In a statement, Lynn Franco, director of economic
indicators, noted: ‘While current economic conditions in the 2nd.
quarter appear to be improving, consumers still remain cautious
about the short-term outlook.’

•

The Commerce Department reports U.S. durable goods – those
products meant to last at least three years – orders declined by
0.5% in April, citing a lower procurement level by the military.
Excluding defense, new orders increased by 0.2%. Shipments
for non-defense capital goods – excluding aircraft – rose by
0.8% in April, following a 1% increase in March.

•

The Commerce Department reports new U.S. home sales increased by 6.8% in April to an annualized pace of 517,000 units
from a 484,000 rate in March; citing a steady hiring pace, low
mortgage rates and a limited inventory of homes listed for sale.
Robert Brusca, president of Fact and Opinion Economics in New
York, commented: ‘While housing is recovering from a slow winter period, an improving housing market should continue to unfold, but at a rather gradual pace.’

•

Front Page Headline, Financial Times – “The Taming of the
Fed’s Balance Sheet. Columnists Robin Wigglesworth and Sam
Fleming write: The exact timing of the Federal Reserve’s first
Federal Funds rate increase is uncertain, but even more in doubt
is what will happen to the $4 trillion (U.S.) portfolio of bonds the
central bank has amassed since the beginning of the financial
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Ergo, this will help advance the rotation of demand in Canada
towards higher exports and business investment.”

crisis … While the Fed’s strategy for reducing its bloated balance sheet has evolved over time, last September Federal Open
Market Committee (FOMC) members stated the Fed will cease,
or begin phasing out reinvestments only after it first begins to
increase the Federal Funds rate. While the balance sheet would
shrink in a gradual and predictable manner, the details as well
as the timing were left unclear, which will depend upon how economic and financial conditions evolve. One market concern is
that reducing bond holdings automatically as they mature could
lead to a jagged path of balance sheet reduction. In a recent report, BlackRock’s Investment Institute noted that one third of the
Fed’s entire Treasury portfolio – about $785 billion (U.S.) – will
mature by the end of 2018. Allowing the balance sheet to deflate
that quickly could unnerve the fixed income market.”

Bank of Canada Governor Stephen Poloz.
Photo Source: Globe and Mail
•

Wakeup call for Messers. Wigglesworth and Fleming! At Longwave Analytics, we do not share BlackRock’s fear and apprehension of allowing the Fed’s Treasury holdings to mature when
due. If the Fed didn’t own these holdings, the U.S. Department of the Treasury would only have to pay par to other investors at maturity. Accordingly, BlackRock should be far more
worried about whether the Treasury Department will have the
funds available to mature Treasury issues on their respective
due dates, given the current trend of U.S. federal government
budget deficits and the inexorable growth in America’s national
debt, currently $18.2 trillion (U.S.), or expressed another way:
$18,200, 000, 000, 000 (U.S.). We fully expect that America’s
national debt mountain will exceed $20 trillion (U.S.) by the year
2020 at the latest.

WEDNESDAY, MAY 27TH
•

Following his monthly monetary policy meeting, Bank of Canada
Governor Stephen Poloz announced the central bank’s overnight Bank Rate would remain unchanged at 0.75% citing: “The
bank expects the U.S. economy will return to a period of solid
gross domestic product (GDP) growth in the current quarter.

Front Page Headline, Financial Times – “U.S. Justice Department Indicts 14 over Rampant FIFA Corruption. U.S. Attorney
General Loretta Lynch has detailed a range of alleged offences
claiming Zurich-based FIFA (Federation Internationale de Football Association) executives ‘accepted bribes worth over $150
million (U.S.) in a culture of rampant, systemic and deeply
rooted corruption to influence the awarding of the 2010 World
Cup to South Africa, as well as footballing activities in South
and Central America and the Caribbean.’ Accordingly, the U.S.
Department of Justice, FBI and the Internal Revenue Service
set out charges against nine FIFA executives and five sports
executives, while Swiss prosecutors announced a criminal investigation into the awarding of the 2018 and 2022 World Cups.
Today’s events mark the most dramatic move by law enforcement agencies against an organization that over recent years
has lurched from scandal to scandal, but has escaped criminal
prosecution until now.”
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THURSDAY, MAY 28TH
•

•

The National Association of Realtors (NAR) reports U.S. pending home sales rose by 3.4% in April, following a revised gain
of 1.2% in March, citing a steady pace of hiring and continuing
low mortgage rates are providing support for the housing market. The pending home sales survey tracks signed contracts on
single family homes, condos and co-ops. NAR Chief Economist
Lawrence Yun commented: “Realtors report foot traffic remains
elevated this spring despite limited to severe inventory shortages in many metropolitan areas. Homeowners looking to sell
this spring appear to be in the driver’s seat.”
The Labor Department reports U.S. initial claims for state unemployment benefits increased by 7,000 to a seasonally adjusted
282,000 in the week ended May 23rd. while continuing claims
rose by 11,000 to 2.22 million in the week ended May 16th.

A corporate recruiter speaks with job applicants at a Chicago job
fair. Photo source: AP
•

Front Page Headline, GoldMoney – “Euro-sclerosis. Researcher Alasdair Macleod writes: There appears to be little or nothing
in the monetarists’ handbook to enable them to assess the risk
of a loss of confidence in the purchasing power of a paper currency. Furthermore, since today’s macroeconomists have chosen to deny Say’s law, otherwise known as the laws of the markets, they have little hope of grasping the more subtle aspects
of the role of money in price formation. It would appear that this
potentially important issue is being ignored at a time when the
euro zone faces growing systemic risks which could ultimately
challenge the euro’s validity as money. Primarily, the euro is
vulnerable because it has not existed for very long and its origin
as money was simply decreed. It did not evolve from marks,
francs, lira or anything else; it just replaced the existing currencies of member states overnight by diktat. This contrasts with
the U.S. dollar or pound sterling, whose origins were as gold

substitutes and which evolved in steps over the last century to
become stand-alone, unbacked fiat currencies. The reason this
contrast is important is summated in the regression theorem.
The theorem poses that money must have an origin in its value
for a non-monetary purpose. That is why gold, which was originally ornamental – being still used as jewellery, endures – while
all government currencies throughout history have ultimately
failed. Therefore, it follows that in the absence of this use value, trust in money is fundamental to modern currencies. The
theorem explains why we can automatically assume, for the purposes of transactions, that prices reflect the subjective values
of the goods and services that we purchase. This is in contrast
with money which is not consumed, but merely changes hands
and both parties in a transaction ascribe to money an objective
value. Moreover, this is why the symptoms of monetary inflation
are commonly referenced as rising prices, instead of a decline
in the purchasing power of money. The European Central Bank
(ECB) is plainly assuming that the euro is money and on a par
with any other major currency with a longer history. Despite the
caution occasionally expressed by sound money advocates in
Germany’s Bundesbank, the ECB is aggressively pursuing monetary policies designed to weaken its currency. For example, it
has cut its deposit rate for euro zone banks to minus 0.2%.
This is wholly unnatural in a world where possession of money is
always more valuable than an IOU. Furthermore, banks are encouraged to limit their customers’ cash withdrawals, often under
the guise of fighting tax evasion or money laundering. However,
in Greece restrictions on cash withdrawals are clearly designed
to protect the banks … Let’s assume for a moment that Greece
defaults. In that case, the Greek banking system would certainly
collapse (assuming the ECB) suspends its emergency liquidity
assistance (ELA) because bad debts already on their balance
sheets exceed tangible equity by a substantial margin. If that
assistance is withdrawn, some 80 billion euros of ELA will be
lost. Furthermore, TARGET 2 settlement imbalances at other
euro zone central banks, which have arisen through capital flight
from Greece and which are guaranteed by the ECB, total a further 42 billion euros. This leaves the ECB in the hole for 122 billion euros. Unfortunately, the ECB’s equity capital plus reserves
total only 96 billion euros, so a Greek default would expose the
euro’s issuing bank to be woefully under-capitalized.
Therefore, if Greece defaults, we would at least expect the validity of this relatively new euro to be challenged in the foreign
exchange markets. Even if the ECB decided to rescue what
it could from a Greek default by rearranging the order of bank
creditors in its favour through a bail-in, it would still have to make
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Shanghai Composite is the third largest exchange in the world
after the two big American exchanges: i.e. The New York Stock
Exchange and The NASDAQ.

substantial provisions from its own inadequate capital base. For
this reason, rather than risk exposing the ECB as undercapitalized, it seems likely that Greece will be permitted to win its game
of chicken against the euro zone, forcing the other euro zone
states to raise enough money to pay off maturing debt and cover
public sector wages. So, will that save the euro? Perhaps it will,
but if so maybe not for long. If the euro zone’s finance ministers
cave in to Greece, it will be more difficult for other profligate
nations to impose continuing austerity. Anti-austerity political
parties, such as Podemas in Spain, are increasingly likely to
form tomorrow’s governments and Spain faces a general election later this year. Prime Minister Renzi of Italy and President
Hollande of France are both keen to do away with austerity and
increase government spending as their route to economic salvation. However, both the ECB and the euro are likely to remain
caught between Northern creditors and Southern borrowers.
Even if Greece is saved from default, the ECB will need to
strengthen the Greek banks. This is likely to be done in two
ways: firstly, by forcing them to recapitalize with or without
bail-ins and secondly, to restrict money outflows through capital controls and harsh limits on depositor withdrawals if need
be. Essentially, it is back to the Cyprus solution. Whichever
way Greece is played, euro zone residents will see themselves
having a currency which is becoming increasingly questionable.
The bail-in debacle that was Cyprus is still etched in depositors’
minds. Certainly, Cypress has not been forgotten in Greece,
where ordinary people are now resorting to buying mobile capital goods which can be easily sold, such as German automobiles, with the bank balances which cannot be withdrawn in cash
and are otherwise at risk from a Cyprus-style bail-in. Greek depositors have realized that euro balances held in the banks do
not represent reliable money. While folding cash is still money
… it remains rationed. The next blow for the euro could come
from the exchange rate. If the euro continues to lose purchasing power on the foreign exchanges, it is likely to undermine
confidence on the ground. Accordingly, when that happens it will
be increasingly difficult for the ECB to retrieve the situation and
maintain the euro’s credibility as money. It just doesn’t seem
sensible to take such enormous risks with a currency that has
only existed for thirteen years.”
•

Front Page Headline, Business Insider – “Shanghai Composite Stock Index Crashed by 6.5% Today. Over the last year,
the Shanghai Stock Exchange has grown to be the third largest
in the world. According to the World Federation of Exchanges’
monthly report, outlined in the chart below are the ten largest
stock exchanges in the world by total market capitalization.
With a total end of April market cap of $5.6 trillion (U.S.), the

FRIDAY, MAY 29TH
•

The Tempe, Arizona-based Institute for Supply Management
(ISM) reports its Chicago purchasing managers’ index (PMI) declined to a reading of 46.2 in May from a level of 52.3 in April,
citing all five components of the index fell below the 50 break
even mark. Richard Curtin, chief economist at Michigan’s Survey of Consumers, observed: ‘The decline for the month was
substantial as consumers have adopted more modest prospects
for an economic rebound following the economy’s 1st. quarter
poor performance.’

•

Front Page Headline, MarketWatch News – “Revised to the Red.
In a final reading of the U.S. economy’s performance in the 1st.
quarter, the Commerce Department reported the nation’s gross
domestic product (GDP) contracted by 0.7% – previously reported as a gain of 0.2% – citing: lower inventory generation and a
higher level of imports.”
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•

Front Page Headline, Globe and Mail – “Plunge in Oil Prices
Shocks Canada’s Economy in 1st. Quarter. Statistics Canada
reports the nation’s gross domestic product (GDP) contracted
at an annualized rate of 0.6% in the 1st. quarter, citing the biggest negative influence came from the mining, quarrying and oil
and gas sectors, which contracted by 10.8% on an annual basis.
Paul Ashworth, an economist at Capital Economics, warned:
‘Most worrying, things appeared to become worse as the quarter progressed.’

•

In its latest fiscal monitor, Canada’s Finance Department reports the federal government posted a budget deficit of $3 billion
(CAD) in March, compared with a deficit of nearly $6.7 billion
(CAD) in the same month a year ago. For the 2015 fiscal year
ended March 31st. the government posted a preliminary surplus of $2.9 billion (CAD), compared with a deficit of $11.4 billion (CAD) in fiscal 2014. However, these results do not include
the costs related to the New Veterans Charter – expected to be
about $1.6 billion (CAD) – and the universal child care benefit
– expected to be about $1.1 billion (CAD) – therefore, the final
audited outcome for fiscal 2015 could produce a minor deficit
figure.

•

The Reuters / University of Michigan group reports its U.S. index
of consumer sentiment declined to a final reading of 90.6 in May
– a six month low – following a level of 95.9 in April.

CLOSING LEVELS FOR FRIDAY, MAY 29TH.

WEEKLY CHANGE

Dow Jones Industrial Average

18,010.68

– 221.34 points

Spot Gold Bullion

$1,189.80 (U.S.)

– $14.20 per troy oz.

Spot Silver

$16.71 (U.S.)

– $0.39 per troy oz.

S&P / TSX Composite

15,014.09

– 186.67 points

10 – Year U.S. Treasury Yield

2.12%

– 9 basis points

Canadian Dollar

80.41 cents (U.S.)

– 0.88 cent

U.S. Dollar Index Future

96.887

+ 0.75 cent

WTI Crude Oil Futures

$60.30 (U.S.)

+ $0.58 per barrel

DJIA / Gold Ratio

15.138

– 0.005 point

Gold / Silver Ratio

71.203

+ 0.794 point
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