Material Evidence
Money, Macro & Markets
The Home of the Free and the Land of the Brave?
Wrong on both counts if we listen to the testimony
of no less than Bill Gross, a man who seems to think
that a nation founded on commercial liberty and
rugged individualism should admit the last two‐
and‐a‐half centuries have been a bit of a joke and
should promptly nationalize the mortgage market.
Yes, why not – and let’s clear out those reactionary
Kulaks while we’re at it, shall we, Mr. G?
While not entirely signing up to that little piece of
Sovietization, for his part, Treasury Secretary
Geithner can see no way out of some form of public
involvement for fear there will be no lenders at all
in the next downturn. Err? Question, Mr. Secretary:
what are the chances of there being another slump
of anything like this magnitude if you were
completely to remove all the market‐distorting,
financial moral hazards which you and the Fed
have been bringing to the party these past one
hundred years? And, what is the point of finding
ways to lend to those who would otherwise fail all
objective standards in qualifying for the loan ‐ isn’t
that what sub‐prime and liar loans, backstopped by
Fannie/Freddie, AIG, and the FDIC, were all about?
But economic ignorance doesn’t stop at the top. A
recent Bloomberg story trumpets the fact that ‐
phew! – producer prices rose in July, so sparing us
the Calvary of ‘deflation’ for now, while – lucky for
us, too ‐ lacklustre end demand means these costs
cannot be passed on in the High Street. So, glory
hallelujah!, the Fed can keep on bulldozing what
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remains of the infrastructure of rational credit
allocation with its ZIRP/Operation Twist wrecking
crew for months, if not years, to come!
As usual, a half‐baked inattention to the sheer
nonsense regularly uttered in the name of
mainstream macro did not permit the writer to
engage the pre‐frontal cortex in advance of the
basal ganglia when attacking the keyboard. So let
us set a little exam for the editorial team, shall we?
Question: if input costs are up and output prices
remain unchanged, what must happen to (a) cash
flow and (b) profits? Discuss separately the
implications of this for (a) capital spending; (b)
payroll levels; and (c) overall economic recovery.
Doh!
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‘stimulus’; that borrowing is too easy, not too hard,
and that the political environment is not in anyway
supportive enough of entrepreneurial efforts to
mobilize more of the country’s human and capital
resources in a profitable manner, once again.

Perhaps more infuriating was a piece bemoaning
the fact that Germany has had the temerity to allow
its 140 million, swinishly self‐centred inhabitants to
jeopardize global well‐being by ignoring the urging
of such luminaries as Joseph Stiglitz and George
Soros and continuing to produce and sell more
valuable goods than their foreign counterparts can
entice them to buy in exchange.

Fig 1: LA&LB net TEU imports – old habits die hard

It might just occur to the NWO Brain Trust that if
an America ‐ which they insist is mired in a
‘liquidity‐preference’ slough of despond, its people
supposedly on the verge of performing a self‐
defeating, deflationary postponement of
expenditure ‐ is rapidly expanding its trade deficit –
i.e., that its demand for goods is outstripping its
own supply of them at an increasing rate – it might
just be that there is too much, not too little

Once again, we only have to look at a pervasive
dysfunction ‐ bordering, in the capital markets, on
the pathological – to see how unlikely the present
policy prescription is to succeed, and how even
more remote is the chance that a more efficacious
alternative will be found while we continue to
indulge ourselves in heeding the arrant, self‐
contradictory, and counter‐intuitive rubbish which
our Philosopher Kings insist on foisting upon us.

Then again, it is far easier ‐ and it plays far better to
the worst elements in the galleries – to try to
browbeat the iniquitous Hun into ruining his own
economy by copying the worst policies pursued in
ours. After all, everything, as the saying goes,
balances at zero.

Perhaps the most remarkable outcome of all this
has been its effect on the bond market. As equities
continue to wash back and forth on ever lower
volumes and against a backdrop of persistent
mutual fund outflows, bonds march determinedly
from strength to strength.
With 30‐year Bund yields probing through the 3%
barrier and their US equivalents only some 80bps
higher, the serial debauchers are openly exulting at
the temporary discomfiture at those who have
argued that fiscal incontinence would lead directly
to a disastrous repudiation of sovereign debt.
We would advise them not to crow too loudly,
however, for what they see as their victory must
contain the seeds of their defeat in the
vulnerabilities this will add to the already fragile
balance sheets which everywhere obtain.

market already greatly thinned because of the Fed’s
own massive MBS buybacks and the bust‐driven,
15‐year low in new supply. Remarkably, the FOMC
seems not to have thought about this before
announcing its intention to plough its own
redemption proceeds back into the Treasury market
and was therefore taken aback by the response.
Why were these Solons not made aware that (a) by
signalling a heightened concern over the strength of
the recovery, they have tended to confirm
suspicions that the next move in policy may
actually be a further easing, not a tentative
‘renormalisation’, in the attempt to ward off an
incipient ‘deflation’; and (b) that its own actions
would magnify the very mortgage convexity‐
hedging feedback which has already driven a
massive short‐covering rally, a curve flattening, a
bullet‐barbell collapse, a volatility spike, and a
swap spread narrowing/inversion?

months alone. Who says the BOJ’s easy money
policy is ineffective – even if largely unintended?

Fig 4: Japanese buying of foreign bonds x JPYTWI
Finally, the ECB continues to play Fairy Godmother
to the PIGS, so relieving pressures there, too.

Fig 5: Source RBS, DealLogic
Fig 2: Risk‐weighted UST net spec long – 1995‐td
In the US, the Fed has in fact greatly added to a
Gaderene rush already undergoing self‐catalysis as
lower yields drive mortgage refinancings – and
hence the need for replacement duration – in a
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Fig 3: UST2‐10‐30 fly v MBA Refi index inverted
Not hurting, either, is the fact that Japanese buying
of foreign bonds – adjusted for the value of the Yen
has hit a record level, 4.1 sigmas above the 10‐year
mean to amount to $157 billion these past three

With demand for productive borrowing limited by
the lowered level of, e.g., business inventories (a
determinant factor in C& I loans, at least), the
somewhat dubious benefits of this systemic
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mispricing are also spreading beyond the
government sector, too.

plumbing four‐and‐a‐half decade lows, thanks to all
the central bank interference with capital pricing?
US SP500 Real Earnings Growth Factor via BAA Yields
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Fig 6: C&I loans v Mfg‐Trade sales – 1948‐to date

Fig 7: BAA bond yields 1924‐td (ln scale)
Already, the rumblings are beginning to be felt –
witness BHP’s bid for Potash, an attempted
smash’n’grab on an admittedly prime resource
reserve for which BHP is willing to more than
double the debt on its balance by borrowing more
than its existing shareholders’ equity to pay 6.6
times book value for its target. Do you think this
would fly if corporate bond yields were not
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Fig 8: SPX Real Earnings Growth Factor ‐ 1936‐to date
The upshot of all this is that the difference
between corporate bond and common equity
earnings yields has inverted for the first time
since 1980 – and, hence, all those Miller‐
Modigliani equivalence types; all those avaricious
executives anxious to hide their ESOP dilution
from their owners; all those itchy‐fingered buy‐
out merchants should be swapping debt for equity
on an increased scale henceforth, even if they may
find plenty of willing sellers when they do

Fig 9: H‐FIN v DCI Industrial Commodities
So, for example, let there be a glimmer of hope that
Chinese policy has reached its tightest without
precipitating a wholesale property collapse and its
banking shares rally. As the H‐FIN goes, so goes
our key JPY‐AUD FX pairing, knocking on to
industrial commodities, European CDS spreads,
and the wider stock market which, in turn, feeds
into the consensus for the economy and hence back
to Chinese demand. The H‐Fin itself – whether a
bellwether or simply a weathervane – has reached a
very interesting juncture, as a result.

Commodity Corner
The task now befalls us to try to unpick all these
cross‐currents in order to identify some possible
consequences for commodities. As we do, let us not
lose sight of the fact that this is still largely a Bipolar‐
Beta market, where Risk On/Off pairings still
dominate in the absence of any wider conviction.

Fig 10: H‐FIN
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Which way will it break? Theoretically, lower ‐ in
the absence of any major relaxation of monetary
policy, that is.
Certainly, a weighted index of energy and
industrial metals seems to have broken lower (in
TWI terms) from the upper Fib of the overall
secular rally and the 50% retracement mark of the
crash, while agriculturals, by contrast, have broken
upwards (even if some serious resistance looms).
The point here is that the ratio between the two
broadly follows the course of US business sales and,
by extension, world trade flows and hence China.

Fig 13: DCI Ind/Agri v US Biz sales – 1998‐td
Since this ratio seems to have peaked – at least
temporarily – in April, a degree of confirmation of
the bearish case can be had from the pairing.

Fig 15: Au/Ag (orange) v SPX (black) 1998‐td
The intriguing thing about this one is that gold
outperforms when the stock market (shown here
inverted) is weakening, so adding urgency to the
question which way the ratio might go next.

One other key indicator which has focused itself
ever more tightly into a potentially explosive
arrowhead, right on a long‐term mean, is gold‐
silver, as seen here:‐

Fig 11: GSCI Metals+NRG x TWI ‐ 1983‐td

Fig 16: Silver x USDTWI ln scale ‐ 2002‐td

Fig 12: GSCI Agri x TWI ‐ 1990‐td
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Fig 14: Gold/Silver 1950‐td

While undoubtedly still positive, silver x TWI
paints much the messier picture and is pulling back
from a recent double top. Gold x TWI, by contrast,
has successfully repeated its pattern of limiting its
periodic retreats to the near vicinity of the previous
highs and so may be have much more daylight
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overhead. If so, just work your way back through
all those yin‐yang couplings which have been
hardwired in and make sure you are long the
correct ones, hoping that the current pattern holds
as any breakout develops.
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Fig 17: Gold x USDTWI ln scale ‐ 2005‐to date
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