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Real life requires active management.                                                  June 30, 2016 
 

     

 

watchTM    

Necessary disruption 

 

“If you want growth and stability, disrupt more, not less…Reducing 
disruption to protect the privileged status quo is akin to poisoning the 
patient to "protect them from harm." The only way to successfully 
navigate a rapidly transforming economy is to embrace disruption by 
making it easier and cheaper to disrupt the protected status quo.”   

—Charles Hugh-Smith,  June 21, 2016 
 
This month, the UK shocked many with a vote to exit the European Union (EU).  A separate sovereign state for 
over 300 years, the UK (England, Northern Ireland, Wales and Scotland) was a leading proponent of EU 
integration over the last 60 years, while maintaining its own currency, parliament, constitution and monarchy.   
A partner in the Western European Union in 1954 after WW2, the European Free Trade Association (EETA) in 
1960 and the European Economic Community (EEC) in 1973 which became the European Union (EU) in 1992, 
the UK endorsed the Treaty of Lisbon (EU constitution) in 2007.  Its exit now marks a significant turning point. 
 
The EU was conceived as a means to open boundaries and support trade between members.  But the UK itself 
stopped short of adopting two key aspects: the ‘Schengen’ area that allows visitors to travel freely between 
most member states without passports and the common currency (Euro) which was introduced January 1, 
1999.  
 
Being the world’s 5th largest economy (2016 GDP est. at $2.7 trillion), a dominant western leader, 65 million 
residents including some of the wealthiest households in the world, there was, and remains, zero chance that 
the rest of Europe and the world will not be highly interested in doing business with the UK.   

 
Venable Park Investment 

Counsel Inc. 
 

33 Clapperton St. 
Barrie ON L4M 3E6 

 
Tel: (705) 792-3991 

Toll Free: 866-792- 3991 
Fax: (705) 792-3992 

 
Cory Venable 

 
CIM, FCSI, CMT 
Market Analyst 

 
Danielle Park 

 
LL.B., CFP, CFA 

 Portfolio Manager 
 

  
 
 

http://charleshughsmith.blogspot.ca/2016/06/if-you-want-more-jobs-and-more-job.html
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Since the referendum, accusations of xenophobia have been rampant.  While racist zealots abide in extreme 
pockets of all nations, this is far too simplistic an assessment of the majority vote last week.  The reality is that 
a record number of the population voted to ‘Brexit’ amid intensifying financial stress on working people. This 
has compounded since the 2008 crisis, increasing strain on domestic social programs as they struggle with 
austerity cut backs, while inundated with the added crush of global migrants needing resources (an estimated 

60 million refugees are displaced in the world 
today).  The most significant impact of the UK 
referendum is not its actual outcome, but rather the 
reminder it serves to other EU members and the 
world that geopolitical unions are never static, but 
always evolving.  Even before the Brexit result, Ipsos 
Mori (chart left) found that the majority of people 
polled in France and Italy wanted to leave the EU.  
Since the UK result, new polls report that a majority 
in 8 countries want to hold exit referendums – 
France, Holland, Italy, Austria, Finland, Hungary, 
Portugal, and Slovakia. 

Most nations can and do share trade and common 
ideals of peace and democracy, in or out of the EU, 

with or without a common currency, and without relinquishing policy decisions to external ‘super-national’ 
bodies.  Presently, just 19 of the 28 member states of the European Union share the Euro as their common 
currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Lithuania, 
Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia, and Spain. 

Writing in Project Syndicate in August of 1997, famed monetary economist, Milton Friedman warned that the 
European Union was not a good candidate for a shared currency:  The Euro: monetary unity to political 
disunity?  Having separate currencies has always afforded a critical adjustment mechanism to balance the 
relative efficiencies, lifestyle and financial habits of disparate countries. When a nation becomes over-
indebted and/or uncompetitive, the value of its currency acts as a pressure release valve:  falling to make its 
goods cheaper on global markets and increasing inflation at home to lower the real cost of its debt. 

Friedman noted that adopting the euro effectively locked members into a common economic straitjacket. 
Without flexible exchange rates, members have to cope with economic downturns using more painful 
measures like wage cuts and layoffs.  This has been particularly evident in Greece, Italy, Spain and Portugal 
since 2008, where unemployment levels reached 20%.  Ideals of open borders notwithstanding (unlike 
America where most speak English) language and cultural differences in the Eurozone make it more difficult 
for labour to migrate from lower to higher job areas. 

Given the growing epidemic of debt and economic malaise, it is likely that political disruption will prove 
contagious.  Some who adopted the Euro as their currency would be better off to exit.  Ironically, some who 
could benefit most are passionately wed to the perception that their economic status was elevated in 

https://www.project-syndicate.org/commentary/the-euro--monetary-unity-to-political-disunity
https://www.project-syndicate.org/commentary/the-euro--monetary-unity-to-political-disunity
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adopting it.  For this reason, they are loath to retreat even when doing so is needed to heal their economy and 
rebuild competitveness.  The truth is that standards of living did increase in many countries over the past 20 
years, but since gains were primarily paid for by increasing debt, rather than income, the increased cash flow 
was always a loan from future strength.  That future is now, and payback is due. 

The Euro experiment of the past 15 years was tried, perhaps in earnest and naiveté, but clearly has not served 
the financial best interests of weaker constituents.  The problem is that the top down international 
conglomerates and countries who were lending to borrowers and profiting most from EU consolidation, also 
have become the most entitled, entrenched and opposed to the disruption and write-offs needed to 
rebalance the global economy in the aftermath of the 2008 debt crisis. 

!"#$%&'()*" '+),*- ./#)#,/#0-0%#"-1&%#0-

What happened between fiscally weak and strong countries in Europe since 1999 is similar to what happened 
since China joined the World Trade Organization in December 2001. China offered cheap capacity on an 
unprecedented scale for western companies. While China craved external demand to increase its employment 
and household wealth, the west saw China as the promise of insatiable demand for commodities and 
equipment, and eventually other western products and services.  

Edging out of poverty with long hours and menial wages, Chinese workers were not big spenders, preoccupied 
instead with building a savings cushion.  As savings built within its banking system and government owned 
enterprises, China recycled cash back to America by buying US Treasury bonds as a safe haven place to park.  
The demand for US bonds helped to lower interest rates and enable US borrowing and spending further.  In 
simple terms, by buying US debt, China provided a form of vendor take-back financing that enabled western 
spending well beyond our income.  For a while (2001-2007) this seemed win-win, enabling both sides to get 
what they wanted. 

Over the past decade in Europe, Germany enabled similar financing to other EU members.  Germany had state 
of the art manufacturing with highly efficient factories and workers. Germans too, were better savers than 
spenders.  Other European countries had opposite attributes, and so prior to joining the Euro, the Italian lira, 
Greek drachma, Spanish peseta and Portuguese escudo, were all relatively much weaker currencies than the 
deutsche mark.  Once transitioned to the Euro however, purchasing—and more importantly borrowing—
power for weaker currency nations increased significantly.  Papered with Euros, they were able to consume 
products and services that had previously been much less affordable:  like travel and German cars.  The 
increasing exports helped to increase German savings even more, enabling them to recycle more cash, like 
China, back to weaker trade partners, helping to push down interest rates and enable further borrowing in 
those countries. 

As this was happening, banks, currency and financial markets were consolidating into international 
conglomerates that convinced governments to relentlessly relax regulation and capital restrictions. Aided by 
the internet and rapidly advancing technology, leverage—debt and currency derivatives—exploded on a 
previously unimaginable scale.  
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When the debt bubble finally burst in 2007, it spread through the international banking system from America 
to the UK to Europe and around the world.   To try and revive an insolvent global system, central banks and 
politicians stepped in with public funds to re-liquefy banks and swap debt for cash off failing institutions.  
Germany, having the strongest balance sheet of the EU members, found itself having to underwrite the lion’s 
share of the bail out funds to other EU members.  China, having amassed the largest global reserves of cash 
and debt owed them by their customers, also embarked on the largest stimulus programs.   

Just as North American automakers offered lax lending and ‘free’ financing so that customers could acquire 
vehicles they couldn’t actually afford to pay for, those ‘record’ sales are now circling back as bad debts on 
their balance sheet.  Now it’s not just the greatly indebted who must admit they are poorer than they thought 
and cannot continue past spending habits, it is also the vendor-lenders who must write down their paper 
wealth. 

A glimpse at the primary funders behind the ‘Remain’ camp in the UK referendum reminds us which 
companies profited most from the debt-boom of the past 15 years and now have the most to lose in a less 
centralized EU financial model.  See:  Official pro-European campaign is part funded by Goldman Sachs, 
Citigroup and Morgan Stanley.  Thirty years of deregulation, consolidation, escalating corporate profits and 
political capture by the finance sector has culminated in a world economy primarily in service to large 

corporations and finance–rather than 
the other way ‘round.  

Reflective of its central role in 
European vendor-financing, derivative 
markets and the ECB’s debt buying 
programs since 2008, Germany’s 
Deutsche Bank has been named by the 
IMF as the world’s most systemically 
dangerous financial entity in the world 
today, serving as a key counter-party 
hub to all other major global 
institutions (IMF chart on left). This is 
especially significant since Deutsche 
Bank was flagged this week as failing 
the US Fed’s stress tests of banks 
vulnerable to insolvency in a global 
recession.  Shares of Deutsche Bank 
dropped 23% this month, and at 
$13.60 are far below the $18.45 lows 

reached in the 2009 recession.  This has prompted legitimate concern that Deutsche bank could pose a 2008-
style-Lehman-Brothers-like shock to financial markets in 2016. 
 

http://www.telegraph.co.uk/news/2016/05/11/official-pro-european-union-campaign-is-part-funded-by-goldman-s/
http://www.telegraph.co.uk/news/2016/05/11/official-pro-european-union-campaign-is-part-funded-by-goldman-s/
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Today, every threat to the dominance of the status quo is vehemently opposed by those that have benefited 
most by consolidation and financialization. Just as in the 1930’s, strangle holds must be disrupted in order to 
revive fiscal health and broaden economic sustainability from here.  See: ‘Big Bang’ to Brexit: The City of 
London fears end to golden age. 
 

“Stripped of distractions, it comes down to an elemental choice: whether to restore the full self-
government of this nation, or to continue living under a higher supranational regime, ruled by a 
European Council that we do not elect in any meaningful sense, and that the British people can never 
remove, even when it persists in error.”  –Ambrose Evans-Pritchard, UK Telegraph, June 13, 2016 

We should expect bankruptcies, reorganization and political upheaval.  The world has earned this next 
catharsis phase.  The process will be rough but reinvigorate through creative destruction while attracting 
resources away from empty financial antics and stockpiling toward more productive pursuits –the kind that 
help to rebuild savings and income in the real economy.  This era of hyper-globalization has come to a cyclical 
close.  Wise people will understand why and adapt.  

‘…I expect it’s not the end of globalization per se.  Rather, it’s a downward cycle on a curve that 
ultimately swings up…the question being how far down it goes (and can it functionally break the curve).  
I hope not.  But we’re going to find out soon.”—Ian Bremmer, Eurasia Group, June 21, 2016 

234-566-7)8"7-)&"-08%+)8-)#$-9):"-+""#-/#-&"(&")(-7/#,"-;6<<, long before ‘Brexit’=--As global trade recedes, 
sales and GDP retrace with it.  After a sharp, short rebound out of the 2008 recession, global trade growth 

peaked at 12% in 2010 before slipping to 7% in 
2011, 3% 2012-2014, and below 2% since.  The 
average annual growth rate for trade was 7.1% 
a year between 1987-2007.  So, today it is 
tracking at less than 30% of the average over 
the past 20 years (and that is long before the 
next recession has officially begun).  This is 
illuminating because trade growth typically 
outpaces GDP growth by a large margin.  S&P 
500 companies, the largest and most 
diversified in the world, drew nearly half of 
their sales from countries outside of America 

in 2015 (see pie chart), but the whole pie is shrinking.  Bankers, corporations and policymakers may well look 
to scapegoat ‘Brexit’, but the truth is that this global malaise was created by the reckless policies implemented 
over the past 15 years.  Brexit is a symptom, but certainly not a cause. 

Following the policy-induced bounce in 2009, global industrial production has been contracting with demand 
and sales again since 2011.  As shown in the next chart, US industrial production (red line) has been rolling 
over under stock prices (in green) since 2014.  As we have discussed often in past letters, corporations spent 
trillions buying back their own shares over the past 4 years as a way to keep reported earnings increasing amid 

http://www.bloomberg.com/news/articles/2016-06-19/-big-bang-to-brexit-the-city-of-london-fears-end-to-golden-age
http://www.bloomberg.com/news/articles/2016-06-19/-big-bang-to-brexit-the-city-of-london-fears-end-to-golden-age
http://www.telegraph.co.uk/business/2016/06/12/brexit-vote-is-about-the-supremacy-of-parliament-and-nothing-els/
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falling sales (this was deemed illegal market manipulation up until 1982, when rules were queered to allow 
buybacks).   But as shown on right chart (next page), 2016 EPS (earnings per share) expectations for S&P 500 
companies have now been plunging since 2014.  Buybacks are no longer sufficient to gloss weakness. 

US industrial production falling since 2014.-- - Earnings per share expectations for S&P -
(red line below) plunging under share prices.

-  -
-
It is typical for profit margins to peak about 2 years before the onset of economic recessions.  Profits peaked 
this cycle in the third quarter of 2014, and have been contracting since.-

-
-
This is all happening at a time when the median price of S&P 500 stocks relative to their revenue/sales has 
never been more extremely valued in history (ratio here since 1995).  Source:  John Hussman 
-

-
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 “Large equity drawdowns often mark the end of an equity cycle and tend to coincide with a 
recession or financial market/geopolitical shock or a combination, which tend to result in a 
sharp equity correction driven by a decline in both earnings and valuations (the ‘Despair’- 
phase)… International diversification is increasingly difficult with higher correlations among 
regional equity markets, in particular during drawdowns. Diversification across assets can also 
be difficult with few consistent ‘hedges’ for equities.”! –Goldman Sachs, June 7 2016 

>9/7-()+8"-79%17-(9"-?"$/)#-234-@&/,"-(%-")&#/#07-A4BC-&)(/%-A<;'?%#(9-.%&1)&$D-)#$-?%&"-E7".E8-<6-'F")&-
):"&)0"-29/88"&-4BCD-(9)(-9)7-@&","$"$-":"&F-+")&-?)&*"(-7/#,"-<G56D-)7-1"88-)7-(9"-$E&)(/%#-)#$-"H("#(-%.-
(9"-?)&*" (-$&)1$%1#7-(9)(-.%88%1"$-+%(9-/#-#%?/#)8-)#$-/#.8)(/%#-)$IE7("$-("&?7=  Noted at the bottom, 
since 1950, the Shiller PE has averaged 19. Today at 26.1, valuations were only more extreme briefly in 2000. 

 

BJE/(F-?)&*"(-$%1#-,F,8"7D-9"&"-79%1#-7/#,"-<G56K-losses of more than 20% are typical and global.-
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-
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8%1"&-7/#,"=-N/(9-?E,9-.E&(9"&-?")#-&":"&7/%#-(%-0%D-(9"-$%1#7/$"-.%&-7(%,*7-A234-/#-+8E"-7/#,"-<GG5C-)7-
?)&0/#-$"+(-,%?"7-+),*-$%1#D-/7-9/09"&-#%1-(9)#-/#-;666-%&-;66OD-19"#-?)&*"(7-8%7(-56PQ-(9"&").("&=-

-
-
The US dollar (green) strengthened afresh in June against the basket of global currencies including the Yuan, 
Yen, Pound, Euro and C$.  Safe haven flows accelerated as other global risk markets cavitated. 
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-
R/8-AN>ST-/#-+8E"C-1")*"#"$-%#-(9"-?%#(9-)7-(9"-TU-A&"$C-(&")$"$-1)("&=-With global oil supplies still 
increasing and growth weakening, the bounce in prices since February continues to encourage more 
unneeded production and supply onto the market.  Downside risks to price remain significant. 
-

 

5'year/30'year US Treasury yields signalling cyclical slowdown:  Shown below since 1997, the US Treasury 
yield spread has been flattening since 2014 as deflationary pressures spread.  June saw a dramatic 15.11% 
compression in yield spreads. This suggests increasing recession odds as it did in both 2000 and 2007.  

-
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-
And it’s not just US government bond yields that are signalling deflation.  Bond yields in the world’s most 
developed economies (Japan, Germany and the UK) have all been falling along with central bank credibility 
since QE madness began in 2010.  There are now nearly $12 trillion of negative yielding gov’t bonds globally. 
 

-
-
Canadian TSX: long' time languish continues 2 years and counting.  No new highs mean lower lows likely. 
 

-
-
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-
The S&P 500 has been stuck within a topping pattern since November 2014 (between arrows below). While 
‘Brexit’ may be blamed by some, it is the historically extreme valuations which are driving this down cycle. 

 

 

For this historic episode at least, the world has come to the end of the line of credit.  Political ruptures are a 
normal part of the mean reversion process towards less concentration of power and wealth.  Whether it be 
sovereignty referendums in Scotland and Britain or the popularity of anti-establishment political candidates in 
America, individual European countries and much of the free world, voters need change and disruption.  The 
urge toward a more diverse and balanced economy will be messy and volatile, but it is a necessary part of the 
evolution to a more financially sustainable future.  

Secular bear cycles historically bottom every 17 to 20 years; this one that began in 2000 is now in year 17.  
Despite a rebound of some losses since February, the downtrend in over-valued risk markets continues.  
Meanwhile, North American government bonds and cash continue to offer relative capital stability, liquidity 
and steady income.  We manage our risk accordingly.  
 
Happy July! Ok, slow down time, we want the summer to last!  �Y�µ�}�š���•���}�(���š�Z�����u�}�v�š�Z�W   -
 

 “In both Greece and Japan, excessive debts will be reduced by means previously regarded as 
unthinkable. It would have been far better if debts had never been allowed to grow to excess, if Greece 
had not joined the Eurozone on fraudulent terms, and if Japan had deployed sufficiently aggressive 
policy to stimulate growth and inflation 20 years ago. Throughout the world, radically different policies 
are needed to enable economies to grow without the excessive private debt creation that occurred 
before 2008. But having allowed excessive debt to mount, sensible policy design must start from the 
recognition that many debts, both public and private, simply cannot be repaid.” 

—Adair Turner, Project Syndicate, June 10, 2016 

https://www.project-syndicate.org/commentary/greece-japan-debt-relief-by-adair-turner-2016-06
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“Brexit is the tip of the iceberg…This is the worst period I recall since I've been in public service.  There's 
nothing like it, including the crisis — remember October 19th, 1987, when the Dow went down by a 
record amount 23 percent? That I thought was the bottom of all potential problems. This has a 
corrosive effect that will not go away."—Former Fed Chair, Alan Greenspan, June 24, 2016 

“…the lesson here is that, unfortunately, people believed in the efficacy of a completely irrational policy 
because it was put in place by a qualified and experienced policymaker- this instead of questioning the 
common sense merit of its possible outcome. 

The fact that there are qualified, experienced people at the helm directing policy does not mean that 
they are exempt from occasionally being utterly misguided in their perceptions of positives versus 
negatives when it comes to economic theory and policy. This is especially true as the policy remains 
unconventional, experimental and theoretical. 

There are laws that prevent the medical industry from adopting experimental procedures before they 
become, well, less experimental. To not have those laws in place would be dangerous. Experimental 
procedures can produce unintended consequences and their efficacy must be rigorously tested before 
wide release and adoption. So as a society, we do not let doctors perform experimental procedures on 
everyone who walks through the hospital doors. 

Yet for some reason, there are a lot of PhD holders from a different industry who are doing just that to 
entire nations and economic zones. This isn’t a theoretical petri dish. It’s the global economy.” 

---Gregory Marks, Citigroup, June 16, 2016 

"I don't understand why people attack this car. It is made in America, by Americans. It is built local. You 
know we are becoming like the British — we like noble failures more than we reward success… I think 
Elon Musk is Thomas Edison or Henry Ford.”   --Jay Leno, Tesla owner, June 13, 2016 

 

 
Don’t forget to visit our blog www.jugglingdynamite.com for daily charts and commentary. 
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