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Real life requires active management.     June 30, 2017 
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Who will buy? 
 

 
There'll never be a day so sunny, 

It could not happen twice. 

 Where is the man with all the money? 

   It's cheap at half the price! Who will buy? Who will buy? 

   —Oliver! Who will buy? (1960) 

 

This month, the US Federal reserve hiked its overnight rate by .25% for the fourth time in the present 
tightening cycle they began in December 2015.  Amazingly, the US Federal Funds rate at 1% is now only up to 
the low of the 2001-02 rate cutting cycle. Lest we forget, the Greenspan-led Fed cut its policy rate 13 times 
starting from 6.5% in May 2000 to 1% by June 2003, and left it there for a full year in a failed effort to prevent 
the 2001 recession and 50%+ decline in financial markets between 2000-2003.  What a wild and crazy 17 
years this has been! This June 2003 New York Times article offers a blast from the past:  Federal Reserve 
lowers key rate to 1%, lowest level since 1958.  So, we are back to 1958 lows again. 
 
This cycle, rather than cutting rates as consumption weakened and corporate tax collections fell (-10% over 
the past 12 months, so far), the Fed has been hiking and planning to withdraw QE liquidity from financial 
markets. Fed tightening has been a precursor to every one of the 11-bear market/recessions since 1945. There 
is no reason to expect this cycle to be different.  In fact, bear market and recession odds are higher than 
average today (50% within 12 months and 100% within 24 months) because this June marks the 96th month of 
the third longest (and weakest) economic expansion in history (1991-2001 holds the record at 120 months and 
1961-1969 is second at 106 months). The longer easy credit conditions continue, the more pent-up demand is 
exhausted during the expansion, and the longer and deeper the recession or payback period that follows.  This 
ƛǎƴΩǘ ōŜŎŀǳǎŜ ƻŦ ¢ǊǳƳǇ ƻǊ .ǊŜȄƛǘΣ ǊŜŦǳƎŜŜǎ ƻǊ ǿŜŀǘƘŜǊΦ  LǘΩǎ just the math of how credit cycles work. 
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http://www.musicnotes.com/sheetmusic/mtd.asp?ppn=MN0077310
http://www.nytimes.com/2003/06/26/business/federal-reserve-lowers-key-rate-to-1-lowest-level-since-1958.html
http://www.nytimes.com/2003/06/26/business/federal-reserve-lowers-key-rate-to-1-lowest-level-since-1958.html
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Making the next down cycle more daunting is the fact that tƘŜ ǿƻǊƭŘΩǎ central banks already broke the bank, 
buying more financial assets during the recovery years of this economic cycle than during previous recessions.  

As global production and consumption slowed 
again since 2011, central banks have served as 
the price-indiscriminate buyers-of-last-resort, 
collectively injecting some $7 trillion into 
financial markets through 2016, plus another 
$1 trillion year to date (chart left).  
 
All this excess liquidity has allowed weak 
financial managers and companies to persist 
on cheap credit (debt below in blue), 
compounding excess supply and capacity as 
pretax earnings for non-financial companies 
(in red) have stagnated.  Small cap Russell 

2000 companies (lower right) are even more indebted than the broader S&P 1500 companies (on lower left). 
 

Slow growth and lax 
lending have encouraged 
public corporations to 
squander capital buying 
back their own shares.  In 
the short run, this practice 
manufactures reported 
earnings growth and 
boosts the value of stock-
based compensation paid 
to management and board 
members.  It also helps 
engender extreme income 

disparity between workers and the executives of public companies.  A recent Time article entitled Why 
boosting CEO pay makes companies perform badly explains misaligned management incentives well: 
 
 άΧlegislative and regulatory shifts over the last 30 years plus have allowed for extreme distortions in 
 the way executives are compensated. That has affected both corporate performance and underlying 
 growth on Main Street. First stock buybacks, which are used to artificially boost the share prices of 
 firms, were made legal in 1982. (They used to be considered market manipulation.) Then, under Bill 
 /ƭƛƴǘƻƴΩǎ ŀŘƳƛƴƛǎǘǊŀǘƛƻƴΣ ǇǊŜŦŜǊŜƴǘƛŀƭ ǘǊŜŀǘƳŜƴǘ ŦƻǊ άǇŜǊŦƻǊƳŀƴŎŜέ ǇŀȅƳŜƴǘǎ ƳŀŘŜ ƛƴ ǎǘƻŎƪ options 
 encouraged lots of companies to start paying CEOs in stock rather than cash, which of course 
 incentivizes them to do whŀǘΩǎ ōŜǎǘ ŦƻǊ ǘƘŜ ǎǘƻŎƪ ǇǊƛŎŜ ŀǘ ŀƴȅ ƎƛǾŜƴ ǘƛƳŜ rather than long-term growth. 
 Sometimes these two correlate, but often not. 

http://time.com/4421644/ceo-pay-performance/
http://time.com/4421644/ceo-pay-performance/
http://time.com/4357787/fortune-500-2016/
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 As the MSCI study notes, more than 70% of CEO pay is now given in the form of such incentive pay. As 
 ǘƘŜ ǎǘǳŘȅ ƴƻǘŜǎΣ άLƴ ŎƻƳōƛƴŀǘƛƻƴ ǿƛǘƘ ŀŎŎƻǳƴǘƛƴƎ ǘǊŜŀǘƳŜƴǘ ǘƘŀǘ ŦŀǾƻǊŜŘ ǎǘƻŎƪ ƻǇǘƛƻƴ ƎǊŀƴǘǎΧΦώǎƘŀǊŜ 
 based performance pay] almost certainly helped fuel the internet-based high-tech revolution and 
 subsequent hi- ǘŜŎƘ ōǳōōƭŜ ƻŦ ǘƘŜ ƭŀǘŜ мффлǎΦέ LƴŘŜŜŘΣ ǘƘŀǘΩǎ ƻƴŜ ǊŜŀǎƻƴ ǘƘŀǘ ǘƘŜ ƎǊƻǿǘƘ ƻŦ ǘƘŜ мффлǎ 
 ŘƛŘƴΩǘ ƭŀǎǘΤ ƛǘ ǿŀǎ ŀ ŘŜŎŜǇǘƛǾŜΣ financialized sort of growthΦέ  
 
This chart shows the ratio of shareholder compensationτdefined as dividend payments and share 

buybacksτas a percentage of capital investment 
for all non-financial US public companies since 
1984. As with mergers and acquisitions, a spike in 
the funds used for short-term payments to 
shareholders is typical late in every business cycle 
and preceded each of the last 3 recessions (grey 
bars).  Meanwhile, cash funneled to shareholders 
and executive compensation is not available to 
invest in research and development, operations or 
fund benefit commitments to workers.  
 
As captured in the chart (below), borrowing to fund 

shareholder compensation has boosted business debt 
(even without counting off balance sheet liabilities) to 
a record 72% of US GDP at the end of 2016τthe 
most since at least 1945. The bulk of the funds went 
inǘƻ ŦƛƴŀƴŎƛŀƭ ΨŜƴƎƛƴŜŜǊƛƴƎΩΥ  in 2015-16 alone 
businesses added $717 billion in debt while 
investment in operations, plant, equipment and 
inventories declined $21.2 billion.   
 
Similar debt abuse has been evident in households.  
Since real average hourly earnings for private workers 
have been negative for more than a decade, most  

 
have increasingly relied on credit 
(black line on left chart) and 
government support to bridge the 
cost of living gap (red shaded area).   
 
Social benefits (from governments) 
as a percentage of US household real 
disposable income have doubled 
from 10% in 1990 to a record 22% in 
2016. 
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US household debt (below since 2003) is now above the 2008 peak, hitting a fresh record high of $12.7 
trillion in Q1 2017.  Canadian household debt meanwhile reached a record $2 trillionτwell above the entire 
$1.6 trillion GDP from the Canadian economy in 2016. 
 

 
 
Speculative investor flows into US real estate led a rebound in US home prices since 2011 and as shown 
below, ŀ ǊŜǘǳǊƴ ǘƻ ΨŜǉǳƛǘȅ ŎŀǎƘ ƻǳǘǎΩ for households since 2012.  Homeowners have been refinancing to 
consolidate other debts and afford consumption. This is the same destructive behavior that led to negative 
equity and widespread defaults in the 2005-09 cycle.   
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Home equity cash outs have also been common in Canada the past few years. This chart since 2000, shows 
the extended rise in Canadian household debt (in red), home prices in Vancouver (yellow), Toronto (dotted) 
and nationally (black) versus the median after-tax income (light blue flat line at bottom).   
 

 
 
Proving 2008 lessons were not learned, underwriters have once more been packaging ΨǎŜŎǳǊƛǘƛȊƛƴƎΩ debts and 
selling them as asset backed bonds to yield-desperate investors who have dramatically underpriced the 
default risk within their portfolios.  Recall that defaults and losses in asset backed securities were so 
widespread in the last credit-fueled bust in America, that most major global banks became insolvent, only 
rescued from bankruptcy by taxpayer funded bailouts.   
 
Taxpayers have unknowingly taken on concentrated exposure to collection risk this cycle:  government 
underwriting of consumer credit has surged to nearly 30% from just 5% in 2007 (shown below). 

 
Chastened by 2008, US banks returned to 
more stringent lending standards for a 
time.  Canadian lenders did the opposite.  
The market for non-bank lenders offering 
higher risk loans has surged in both 
countries. 
 
Right on cue, defaults are rising for over-
extended borrowers even before official 
unemployment rates have begun their 
usual late-cycle rise. 
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As shown here (with last 2 recessions marked in green bars), credit delinquencies in the US have been rising 
since 2015 for all consumer credits 
(Canada too).  In fact, default rates 
for US subprime loans are already 
near the highs of the 2008-09 
recession.  Demand for Canadian 
credit counselling and personal 
bankruptcy trustees is booming. 
 
This month, credit rating agency 
Fitch warned that subprime auto 
loan-backed bonds may end up 
being the worst performing assets 
in the history of securitizations to 
date (and ǘƘŀǘΩǎ ǎŀȅƛƴΩ ŀ ƭƻǘΗύ 
 
Auto loans packaged in 2015 are 

already experiencing cumulative net losses approaching 15% --higher than bonds that were issued in the 
subprime mortgage frenzy of 2007. S&P also noted that so called prime (highest credit quality) loan losses 
have reached a pace not seen since 2008.   
 
Lax lending, aggressive sales incentives, debt securitization and longer loan and lease termsτ73 to 84 month 
were a record 34% of new vehicle loans as of Februaryτall helped to boost new auto sales and production to 
cycle highs in 2016, just as the supply of able buyers was exhausting: 
 
 ά! ǎǘǊŜǘŎƘŜŘ ŀǳǘƻ ŎƻƴǎǳƳŜǊΣ ŦŀƭƭƛƴƎ ǳǎŜŘ ώǾŜƘƛŎƭŜϐ ǇǊƛŎŜǎΣ ŀƴŘ ǘŜŎƘƴƻƭƻƎƛŎŀƭ ƻōǎƻƭŜǎŎŜƴŎŜ ƻŦ ŎǳǊǊŜƴǘ 
 cars ώLƴǘŜǊƴŀƭ ŎƻƳōǳǎǘƛƻƴ ŜƴƎƛƴŜǎϐ ŀǊŜ ƛƴƎǊŜŘƛŜƴǘǎ ŦƻǊ ŀƴ ǳƴǇǊŜŎŜŘŜƴǘŜŘ ōǳȅŜǊΩǎ ǎǘǊƛƪŜΦέ 
          τMorgan Stanley, June 2017 
 
The year over year growth in credit has finally rolled over (cycles marked below since 1967) and retail sales 
have entered what is likely to be a 
multi-year period of decline.  This 
has led to a glut of goods globally, 
including a record number of old 
tech vehicles piling up as antiquated 
inventory around the world.  Lower 
resale values for used cars, rising 
defaults and mounting losses for the 
auto finance companies are likely to 
end in yet another plea for taxpayers 
to bail out the poorly managed big 
automakers once more. 
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LǘΩǎ ƴƻǘ Ƨǳǎǘ ƛƴ bƻǊǘƘ !ƳŜǊƛŎŀ ŜƛǘƘŜǊΦ After hitting record 327% global debt to GDP at the start of 2017τsome 
$68 trillion higher than in 2007 (chart left)τ
over the last 6 months the global credit 
impulseτnet change in the willingness and 
ability of lenders to extend, and of 
borrowers to take on more creditτhas 
turned negative globally, as it did in 2008. 
(see chart below). 
 
This aligns with superfluous goods, debt and 
aging demographics across G7 countries.  
The rate of change in net credit to date at -
6% of global GDP, has already matched the 
contraction seen during the 2008 recession. 
  

Global Credit Impulse has turned negative, -6% of global GDP to April (shown here). 
 
All of this (and more) suggests that global 
industrial production and import volumes may 
have peaked for this business cycle.  If the 
traditional 3 to 6-month lag between credit 
change inflection points and economic growth 
persists, the global economy is due for a 
negative shock in the second half of 2017. 
 
Which brings us to this bottom chart showing 
the total value of US household financial assets 
(housing included) as a percentage of 
disposable income since 1970.   Because 

incomes have stagnated, while asset prices have reflated, this ratio topped out at a record 525% of disposable 
personal income in 2015.   No expansion lasts forever and this extreme ratio is likely to be just as fleeting as it 
was in 2000 and 2007. 
 
By the most historically 
reliable valuation metrics, 
stocks are 140 to 165% above 
historic norms.  No market 
cycle in history has failed to 
return these measurements 
to within 25% of their long-
term average (or below). 
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As we have explained before (ad nauseam?), egregiously valued financial assets, are no free lunch.  To the 
contrary, they lock in negative return prospects for years thereafter.  

Beside is the updated 
GMO forecast for negative 
investment returns from 
present valuations over 
the next 7 years.  Only 
emerging market stocks 
offer the prospect of a 
mildly positive return, in 
exchange for high risk and 
wild capital swings in 
between.   
 
Meanwhile, a recent Legg 
Mason survey found that 
the average worker is 
expecting to compound 

their savings at annual returns of 9% and retirees at 8.6% to fund their (hopelessly flawed) retirement plans. 

 
The market value of US stocks relative to Gross National Product (inverted in blue below)τ.ǳŦŦŜǘǘΩǎ ŦŀǾƻǊƛǘŜ 
yardstickτis also suggesting similarly negative return prospects from present levels over the next 10 years. 

As we noted last month, too 
concentrated to easily 
liquidate, Berkshire 
continues to hold some 
$135 billion in US equities, 
but they have added little to 
their portfolio over the past 
5 years, and are today 
holding $100 billionτmore 
than 40% of assets under 
managementτin cash, (we 
hold a similar cash weight 
in VPIC-managed accounts 
today). This should be 

compared with the less than 5% cash held by conventional portfolio managers and mutual funds around the 
world. Aǘ .ŜǊƪǎƘƛǊŜΩǎ annual shareholder meeting in May, Buffett noted some frustration that the fund cash 
piles had grown from $50 billion in 2013 to $100 billion this May, saying: 
 
 ά²Ŝ ǎƘƻǳƭŘƴΩǘ ǳǎŜ ȅƻǳǊ ƳƻƴŜȅ ǘƘŀǘ ǿŀȅ ŦƻǊ ƭƻƴƎ ǇŜǊƛƻŘǎΧ¢ƘŜ ǉǳŜǎǘƛƻƴ ƛǎΣ Ψ!ǊŜ ǿŜ ƎƻƛƴƎ ǘƻ ōŜ ŀōƭŜ ǘƻ 
 ŘŜǇƭƻȅ ƛǘΚΩ L ǿƻǳƭŘ ǎŀȅ ǘƘŀǘ ƘƛǎǘƻǊȅ ƛǎ ƻƴ ƻǳǊ ǎƛŘŜΣ ōǳǘ ƛǘΩŘ ōŜ ƳƻǊŜ Ŧǳƴ ƛŦ ǘƘŜ ǇƘƻƴŜ ǿƻǳƭŘ ǊƛƴƎΦέ 
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Such is the test of a valuation based investment discipline.  Although it is critical to long term survival and 
success over time, during periods of debt-fueled manias passive allocators can look genius while the honest 
and astute managers appear like under-achievers. In a speech this month, famed financial analyst and Madoff 
whistleblower, Harry Markopolos, 
summed the current environment as 
follows: ά¢ƘŜǊŜ ŀǊŜ ŀ ƭƻǘ ƻŦ tƻƴȊƛǎ, and 
they are stealing customers from 
legitimate managersΦέ  To which we would 
wholeheartedly exclaim:  Is there ever, 
Harry!  
 
But this net return race is far from over.  
Even before the next bust phase of the 
boom-bust-boom-bust-boom cycle that has 
characterized the last 20 years, retirement 
savings deficits are ballooning and on track to reach an estimated $300 trillion by 2050 (see above). 
 
General Electric offers a study in the short-term obsessed, extractive thinking behind present deficits. 
There is a direct, deleterious connection between short-term financial gimmicks designed to push up share 
prices and long term financial health and viability.  A story this month on the $31 billion funding hole in 

DŜƴŜǊŀƭ 9ƭŜŎǘǊƛŎΩs pension plan is 
instructive.  Pension shortfalls are 
widespreadΣ ōǳǘ D9Ωǎ ƛǎ ǘƘŜ ƭŀǊƎŜǎǘ ƻŦ 
any company in the S&P 500, even as 
the company has enjoyed enormous 
global reach and revenue for 
decades. As the market recovered 
after the 2000-ло ǘŜŎƘ ǿǊŜŎƪΣ D9Ωǎ 
pension assets grew back and by 
2007, ǘƘŜ Ǉƭŀƴ ǿŀǎ ŎƻƴǎƛŘŜǊŜŘ ΨŦǳƭƭȅ 
ŦǳƴŘŜŘΩ assuming perpetually 
projected returns above 7% going 
forward. But then asset prices tanked 
into 2009 and spent the next 5 years 
growing back losses again.   

 
At the same time, the proliferation of low rates and yields globally attracted activist shareholders to buy 
voting blocks in major corporations and lobby management to cut costs (like payroll and pension 
contributions) while increasing near-term investor payouts through dividends and share buy backs.  GE alone 
spent $45 billion buying back its shares since 2015 (see chart upper left).  Cash funneled to shareholders and 
executive compensation is not available to invest in the business or fund pension commitments to workers.  
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Case in point, Jeff Immelt, chairman and CEO of GE for the last 16 years, announced this month that he will 
retire on August 1st with a pay package of $112 million, including some $81.7M in personal pension benefits.  
 
 άLǘΩǎ ŀ Ŏlear tension.  Buybacks use assets available not to fund the pension promise but to make 
 shareholders happyέ [while making the company weaker in the longer run]. 
       ςOlivia Mitchell, Pension Research Council 
 

U.S. public pensions are still assuming a 7.58% average rate of return according to Public Plans Data (see 
blue line on chart).  
This compares 
with the available 
2.7% yield on 30-year 
Treasuries, 5.48% 
yield on U.S. junk 
bonds and less than 
3% yield on stocks 
today.  The black line 
(beside) shows the 
actual annual returns 
experienced from 
2000 to 2015.  
 
Taxpayers and 

employees have been gradually increasing pension contributions to make up the shortfall, but not by nearly 
ŜƴƻǳƎƘΦ  ! ǊŜŎŜƴǘ ǊŜǇƻǊǘ ŦǊƻƳ aƻƻŘȅΩǎ LƴǾŜǎǘor Services notes that even if pension investments could earn 
25% from 2017 through 2019, it would not be enough to catch up the now $4 trillion gap between what state 
and local governments are projected to pay retirees and the funds needed to pay itτand this is before any 
bear market enters the mix! 
 
Savings shortfalls are especially problematic today since those of us born between 1947 and 2007 have a 
median life expectancy of 85 and 100+ years!  Building up savings and then protecting it from the third and 
hopefully final 50%+ drop in this secular bear period is critical to financial stability over the remainder of our 
lifespan.  As explained by manager Lance Roberts this month: 
 
 άώ¢ƘŜǊŜ ƛǎϐ ŀ ŦŀƭƭŀŎȅ ǘƘŀǘ ƛǎ Ŏƻƴǘƛƴǳŀƭƭȅ ŜǎǇƻǳǎŜŘ ōȅ ǘƘŜ ƳŀƛƴǎǘǊŜŀƳ ƳŜŘƛŀ ǿƛǘƘ ǊŜŦŜǊŜƴŎŜ ǘƻ Ψbuy and 
 ƘƻƭŘΣΩ Ψdollar cost averagingΩ and Ψcompounding.Ω  When you are invested in ANY asset that can lose 
 principal value during your investment time horizon, you can NOT compound returns. Compound 
 returns ONLY occur in investments that do not lose principal such as bonds, money market accounts 
 and CDs.  Furthermore, the major problem is the loss of ΨtimeΩ to achieve your investment goals. When 
 a major correction occurs in the financial markets, which occur quite frequently, getting back to even is 
 NOT the real problem. While capital can be recovered following a destructive event, the time to reach 
 your investment goals is permanently lost.ά 

http://publicplansdata.org/quick-facts/national/
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Late in this heavily manufactured market cycle, and our own lifespan, ǘƘŜ ǇǊƛŎŜ ǿŜ Ǉŀȅ ŦƻǊ ΨƛƴǾŜǎǘƳŜƴǘǎΩ and 
the net yields they provide over the next decade matters now more than ever!   
 
As shown below in each of the stock market cycles since 1996, exuberant prices and low volatility convinced 
many participants that those concerned about value for price were old-fashioned, dull and out-of-step with 
the new paradigmτ until prices collapsed.  ¦ǎŜŦǳƭ ƳŀƴŀƎŜǊǎ ŘƛŘƴΩǘ ōǳȅ ǘƘƻǎŜ ŀǊƎǳƳŜƴǘǎ ǘƘŜƴΣ ŀƴŘ ǿŜ ŀǊŜƴΩǘ 
buying them today. 
 

 
 

Whether it be acres of old-tech auto 
inventories, superfluous retail space, 
unaffordable housing or financial 
assets priced for losses, the question 
for thinking people today is who will 
buy assets when present owners are 
desperate for liquidity and cash?  Not 
the highly indebted and under-saved 
masses.  Not the pensions, typical 
managers, mutual funds, ETFs and do-
it-yourselfers who are holding less than 
5% cash today. Only those who are defensive now, will be able to maintain liquidity to act as the strong hands 
buying from weak in the coming clearance sales. ²ŜΩǾŜ ŘŜǎƛƎƴŜŘ ƻǳǊ ǇƻǊǘŦƻƭƛƻǎ ǘƻ ōŜ ǎƻƳŜ ƻŦ ǘƘƻǎŜ ŦŜǿ.   
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Canadian annual GDP growth rate since 1960: topping out this recovery in 2011, Canadian growth has 
averaged less than 2% since.  This month, the Bank of Canada sparked a C$ rally by noting monetary rates are 
άŜȄǘǊŀƻǊŘƛƴŀǊƛƭȅ ƭƻǿΧLǘ ŘƻŜǎ ƭƻƻƪ ŀǎ ǘƘƻǳƎƘ ǘƘƻǎe [2015 rate] Ŏǳǘǎ ƘŀǾŜ ŘƻƴŜ ǘƘŜƛǊ ƧƻōΦέ .ǳǘΣ ƛŦ ƎǊƻǿǘƘ ŘƛŘƴΩǘ 
justify rate hikes in 2011-мрΣ ƛǘΩs harder to follow through with them now with GDP momentum much weaker. 

 
 
Canadian 10-year government bond yields here since 2000 have been rolling over since 2010 and again year 
to date. Rock and hard place: if the BOC does hike short term rates to try and get off the zero bound and 
dampen rampant real estate speculation, it will also intensify economic weakness.  The bond market is 
predicting slow growth and continued price deflation either way. 
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The USD/CAD Index here since 2007. After a break-out at the end of April, June saw the U$/CAD ratio weaken 
ǘƻ ǘŜǎǘ ǎǳǇǇƻǊǘ ǘƘŀǘΩǎ ƘŜƭŘ ǎƛƴŎŜ нлмр ƛƴ ǘƘŜ /ϷмΦол ŀǊŜŀΦ  ¢ƘŜ .h/ ǿƻǳƭŘ ƭƛƪŜ ǘƻ ǊŀƛǎŜ ǊŀǘŜǎ ƴŜȄǘ ƻƴ Wǳƭȅ мнΦ hƴ 
the other side, a trifecta of headwinds for Canada from household debt/property bubbles to weak oil and 
lower export prospects suggest that a hike if done, will be hard to hold for long. 

 
 
Oil (WTIC) here since 2010, dropped a further 7% in June and may well re-test support below $40.  OPEC 
production cuts are not enough to buoy prices in the face of weakening demand, high inventories and cash-
hungry producers worldwide.  Challenges are compounding for Canada and other net-exporters. 
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/ŀƴŀŘŀΩǎ ¢{· here since October 2016, is 67% weighted in just 2 sectors:  financials and energy. Both are 
vulnerable late in this cycle. This month, the Canadian index lost ground (blue), now negative year to date, 
while internallyτthe number of stocks trading above their 50-day moving average(red)τeroded further. 

 
The index spent 7 years making back its 2008 losses, only to stagnate again since 2014. The decline this month 
of just over 1% was enough to wipe out all gains since June 2008.  A run-of-the-mill bear market decline of 
25% would take the Canadian market back to where it was at its secular top in 2000τ17 years ago!   
 
The S&P 500 Index (blue line) since October 2016.  US stocks were slightly higher on the month, but with less 
conviction under the hood: the number of stocks trading above their 50-day moving average (in red) has been 
weakening since JanuŀǊȅ ŀǎ ǘƘŜ Ψ¢ǊǳƳǇ-ōǳƳǇΩ ǘǳǊƴǎ ƛƴǘƻ ǘƘŜ Ψ¢ǊǳƳǇ ǎƭǳƳǇ ŀƴŘ ŘǳƳǇΩ.  
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It took 16 ½ years for the tech-heavy NASDAQ index to make back its 2000-03 losses, finally achieving some 
net gains in 2017 on its wildly over-valued ΨC!!bDΩ ǎǘƻŎƪǎ (Facebook, Amazon, Apple, Netflix and Google 
below). Since January, fewer and fewer index members participated in the rally.  A jump in selling pressure for 
the fab 5 in June took the NASDAQ (in purple below) lower into month end.  Further downside looms large. 

 
A decline of less than 17% from present levels would delete the entire gain since March 2000.  A 50-70% 
decline, like 2000 and 2008 (reasonable from present valuations), would return the index to levels first seen in 
1997. This highlights capital risk from here, as well as valuable re-entry prospects ahead. 
 
Here since 2007: US 10-year government bond yields rose slightly in June, but the secular downtrend and 
roll-over since January remain intact. Until wages increase and consumer debt is significantly reduced, the 
secular forces of deflation and slow growth are likely to dominate.  As noted last month, a flattening yield 
curveτlong rates falling as short rates riseτhas signalled the start of every recession for decades.   
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Here since 2007, US Hi yield bonds (HYG) have lost relative value against investment grade (LQD) since 
2011. The Trump bump ran out of steam in March, with no break in the deflationary trend, so far. The average 
yield for a junk bond is currently 5.48% (because prices are too high), well below the ten-year average of 8.3%.  
Corporate bonds have a lot further to fall (see 2008-09), before yields move up to historic norms once more.  
When they do, the sector will offer lower capital risk and valuable fixed income yields to add to our accounts.  

 
 
Enjoy those precious summer days and nights!  Quotes of the month:  
 
 ά²ƘŜƴ ǎƘŀǊŜ ǇǊƛŎŜǎ ŀǊŜ ƭƻǿΣ ŀǎ ǘƘŜȅ ǿŜǊŜ ƛƴ ǘƘŜ Ŧŀƭƭ ƻŦ нллу ƛƴǘƻ ŜŀǊƭȅ нллфΣ ŀŎǘǳŀƭ Ǌƛǎƪ ƛǎ ǳǎǳŀƭƭȅ ǉǳƛǘŜ 
 muted while perception of risk is very high.  By contrast, when securities prices are high, as they are 
 today, the perception of risk is muted, but the risks to investors are quite elevated.  There are 3 forces 
 that investors are regularly combatting: 
 

1. ƎǊŜŜŘ ŀƴŘ ŦŜŀǊΣ ǿƘƛŎƘ ǇǊŜǎǎǳǊŜ ƛƴǾŜǎǘƻǊǎ ǘƻ Řƻ ǘƘŜ ǿǊƻƴƎ ǘƘƛƴƎ ŀǘ ŜǾŜǊȅ ǘǳǊƴΦ 

2. ŀƎƎǊŜǎǎƛǾŜ ōǊƻƪŜǊǎΣ ƛƴǾŜǎǘƳŜƴǘ ōŀƴƪŜǊǎ ŀƴŘ ǘǊŀŘŜǊǎ ǿƘƻ ǊƻǳǘƛƴŜƭȅ ǇǊƻƳƛǎŜ ƳƻǊŜ 

ǘƘŀƴ ǘƘŜȅ Ŏŀƴ ŘŜƭƛǾŜǊΦ 

3. ƛƴǾŜǎǘƻǊǎ ŦƻŎǳǎƛƴƎ ƻƴ ǘƘŜ ǎƘƻǊǘ-ǘŜǊƳ ŀƴŘ ǘǊŜƴŘ-ŦƻƭƭƻǿƛƴƎ ώƭƛƪŜ ǇŀǎǎƛǾŜ 9¢Cǎ ŀƴŘ 

ƛƴŘŜȄ ōŜƴŎƘƳŀǊƪǎϐ ŀƴŘ ǊŜǎǘǊƛŎǘƛƻƴǎ ǘƘŀǘ ŀǊŜ ǎǳǇǇƻǎŜŘ ǘƻ ƭƛƳƛǘ Ǌƛǎƪ ōǳǘ ŀŎǘǳŀƭƭȅ 

ǇǊŜǾŜƴǘ ƻǳǘǇŜǊŦƻǊƳŀƴŎŜΦέ 

 As for missing the Trump rally by continuing to hedge and focus on the long term? ΧWe truly don't 
 care. We're not going to fall into the trap of trying to outsmart others with clever  short-term trading." 
      --Value manager, Seth Klarman, Baupost, May 27, 2017 

http://www.businessinsider.com/baupost-groups-seth-klarman-on-market-risk-post-trump-trade-2017-5#0gI6sw7WTR81iFCE.99
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 ά! ƳŀǊƪŜǘ ǘƘŀǘ ƛǎ Ƨǳǎǘ ǎȅǎǘŜƳŀǘƛŎ όƴƻƴ-diversifiable) risk is impossible to trade. You can be risk-on (long 
 stocks), or risk-off (short stocks), but there are virtually no benefits to diversification.  Look at S&P 500 
 index funds. In the old days, you would say you were diversified if you owned oneτyou owned 500 
 stocks!   Does anybody really think that they are diversified by owning an index fund today?  No. 
 You own the same 500 stocks that everyone else owns. Again, there is nothing left but systematic risk. 

 And this is borne out by experienceτprofessional stock-pickers are getting schooled. You are either 
 ƭƻƴƎ C!bD ώCŀŎŜōƻƻƪΣ !ƳŀȊƻƴΣ bŜǘŦƭƛȄ ŀƴŘ DƻƻƎƭŜϐΣ ƻǊ ȅƻǳ ŀǊŜƴΩǘΦ ¢Ƙƛǎ Ƙŀǎ ŎƻƳǇŜƭƭŜŘ ŀ ƭƻǘ ƻŦ ǇŜƻǇƭŜ 
 to say that active managers are stupid. 

 .ǳǘ Řƻ ȅƻǳ ǘƘƛƴƪ ƛǘΩǎ ƳƻǊŜ ƭƛƪŜƭȅ ǘƘŀǘΥ  ŀύ ŀ ōǳƴŎƘ ƻŦ ǎƳŀǊǘ ǇŜƻǇƭŜ ōŜŎŀƳŜ ǎtupid, or b) that the 
 environment suddenly changed?  LŦ ȅƻǳΩǊŜ ƻƴŜ ƻŦ ǘƘƻǎŜ ǎƳŀǊǘ ǇŜƻǇƭŜΣ Řƻ ȅƻǳ ŎƻƳǇƭŜǘŜƭȅ ŀōŀƴŘƻƴ ȅƻǳǊ 
 process and just buy FANGS? Or do you stick with what has worked your entire career in the likelihood 
 that it will one day work agaiƴΚ ¢Ƙƛǎ ǘƛƳŜ ƛǎ όǇǊƻōŀōƭȅύ ƴƻǘ ŘƛŦŦŜǊŜƴǘΦέ ςJared Dillion, June 22, 2017 

 άMarket adjustments to date have occurred without significant stress. However, the risk of a sharp 
 and disorderly reversal remains given the compressed credit and liquidity risk premia.  As a 
 result, market participants need to be mindful of the risks of diminished market liquidity, asset price 
 ŘƛǎŎƻƴǘƛƴǳƛǘƛŜǎ ŀƴŘ ŎƻƴǘŀƎƛƻƴ ŀŎǊƻǎǎ ŀǎǎŜǘ ƳŀǊƪŜǘǎΦέτMark Carney, Bank of England, June 2017 
 

 
 

 
5ƻƴΩǘ ŦƻǊƎŜǘ ǘƻ Ǿƛǎƛǘ ƻǳǊ ōƭƻƎ www.jugglingdynamite.comfor daily charts and commentary. 

http://www.mauldineconomics.com/the-10th-man/the-everything-bubble
http://www.jugglingdynamite.com/

