
      
     Real life needs active management 

 

 

EE..QQ  TTrreennddwwaattcchhTTTMMM 
 

This publication is intended to convey information only. It is not to be construed as a solicitation or offer to buy or sell and of the securities mentioned in it. The author has 
taken all usual and reasonable precautions to determine that the information contained in this publication d to summarize and analyze such information are based on 
approved practices in the industry. However, the market forces underlying investment value are subject to sudden and dramatic changes and data availability varies from one 
moment to the next. Consequently, the author cannot make any warranty as to the accuracy or completeness of information, analysis or views contained in this publication or 
their usefulness or suitability in any particular circumstance. You should not undertake any investment or portfolio assessment or other transaction on the basis of this 
publication, but should first consult your advisor.  The author accepts no liability of whatsoever kind for any damages or losses incurred by you as a result of reliance upon or 
use of this publication in contravention of this notice. All performance data represent past performance and are no indication of future performance. 

September 30, 2014, Issue 9 

Ponzi’s promise 

 
“A working man with $100 to invest, reading the day’s Post over a bowl of 
Grape-Nuts, faced two choices of seemingly equal reliability but vastly 
different outcomes.  Even in the margins of his newspaper, he could calculate 
that depositing his $100 in the Cosmopolitan Trust Company would yield him 
an annual profit of $5 and change. …Or he could entrust his $100 to this 
Charles Ponzi fellow and watch it multiply over and again during the same 
year…Only a fool would choose the bank’s interest over Ponzi’s.”  
-Ponzi’s Scheme:  the true story of a financial legend, Mitchell Zuckoff (2006) 

 
The term ‘Ponzi scheme’ comes from infamous promoter Carlo “Charles” Ponzi, who 
in 1919 began seducing would be investors with a promise of incredible returns. 
Initial contributors were paid apparent gains from the capital of later contributors, 
and so long as there was a steady stream of new participants willing to buy in, the 
arrangement thrived.  People began mortgaging their homes and taking out loans to 
‘invest’.  As word spread, more and more victims clamored to join. 
 
A few observers pointed out that the math was impossible.  Frenzied masses 
dismissed doubters.   Finally a newspaper article revealed Ponzi had a lengthy record 
of financial fraud and the rush to withdraw crashed the fund on August 11, 1920.  
Depositors lost a collective $20 million ($235 million in 2014 terms).  Those who had 
withdrawn funds before the collapse were pursued to give back. 
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Ponzi was not the first to devise ‘rob Peter to pay Paul’ scams but rather just one in a long tradition of 
fraudsters since money began.  In recent history, Bernie Madoff evaporated some $18 billion of deposits over 
a couple of decades before a rush of withdrawals in the 2008 crisis crashed the façade.  As with Ponzi, for 
those willing to follow the numbers, Madoff’s scam was obvious for years in advance. Speaking in a 2013 
interview, "No One Would Listen" author and Madoff whistleblower, Harry Markopolos, explained what was in 
plain view: 
 

“Bernie’s returns were going up at a 45 degree angle in a straight line and we don’t have straight lines 
in finance; and in options everything is a curve—there is nothing straight in an option. So, I knew it had 
to be fraudulent right off the bat in the first five minutes. 

…Here was a case where the emperor was wearing no clothes and everyone’s afraid to admit that. 
Everyone’s looking to the left and the right and they’re seeing smart, supposedly sophisticated investors 
and they’re thinking “Wow. Those people to my left and right are certainly smarter than I am. Those 
are big firms. Those are important people. Certainly they must’ve checked. So why should I check? I’m 
just a nobody. I don’t have to do any due diligence. It must be safe because all these other smart folks 
are in there too." 

Madoff whistleblower MarkoǇƻƭƻǎΥ  ά²Ŝ ŘƻƴΩǘ ƘŀǾŜ ǎǘǊŀƛƎƘǘ ƭƛƴŜǎ ƛƴ ŦƛƴŀƴŎŜέΦ Hmmmmm…. behold the S&P 
500’s straight line action:  since Q’Ever was promised in late 2012 the widely followed index has registered 77 
record closes without a single 10% decline.  Could we be running out of greater fools?? 

 

http://www.financialsense.com/contributors/harry-markopolos/no-one-would-listen-interview-madoff-whistleblower
http://www.financialsense.com/contributors/harry-markopolos/no-one-would-listen-interview-madoff-whistleblower
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Recently some sober observers have pointed out that ΨPonziΩ mentality has gone mainstream over the past 
decade resulting in a series of devastating asset bubbles.   

In a June 2014 Scientific American article entitled The Ponzi Economy, chief World Bank economist, Kaushik 
Basu, points out glaring parallels between the behaviours of past Ponzi schemes and today’s asset-bubble-
obsessed policy and business leaders: 

“Financial bubbles are a relative newcomer to the motley collection of Ponzis.  The recognition of their 
status as Ponzis came about because it became clear that the psychology of an investor is the same, 
whether or not money is going to a realtor, a stockbroker or a fast-talking con artist.  In all cases, it is 
the sustained rise in prices—or, more precisely, the expectations of an upswing—that keeps the process 
going.  That is what led economics Nobel Laureate Robert Shiller of Yale University to call it a “naturally 
occurring Ponzi”—that is a bubble that forms not in response to a manipulator’s baton but to natural 
market forces, with one person’s expectations stocking the next person’s.” 

Basu goes on to point out that the business model of many publicly traded companies today is Ponzi-like in 
the sense that their plan is only viable where they are able to compensate workers with low wages and 
shareholders with no or low dividend payments. Investors and employees will only accept low-income 
payments, so long as the company’s share price is moving higher.  But revenue follows a business cycle and 
share prices a market cycle— neither is able to perpetually rise.  Indeed sales growth has been weak since the 
2008 meltdown, so management at many companies have adopted a short-sighted tactic of spending nearly 
all net income along with billions in borrowed funds to buy back their own company shares at higher and 
higher prices quarter after quarter.  
 
If management teams had a record of buying back their shares at cycle lows that would be one thing.  As the 
repurchase data graphed to the right below shows, this is clearly not the case. Corporate executives have 
consistently bought most near cycle tops and least near cycle bottoms. In the first half of 2014, US companies 
spent $338.3 billion in buybacks, the largest volume since 2007. On average, they have used 91% of their net 
income over the last decade to buy back their own shares.  Sound wise? 
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2014 corporate bond issuance (borrowing) hit a new all time high (far left below).  Contrary to what the 
WSJ’s subscript says, borrowing is not a ‘sign of economic strength’ where companies are doing it to buy back 
shares rather than to invest in their business or workforce.  Sales growth is not the focus here. 

 
 
Cash on hand and borrowing power is necessarily finite and cash flow from sales has continued to disappoint 
optimistic forecasts over the past 7 years. Meanwhile, unlike R&D or capital expenditures, buy-backs build no 
lasting value.  Perversely, they lock stakeholders into an increasingly precarious financial scheme with a 
shrinking pool of new participants, rising risk to capital and low to negative future return prospects.  

 
In the short-term, internal buying pressure has managed to attract some more believers and gloss over longer-
term viability questions.  Buybacks at this level are clearly not in the longer-term best interests of investors or 
financial stability.  Ironically, while producing the illusion of liquidity and strong investor demand, the practice 
in fact does the opposite by consolidating market breadth and reducing the pool of willing outside investors as 
prices rise.  This leaves shares more vulnerable to decline once holders decide or need to cash out. 
 
Executive compensation increasingly tied to highly volatile equity prices 
 
Since the mid-90’s executive compensation schemes have become increasingly weighted on share-based 
incentives (see chart below).  While the average worker has experienced stagnant wage growth over the past 
30 years, US CEOΩǎ are now collecting average total compensation that is 300x the average workerΩǎ ǎŀƭŀǊȅ 
as compared with 20x in 1965.  
 
In the process, assessments of executive performance have become wildly volatile:  as stock prices soar, 
management is lauded; as prices crash, management is fired.  Management contracts therefore rarely last 
more than one market cycle today.  Short-lived leaders have little incentive to focus on longer-term goals like 
sustainable fiscal health, innovation and infrastructure.   
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US Executive compensation and the S&P 500 Index 1965-2013 

 
 
Their employees meanwhile, have seen the weakest wage growth during any economic recovery since 
World War II.  Real hourly wage growth since 2009 (in brown) has dramatically underperformed all previous 
recoveries. 

 
 
Buying high has been taken to fresh extremes this cycle  
 
Even more than the dot-com ‘irrational exuberance’ of the late 1990’s, buying over the past 4 years has been 
virtually indiscriminate with 380 shares in the S&P 500 rising compared with the previous record 307 of the 
500 in the late ‘90s.  In the process, valuation ratios of nearly every company have moved well above historic 
averages.  Just one glaring example has been the median S&P price to sales ratio (shown below), which is now 
double its average since 1965 and higher than even the tech wreck peak of 2000.   
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There is no doubt that reported earnings per share have moved well above average this cycle.  But with data 
shown since 1881 (below), it is also clear that this trend series is highly mean reverting.  History promises that 
an equal and (at least) opposite period of below average reported earnings lies ahead. 
 

 
When graphing after-tax corporate profits against US GDP since 1946 (below), we have another way to 
consider the magnitude of earnings reversion likely to come as global sales continue to slow and the surging 
U$ continues to evaporate currency translation profits for American multinationals. 
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US Corporate profits as a ratio of US GDP 1946-2014 

 
 
For all of these reasons (and many more!) it is alarming that buyers have been so richly paying for stocks 
based on an expectation of continually escalating earnings. 
 
10-year average price to earnings ratio for US stocks (purple) today highest in 135 years, with 1929 and 2000 
 

 
         Source:  Business Insider Sept 25, 2014 
 

Supremely confident, ‘investors’ today are holding zero cash liquidity.  In fact, the net free credit— available 
credit balances in cash and margin accounts—of those holding risk assets, has never been lower (below).  At    



 

 
 
This publication is intended to convey information only. It is not to be construed as a solicitation or offer to buy or sell and of the ssecurities 

mentioned in it. The author has taken all usual and reasonable precautions to determine that the information contained in this publication d to 
summarize and analyze such information are based on approved practices in the industry. However, the market forces underlying investment value 
are subject to sudden and dramatic changes and data availability varies from one moment to the next. Consequently, the author cannot make any 
warranty as to the accuracy or completeness of information, analysis or views contained in this publication or their usefulness or suitability in any 
particular circumstance. You should not undertake any investment or portfolio assessment or other transaction on the basis of this publication, but 
should first consult your advisor.  The author accepts no liability of whatsoever kind for any damages or losses incurred by you as a result of 
reliance upon or use of this publication in contravention of this notice. All performance data represent past performance and are no indication of 
future performance. 

 

8 

Venable Park Investment Counsel Inc. 

 
$-183b, this measure of cash to meet margin calls remains worse than the extreme low of $-129b in February 
2000 as that bull market peaked.  As asset prices begin to drop, holders will have no cash buffer and are 
therefore forced to sell their holdings to meet margin calls.  Once it begins, forced selling pressure typically 
fuels abrupt, breath-taking momentum to the downside. 
 

 
 

Indiscriminate buying reflects less and less thinking 

We are reminded once more of what Harry Markoplos said as to why no one would listen when he pointed 
out that Madoff’s fund was so clearly not genius, but an unsustainable scam certain to collapse. The people 
buying the fund were not thinking for themselves, but simply following those ahead of them who they 
perceived as wealthy, savvy, insiders ‘in the know’: 

“Wow. Those people to my left and right are certainly smarter than I am. Those are big firms. Those are 
important people. Certainly they must’ve checked. So why should I check? I’m just a nobody. I don’t 
have to do any due diligence. It must be safe because all these other smart folks are in there too.” 

Then, as today, those who continue to offer a cautionary view to the misguided consensus, are being 
overwhelmed by those heavily invested in ‘wanting to believe’.   
 
As circled on the chart below, it is worth remembering that only after prices had fallen by more than half in 
both 2000-02 and 2007-09, did the majority admit that the preceding price peaks had clearly been a bubble. 
Once again today, these same people are saying that they see no market bubble (in circle far right) and no 
reason to be concerned about looming consequences.   
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S&P 500 nominal price 1995 to 2014:  cycle peaks in the two left blue circles were acknowledged by the 
majority only after 50% declines each time.  None the wiser:  the same group sees no bubble risk today (far 
blue circle).  

 
         Source:  www.hussmanfunds.com 

 
In the process, market bears have been hunted to virtual extinction today.  The weekly Investors Intelligence 
report Sept 2, noted bearishness among market newsletter writers had fallen to 13.3%.  The ratio of bulls to 
bears has never been higher in the past 30 years (!) even as prospects for returns are now negative from 
present levels for the next several years. 
 

 
 

Under the surface however, weakness among many constituents has spread:  50% of NASDAQ 100 and 
Russell 2000 companies are now down at least 20% over the past 12 months. As shown next below, the US 
Russell 2000 (purple) has traditionally traded in close correlation with the Canadian small cap Venture Index 

http://www.hussmanfunds.com/
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(black), and High Yield bond prices (brown) but has dramatically departed from their historical correlation 
since 2011 on QE hype.  The Venture has since retraced near its 2009 bottom over the past 3 years. To re-join 
its Canadian cousin, a decline of some 50%+ would follow for the broader market as well as high yield bonds. 
 
The Russell 2000 small cap company index is now negative year to date and still ominously gaped above the 
Canadian small cap venture Index.  Look out below? 

 
 
TSX 2007 to 2014:  A similar precarious price pattern is evident in the Canadian broad market  
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“What is a bit worrisome in this regard is that dividend growth stocks have followed the broader market 
on this Fed asset purchase fuelled ride higher. Why this is disconcerting is that many investors have 
abandoned lower risk alternatives and have migrated to the dividend growth stock space in recent years 
under the allure of impressive returns and buoyed by the notion that these somehow represent lower 
risk alternatives relative to the broader market. Perhaps this is true on the margin for selected stocks in 
the dividend growth universe, but these are still equities that are accompanied by the commensurate 
risk that comes with being a common stock. And they are not at all "bond equivalents" as some might 
suggest.”  --Eric Parnell, CFA, This QE Bower my prison, Aug 31 2014 

 
As corporate debt sold off with equity markets, investment grade bonds rallied again this month 
 
As the global economy slowed further under the weight of record indebtedness, wide social unrest and Ebola 

fears, deflation returned to the focus.  The EU is growing at zero and less in 2014:  as of Q2 Germany and Italy 

were in recession, France was at 0%.  Japan re-entered recession.  The UK was growing at an annualized rate 

of 1.7% and the US 2.2%.  At the same time, the Bank of International Settlements and the International 

Monetary Fund both warned of “excessive risk taking and market fragility”. 

As higher risk corporate debt was sold off, a ‘flight to quality’ moved into investment grade bonds pushing 
them up in price across the yield curve.  Well behind the curve, the US Fed announced that it plans to 
normalize its policy interest rates some +1400%(!) from the current .25 to 3.75 over the next 3 years.   
 
We understand why the Fed says that it intends to hike its policy rates as this is in keeping with its rhetoric 
that growth is improving.  Unfortunately, their forecasts continue to be overly optimistic and we expect that if 
they do begin to raise rates, they will soon be looking for more tricks to ‘stimulate’ demand. 
 
The most influential factor driving global markets today:  the strengthening US dollar Index shown here 
since 1980.  U$ has recovered back to where it was before the Fed began QE in 2009, exerting downward 
pressure on US multinational earnings (40% of profits from overseas), commodity prices and US exports.  
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10 year US treasury yield 2011-2014:  investment grade yields have resumed falling with slowing global 
growth as bond prices rally.  Support test next in the 2.3% area (brown dotted line). 

 
 
The Yen broke below a 15-year secular uptrend against the US dollar this month as the Japanese economy 
slumped back toward recession despite 22 years of quantitative easing from the Bank of Japan.  

 

 
 
The break down in the Yen against the US dollar may mark a secular turning point this month and has broad 
ramifications for global trade.  As the Yen falls and Japanese exports become cheaper in other currencies this 
exerts downward price pressure on export goods from nations all trying to compete for foreign sales.  This is 
likely to extenuate deflationary forces that have already been sweeping over the global economy again since 
2011.  It also has a negative impact on global risk markets, as many traders that had been borrowing in Yen to 
speculate in other markets are now losing money on the falling currency and reversing their positions. 
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Global copper producers index (CU) continues to signal slowing global growth.  For all the QE hype and hope, 
demand barometers remain in secular decline since 2008 following short-lived 2011 rebound. 

 
 
Export currencies the Canadian (blue) and Aussie (brown) and Japanese Yen (red) all confirming global slow 
down since 2011.  All suggesting stock and high yield debt markets are garishly over priced. 

 
 

Venable Park Investment Counsel Inc. 

http://www.ftportfolios.com/Retail/Etf/EtfHoldings.aspx?Ticker=CU
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Into the last quarter of the year we go!  Quotes of the month: 
 

“Malinvestment occurs when people do stupid things with free money. One of the characteristics of 
malinvestment is its dominance; i.e., other investments have little chance of competing.  
Malinvestments always bust and end in liquidation”.    – Joan McCullough, Analyst, Sept 2, 2014 

 
“Monetary policies have created an illusion of permanent liquidity. The longer the music plays and the 
louder it gets, the more deafening is the silence that follows…Markets will not be liquid when that 
liquidity is needed most.”  --Claudio Borio, head Bank of International Settlements, central bank 
overseeing global central banks, Sept 14, 2014 
 
“At market tops, it is common to see what I call the “high-five effect” — that is, investors giving high-
fives to each other because they are making so much paper money. It’s happening now. I’m also 
suspicious when amateurs come out of the woodwork to insult other investors.” 

—Michael Sincere, Everyone’s a genius in a Fed-induced stock rally, Sept 23, 2014 
 
“The big central banks seem to believe that printing money creates wealth.  What such policies, in fact, 
do is ensure a different distribution of wealth that increases leverage and favors not legitimate risk 
takers, but groups which are politically well connected such as the too-big-to-fail banks.  As such, the 
current approach is a clear expression of a policy captured by a crony class, and needless to say it is 
defended by the same group. This is not to engage in conspiracy, or to claim malfeasance by particular 
individuals. But what cannot be doubted is that even as those closest to the money source have made 

out like Cantillon, the outcome for pretty much everyone else has been awful. Looking forward, this 
cannot go on and I would hence avoid financials everywhere.” –Charles Gave, Aug 19, 2014 

 
“I make progress by having people around me who are smarter than I am - and listening to them. And I 
assume that everyone is smarter about something than I am.” –Henry Kaiser (1882-1967) Industrialist 

“Leadership consists not in degrees of technique but in traits of character; it requires moral rather than 
athletic or intellectual effort, and it imposes on both leader and follower alike the burdens of self-
restraint.”--Lewis H. Lapham (b. 1935), American writer and Editor. 

 “I think your chances of coming out ok are better if you do what you think is right.” 
 --Eppie Lederer (1918-2002), ‘Ann Landers’ Advice Columnist. 

 

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

http://www.jugglingdynamite.com/

