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A PEEK AT THE WEEK THAT WAS - September 28, 2013
Patient Capital.... Positioned for

Profit

The Government should create, issue, and circulate all the currency and  credits
needed to satisfy the spending power of the Government and the buying power of

 consumers. By the adoption of these principles, the taxpayers will be saved immense
sums of interest. 

Money will cease to be master and become the servant of humanity.
- Abraham  Lincoln -

History rightly deems President Lincoln to be a great man, but he was clearly deluded or self
deluding when he uttered the above statement.  Or perhaps he was just aware of how much
his civil war was costing and needed to support borrowing to fund it.  In hindsight, his
prediction was sadly astray because here we are some 150 years later and money is still
very much the master. 

Worse still, since Mr. Lincoln's hard fought 13th Amendment victory in 1865, our wise leaders
and a cooperative Federal Reserve have, wilfully or witlessly, conspired to enslave present
and future generations with unprecedented levels of debt.  Whether we care to admit it or
not, millions of Americans live lives of sophisticated serfdom or sadder still, are totally
dependent on the largesse of an ever expanding and increasingly bankrupt government.  

Ms. Bond is benign at the present moment but should that change, as we suspect it will, the
serfdom may become unsupportable.  

And as we try to put all the pieces together, we discover that there may be a distressing
conflagration of seemingly unrelated activity, which, when taken together, would make us
very wary of the months and years ahead in terms of the outlook for interest rates. In so
doing, we will try to explain why that could be very bad for Baby Boomers, in particular.  

Thus, this week, we will spend some time peeking at the future of interest rates in the context
of currencies, conflicts, cycles and climate. 

Looking back at last week, we had some fun with Janet Yellen and Larry Summers, the two
front runners for the top spot at the Federal Reserve.  Larry did a runner, leaving Janet as
the firm favorite. Personally we would prefer someone like Kyle Bass of Hayman Capital
heading the Fed. People like Mr. Bass tend to see accidents before they happen.  But we
presume he is too smart and too wealthy to be sucked into that sordid vortex.

 
But the point is that if we have to have the Fed at all, we would be better served by having
proven performers running it, rather than the typical public sector sycophant or academic
aristocrat.  

Last week, we also took a look at the shenanigans at Club S&P (formerly 1700). The sign
was back up, Mr. Market was hoopin’ and hollerin’ and the music was blaring.  What a
difference a week makes.  Unpleasant things like debt ceilings have temporarily forced the
1700 sign back into the broom closet for now.  Don't worry, it will be out again for at least one
more fluttering before being shuttered for what we think may be quite a while. 

Finally, our chart (actually an image) of the week should scare anyone with at least half a
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pulse.  It certainly scares us.  The machines are rising and the implications are daunting.

The death of Lincoln was a disaster for Christendom. There was no man in the United
States great enough to wear his boots and the bankers went anew to grab the riches.

I fear that foreign bankers with their craftiness and tortuous tricks will entirely
control the exuberant riches of America and use it to systematically corrupt

civilization.
- Otto von Bismarck (1815-1898) -, 

German Chancellor, after the Lincoln assassination
 

As wrong as Honest Abe was with the opening quote, Otto was right with the one above.
 The bankers, foreign and domestic, have largely taken control of America's riches,
especially since the Fed's creation in 1914 and even more so since the last link to gold was
severed in 1971.  The systematic corruption of our once proud and self-dependent society
is well underway, at home and abroad.  

Looking back a bit to the early 80s...that time of bad music and even worse hair...emerging
markets were less than 15% of global GDP.  It was then that "tightening" (euphemistic
jargon for increasing interest rates) by the Paul Volcker led Federal Reserve brought Latin
America crashing down. That was an ugly episode for Western banks, but easily contained,
given the relative insignificance of the economies involved.  

During the days of Duran Duran, China was still in self-imposed isolation while the Soviet
Union and its satellites remained cloistered behind an increasingly rusty, but still intact, iron
curtain.  The world was a simpler, more contained place.  But by the mid-1990s, the
Chinese were converting to capitalistic thinking and their Commie comrades were also
coming out of the economic closet (with the budding oligarchs already busily swapping
vodka for shares of newly privatized state enterprises).   

By the time Pearl Jam were really hitting the charts, emerging markets around the world
had grown to a third of global GDP.  

In fact, when the last Asian crisis hit in 1997, the global financial impact was serious enough
to raise many a greedy banker's eyebrow.  The crisis spread from Thailand to Malaysia,
Indonesia, the Philippines and then to South Korea.  The developed countries and the IMF
(International Monetary Fund)  blamed the blow up on the domestic ills of the East Asian
countries. This, despite the fact that just a few months or even weeks before the crisis
erupted, these same countries were  being hailed as models of sound economic
construction...the so-called East Asian miracle.
 
The real blame, of course, lay largely with fast and hot foreign money that had ignited a
wave of local banking speculation which ultimately developed into a bubble.  And as all
bubbles inevitably do...it popped with a pretty loud bang...as the same hot money beat a
hasty retreat, draining liquidity and forcing both asset prices and the local currency down in
dramatic fashion. 

The Asian crisis ultimately spread to Mother Russia where, around August 1998, the
collective comrades decided that their rubles were rubbish.  Even mumbling Alan
Greenspan was panicky by this point, largely because some geniuses at a titanic,
unsinkable fund called Long Term Capital Management, hit a short term iceberg.  Of
 course, LTCM was effectively bailed out and the big banks saved.   As we've learned,
that's the primary reason that the Fed exists...to bail out big banks...and that's the one

converted by Web2PDFConvert.com

http://www.nytimes.com/2008/09/07/business/worldbusiness/07iht-07ltcm.15941880.html?pagewanted=all&_r=0
http://www.web2pdfconvert.com?ref=PDF
http://www.web2pdfconvert.com?ref=PDF


thing it does well.  We suspect that the day is coming when it won't even be able to do this. 

So where are we going with all this and why is it relevant now? 
. 
Well, since the hazy days of the 80s and 90s, the so-called emerging nations have
emerged, and collectively are big enough to drag down the global economy should
they become unhinged as they had previously in the above examples.  Their
economies are bigger but not necessarily sufficiently sophisticated to handle massive
amounts of hot, foreign money.

When a developing country carries out financial liberalisation before its institutions or its
capital knowledge base is prepared to deal with the consequences, it opens itself to the
possibility of tremendous shocks and instability associated with inflows and outflows of
funds.  What happened in East Asia in 1997 was not peculiar, and was, in many respects,
the same thing that had beaten up Latin America in the 1980s, Sweden and Norway in the
early 1990s and Mexico in 1994. They all faced sudden currency depreciations due to
speculative attacks and/or large outflows of funds. Hot funny money at work with less than
comic outcomes. And since 2008, it has happened again.

The paper money that Bartender Ben has been dropping out of his helicopter since 2008
has served to ignite fires in developing countries around the globe.  QE 1, 2 , 3 and so on
provided ample Yankee dollars for the bankers and their crafty traders and speculator
chums to go shopping for quick profits.  

Net capital flows into emerging markets doubled from $4 trillion to $8 trillion after 2008.  All
these dollars in turn created a credit boom which in turn disguised the underlying rot as the
BRICs, in particular, lost labor competitiveness and went from lean and mean to fat and
happy...all on a fleeting capital diet of dubious caloric value.  And now they are paying the
price.

Already, developing countries like Indonesia, India, Ukraine, Brazil, Turkey, Venezuela,
South Africa, Russia, Thailand and Kazakhstan are all trying desperately to support their
currencies in order to offset current account deficits caused by Ben's hot money
creation...his generous pours.  
The countries listed above, taken collectively, include over 2 billion people (roughly 30% of
global population), over 17% of global GDP and they hold over 11% of foreign owned US
Treasuries. 

In fact, as the chart below shows, the "outside" world owns a heck of a lot of our famous US
Treasuries.  According to Treasury records, we owe foreigners almost $6 trillion, just in US
Treasury bonds.  That's roughly $20,000 for each and every inhabitant of the USA. 

If you want to see how much we owe to each country, click  here.  

When over 60% of your treasury debt is owned by foreigners and some of these decide to
start selling, as the chart below illustrates, things can  get very interesting, very fast.

And your point is...?  

Our point is simply that the desperate attempts by developing countries to support
their own currencies are increasingly looking like they will result in higher
borrowing costs (interest rates) in the US.  Simply put, countries struggling to support
their local currencies, are inevitably forced to sell their foreign currency reserves, including
the fabulous Yankee dollar.  As we recently commented, even China felt it necessary to
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the fabulous Yankee dollar.  As we recently commented, even China felt it necessary to
dump $20 bill or so in June.  

In fact, June was a huge outflow month for US Treasuries as the chart below indicates.
When it comes to Ms. Bond's treasury market, more sellers and less buyers equals higher
interest rates.  

Says Simon Derrick, Chief Currency Strategist, BNY Mellon

They [developing countries] are running down reserves by selling US and European
bonds, leading to a self- reinforcing feedback loop.  We are told that emerging markets
are more resilient than in past crises because they have $9 trillion of reserves. But any
use of that treasure to defend the exchange rate entails monetary tightening, and
therefore inflicts a contractionary shock on countries already in trouble. 

Maybe that helps to explain why Ms Bond has become so much more demanding lately, with
the US 10 Year Treasury recently cresting to 3%.  

There has been some respite this week but the writing may be on the wall. Bartender Ben is
already buying up around 70% of new treasury issues with his funny money.  Will he
ultimately have to buy more  from a lot of willing international sellers...and at what
price...and at what consequence to the US currency?  

But why should that matter to us?

Of course it won't happen but what if the debt ceiling wasn't raised and Ben's printing press was
effectively shut down.  Or, more likely, what if Ben, or ultimately, Janet, loses credibility with Ms.
Bond.  

Ben is only able to control rates while he has the ability to control the mood of Ms. Bond's
market. If Ben...or Janet...lose control of low interest rates then the cost of servicing all
those treasuries could soar.

Already, over the next decade, higher interest payments will eat up a bigger share of the
federal budget. Interest payments are currently expected to leap from $223 billion in 2013
to $823 billion in 2023, according to earlier Congressional Budget Office (CBO) estimates.
 The substantial increase is based on an anticipated rise in the interest rate of the 10-year
Treasury note. Unfortunately, the CBO, for all their hard work and laborious attention to
detail, has a pretty consistent habit of under-shooting on their estimates.  They also don't
typically provide for unexpected spikes...or Heaven forbid... black swans.  

To give you an idea of how bad things can get, let's take a quick peek over at the Land of
the Sinking Fund, Japen. The Japanese have the dubious honor of having amassed a debt
load that is twice the size of its 5 trillion dollar economy.  Yikes!

From Reuters, August 27, 2013:

TOKYO (Reuters) - Japan expects to spend a record $257 billion to service its debt
during the next fiscal year, a document obtained by Reuters showed, underscoring the
huge burden created by the government's borrowings.The amount to be allocated for
debt-servicing for the year...is nearly as large as the gross domestic product of
Singapore, which the World Bank put at $275 billion at the end of 2012. [emphasis ours]

If the interest rate that Japan has to pay increases to just 3%, it will eat up 100% of their
government revenue.  One hundred percent....that sounds like a lot. Itai!  

converted by Web2PDFConvert.com

http://seekingalpha.com/article/816581-interest-rates-the-darkest-black-swan-ahead
http://www.web2pdfconvert.com?ref=PDF
http://www.web2pdfconvert.com?ref=PDF


Never happen here?  Let's not fool ourselves.  It could ultimately happen to the USA as
well.  A rise to 5% would put one heck of a dent in our government finances and make our
current debt ceiling debate look like peanuts.  How does a $25 trillion debt ceiling sound?  

Gosh...what if we had a real war and couldn't fund it.  Forget LBJ's "Guns AND Butter"
policy.  It would be more like "Guns OR Butter".  

What's the alternative to all those nasty foreigners selling their precious dollars?  

Well, those countries  could simply let their currencies devalue naturally. That will help their
exports and ultimately their account deficits. Result...Currency World War III.  And
remember...we owe trillions to strangers...who may end up being adversaries.

Not a great alternative. 

Let’s face it.  When you are the world’s reserve currency, you should be held to a higher
standard of financial morality.  When you literally have the world depending on you, is it
really the right thing to continue to print dollars to effectively devalue that currency,
especially when so many of those freshly minted Yankee dollars inevitably find a temporary
home in exotic lands that simply don’t know how to handle easy money.  It’s like grandpa
showering his teenage grandchildren with unlimited funds and expecting them to behave
maturely.  It’s just not going to happen.   And grandpa...or in this case...Uncle Sam...is
going to have to suffer the consequences. 

He that is of the opinion money will do everything may well be suspected of doing
everything for money.

- Benjamin Franklin -

Pity the Baby Boom generation for they have suffered much at the hands of the friendly
Fed.  The Boomers first bloomed in 1946, and continued blossoming through 1964.

The early Boomers got an inkling of the financial boom and bust cycle in the 1970s when
Tricky Dick (I am not a crook) Nixon slammed the gold window shut and the shiny stuff and
the Yankee dollar parted company. Gold was allowed to float freely in price and it shot from
$42 to $900 in a decade, only to subsequently collapse through the 80s and 90s.  

Those Boomers who bought into the gold boom, many at the top of the cycle, vowed that
 they would never get caught up in another bubble, especially in something as useless as
gold.  They were older now.  They were more sophisticated.  They had more money.  They
would hire a broker / advisor and invest in the stock market...especially in stocks that
were obvious winners, like telecom, technology and best of all, the internet!.  

After that meltdown in 2000, those Boomers who still had some funds, opted for something
much safer than useless metals or worthless paper.  From now on, they would stick to
something safe, something solid...something that never went down...real estate.

And now, after the 2007 burst of the real estate bubble and the 2008 collapse of the stock
market Boomers are making resolutions to never again get caught up in anything as
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speculative as gold...or paper stocks...or even real estate.  Nope.  The old timers were right
all along.  You can't make money speculating.  You have to play it safe and sound...and
nothing is safer than...bonds!

Well...if we look at the chart below, we can see how interest rates have performed going
way back to the birth of the USA.  Naturally, they have ebbed and flowed, depending upon
the economic circumstances of the day.  But note the huge disparity in the shaded area
which is the period from which the modern Fed has had "control" of things.  

Not a great period to go through...for Boomers or anyone else...unless you bought gold at
$50/oz or high grade corporate bonds paying 15% or more.  Some did, most didn't.  

The problem with Baby Boomers is that there are so many of them.   When they all decide
to do the same thing...for example..invest in bonds, it tends to unbalance the market. Our
concern is that for a while, Boomer enchantment with Ms. Bond is creating a distorted
market as huge numbers of lenders settle for relatively miniscule yields...in every quality of
bond.

From Yahoo Finance / CNBC...September 27, 2013:

Blackstone: We're in an 'epic credit bubble'
One of the world's largest investment firms believes the financial system is overly
leveraged.
"We are in the middle of an epic credit bubble, in my opinion, the likes of which I haven't
seen in my career in private equity," Joseph Baratta, The Blackstone Group (BX)'s
global head of private equity, said Thursday night at the Dow Jones Private Equity
Analyst Conference in New York City. "The cost of a high yield bond on an absolute
coupon basis is as low as it's ever been."

Much of the reason that yields are low is because Boomers have piled into bonds.  But, at
the most important time of their collective life, as they desperately strive to provide for a
decent retirement, are Boomers making their biggest mistake yet?

60-year cycles from peak to peak, trough to trough.

The chart below, as well as historically pointing out how interest rates have performed
before and during the Fed's tenure, also shows a progression of almost perfectly
symmetrical 
Remember bond yields move opposite (or inversely) to bond prices.  For example, if you own a bond
paying 3% and the interest rate increases to 6%, your bond is now worth 50% of what is was when you
bought it. You say that's fine because you're going to hold that bond  to maturity when you will get all your
money back.  Great.  But what if inflation has increased to 5% in the meantime.  You are earning negative
2% in real buying power on that bond and if you have to sell it for any reason, you are only getting half your
money back. Not a great deal.

Can't happen, you say?  Take a look at the graph below and we politely beg to differ.  

This is not a perfect chart because tracking prices back through almost three centuries
cannot be done with pinpoint accuracy.  But if you look closely, especially over the past 150
years, you can see the cyclical nature in action.  Take particular note of where rates were
at the peak of the last cycle in 1980 and where they lie now, at mid cycle.  Remember,
these are 60 year cyles from peak to peak.  

Maybe the Fed shouldn't take ALL the heat for cyclical interest rate cycles but Boomers
should definitely beware!
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Isn't it interesting that the same people who laugh at science fiction listen to
weather forecasts and economists?

- Kelvin Throop III -

So far we have seen that there is potential for currencies, conflicts and cycles all to have
an impact on interest rates.  Now let's take a look at the weather.  

Yes...this will seem wacky at first, but bear with us.  As we have said many times, everything
is seemingly connected in one way or another on our lonely planet.

A couple weeks back we included satellite photos to show the polar ice mass expanding,
not contracting...as Al Gore and his cohort would have us believe.  Of course, this has not
been a popular topic to report in the news media, but the real data (as opposed to Al's
pseudo science) from the United Kingdom's Hadley Centre Climate Program shows that the
Earth has been in a cooling trend since 1998.  

And believe it or not, that trend could ultimately impact...among other things...inflation and
by extension, interest rates.  

As the chart below (from McLellan Financial Publication) shows, we are in a period of
reduced sunspot activity.  Apparently less solar flares from our friendly sun results in cooler
temperatures. It makes sense that cooler temperatures result in lower crop yields.  Lower
crop yields, in turn, result in higher commodity prices for that most essential commodity,
food.  

Combine less real stuff with more of Ben's funny money and you have the ideal formula for
increased inflation. Ben wants more inflation, we know.  But how much is too much?  And if it
starts to get out of control, will Ben...or more likely...Janet, have to increase interest rates
just as former Fed chairman, Paul Volcker was forced to do in the late 70s and early 80s?

You can read the whole article from McLellan (with a link to the underlying data) by clicking
here.

To crystallize our apparently erratic thinking, in support of potentially higher interest rates,
we have:

1. Ben printing feverishly...creating supply of US dollars while artificially
keeping interest rates low

2. Emerging countries selling...reducing demand for US dollars 
(or alternatively, devaluing their own currency / reducing US trade competitiveness =
escalating currency conflict = more printing)

3. A mid-cycle turning point in historically accurate interest rates cycles
 
4. Climatic conditions historically supportive of an increased inflationary
environment

Against this, you have huge numbers of Boomers and others who are buying bonds and
actively deleveraging their debt loads and reducing consumption (downsizing).  While this
has helped and may continue to help keep a lid on rates for a while longer, we suspect that
if and when the lid blows, it will blow hard. 

If you are a bond buying Boomer, be aware.  We're just not as young as we used to
be...even if we refuse to accept it!
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IMAGE OF THE WEEK
The chief weapon of sea pirates, however, was their capacity to astonish. Nobody

else could believe, until it was too late, how heartless and greedy they were.
- Kurt Vonnegut, Breakfast of Champions -

We have written often about the greed of Wall Street and the potential for nefarious activity
due to the humongous increase in the level of HFT (High Frequency Trading) activity.  It
could very well be Wall Street's "Doomsday Machine".  

Our greatest fear is that the flash crash of May 2010 or any number of subsequent mini-
crashes, may one day become one colossal crash whose chain reaction around the globe,
literally breaks the system.  

When you click on the image below, it will take you to a link which shows the increase in
HFT activity from 2007 when there was very little, through to August, 2011, at the time of
the Standard & Poors downgrade of the US.  Remember...that was the last time our wise
leaders were seriously arguing over a debt ceiling increase.  

As you will observe, the sheer increase in activity across a broad array of markets is simply
amazing...and frightening.  

When viewing the video (please take the time to do so by clicking here or anywhere on the
image) pay attention to the date ticker on the bottom left hand corner.  The pretty colors on
the right border are the keys to the various markets in which the HFT is taking place.  It
may take a little time to load if you are viewing on a mobile device so please be patient.  

Next week, we will continue to look at HFT, which we see as one of several potential
harbingers of bad news for our financial world...if left unchecked...which, sadly, it probably
will.  

Til next week...

“Ignorance is the curse of God.  Knowledge is the wing wherewith we fly to Heaven.”
William Shakespeare

www.cravencapital.com 212 797 0217
 bmacnish@cravencapital.com 

Craven Capital is located at 11 Hanover Square, 6th Fl., New York NY 10005
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The information above is not and is not intended to be considered or treated as legal, tax or investment advice.  Please
consult your own lawyer, accountant or investment advisor on such matters.  

11 Hanover Square 6th Floor | New York, NY 10005 US
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