by Richard Cluver
The daily agonies of the Greek people are very fresh in my mind this
week, acutely so upon my return to a South Africa that appears to be
headed unerringly down the same route to economic chaos….harsh
words, but I will explain.
I have been a regular visitor to Greece since the end of the Rule of the
Generals in the middle 1970s and so I have been able to watch the evolution
of the current problem and to recognise so many parallels within our own
country.
We are, of course, all creatures of our environment and our history and so in
very many ways the Greek people and South Africans could hardly be more
different. Crime and violence are, for example, virtually nonexistent in Greece.
But one recent experience really well illustrates for me the paradox that is the
Greek character.
One of my favorite Greek places is the town of Pythagorion, birthplace of the
mathematician Pythagoras, whose charm is its crescent-shaped harbor where
in the summer around 30 yachts can always be found moored stern-on to the
town wall which is, in turn, ringed with bars and restaurants. Typical of so
many other waterfronts in the Mediterranean, the owners of these
establishments have erected pipe-framed tents along the quayside equipped
with well-upholstered cane chairs and tables. There can be few finer passtimes than sitting in one of these on a hot summer afternoon sipping frappes –
a kind of whipped coffee-latte that Greece is famous for – and watching the
boats and the passers-by.
Since the island boasts somewhat indifferent beaches, it is arguably true that
these restaurants and bars are the principal reason why Samos enjoys one of
the most successful holiday industries in all of Greece. Admittedly the tourist
industry has been a little dented by the deep recession in Europe, but
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Pythagorion is still a bustling little holiday town with big jet planes landing
every few minutes at its nearby airport. All that is, however, likely to come to a
sudden and decisive end after this summer because the EU authorities in
Brussels have ruled that the restaurant tents must be demolished and be
replaced with umbrellas. So, acting under that authority, Greek government
officials have been seeking to obtain signatures from the restaurant and bar
owners on documents that would oblige them to demolish the tents at their
own expense.
The businessmen have argued in vain that to do so would put them out of
business. Equally bad it would mean that kitchen staff and waiters would lose
their jobs and since a goodly proportion of these workers are civil servants
and others moonlighting to try and make ends meet after the government cut
their pay by 50%, it would mean considerable hardship for the whole island.
Nobody was, however, prepared to listen to their pleas and so, in desperation,
the townspeople took a decision to show the Government what the closure of
the holiday trade would mean for the island economy; they went on strike.
They closed their businesses for a day. But then in a very Greek way they
apologised to all their inconvenienced customers by throwing a party with free
food and drink for everyone and Greek dancing in the streets.
Only time will tell whether the strike actually achieved its principal purpose, but
the affair serves to illustrate the frustration of ordinary folk in confrontation with
mindless bureaucracy. Times are tough enough in Greece right now, but
instead of seeking ways to assist businesses to be more efficient and
profitable, bureaucrats are simply getting in the way and making things more
difficult. All Greek businessmen ask is to be left alone to do what they know
best: serving the holiday crowds and making an honest Euro in very difficult
financial times. Understandably then the average Greek has little respect for
politicians and bureaucrats who are seen as corrupt and self-serving.
But what really cuts to the quick for the average small businessman who
opens his doors at 9am and closes again at midnight is that they are labeled
lazy in the international Press. At the heart of the international view on Greece
are claims that welfare spending had grown out of control under the socialists
who governed following the fall of the military junta in 1974 and that it had
ballooned following Greek its entry into the European Union which provided
easy access to international bond finance.
The reality is quite different. At the heart of the Greek problem are shrinking
birth rates and youth emigration coupled with the fact that the aged are living
longer. Thus a shrinking tax base has to fund a growing number of
pensioners. Nevertheless, social spending in Greece has actually fallen more
rapidly since 2009 than anywhere else in Europe. According to an OECD
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study it has fallen from 24% of GDP to 22 percent this year. Compare that with
a figure of 33% for France and more than 30% in Belgium, Denmark and
Finland while the figure for the USA is 20%.
Greece’s problem has been the same one that sinks good companies: selfserving poor management. And here the South African parallels emerge.
Spend ten minutes with any disgruntled Greek and the tales of political
corruption will rapidly emerge. Ask a few questions and they will take you to
see grandiose engineering projects that have failed.
On the island of Leros there is a massive water storage dam which has never
filled with water. Every third island boasts a yacht marina that was never
finished. There are grand parades along waterfronts which have been eroded
away by the sea because insufficient steel was used in the concrete. The list
goes on and on.
So Greece has massive debts. One of the world’s largest at 169% of GDP and
every year money which could have gone to building efficient working
infrastructure is pouring out of Greek Government coffers to pay the interest.
Greek central government debt rose 3.8 billion Euros or 1.3 percent to 168.6
percent of GDP in the first quarter of 2013, according to the Finance Ministry.
Total debt stood at 309.4 billion Euros at the end of the first quarter.
South Africa ended 2012 with Government debt at 39.9% of GDP which is a
long way off Greece’s 169%. But that is no reason to be complacent. As
recently as 2008 it stood at 23% which means there has been a nominal
increase of more than 100% in the past six years. Thus, if we continue
borrowing at the current pace, we could equal Greece in just 12 years.
What is important to recognise is that there is good debt and bad debt. When
a government borrows money to fund infrastructure development which in turn
enables private enterprise to create jobs and generate rising trading profits,
that is good debt because the taxes gained from those increased profits can
go to quickly paying off the Government debt. Debt such as that incurred to
fund the South African arms deal does nothing except enrich those who
corruptly obtained rake-offs.
Multiply that thought just a few times and it is easy to see why the scourge of
corruption has landed Greece in the crisis it is now experiencing and why, if it
continues unchecked, it could soon plunge this country into the same crisis.
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The Ten Minute
Millionaire

How to effectively measure the risk of
an investment
by Richard Cluver
In past articles in this series I have dwelt at some length upon the
underlying forces that help shape investor perceptions of what
constitutes the fair price of a security, illustrating the massive gulf that
lies beneath the relative risk of investing government loan stock of
different countries; the so-called Sovereign risk market.
And I have showed that in sharp contrast there is very little difference between
the valuations placed upon stock-market-listed shares of the same relative
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class in different markets of the world. So how do market professionals cater
for the differing risk of various classes of shares?
The accepted means of measuring this is to determine the extent to which the
price of a share fluctuates about its mean over any given period. The measure
derives from the view that if an investor were obliged for any reason to sell a
share without being able to pick the optimum time to do so, the chances of his
losing money on his original investment would be far greater in the case of a
share that fluctuates excessively about its price mean as compared with one
that seldom fluctuates. Thus, if you consider the figures in the extreme right
hand column of my tabulation, you will note that among the safest of all share
categories Capitec Bank carries the highest risk at 51.53 and SAB Miller the
lowest at – 24.44.

Now the fact is that neither share fluctuates much as is evident in the ten-year
graphs below. That is what makes them Grand Old Favourites. Nevertheless
the measure is a sensitive arithmetical one and an important determinant in
investment decision-making.
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What is most important to observe, however is that the aggregate risk of
holding such a seven-share Grand Old Favourites portfolio is virtually zero.
Yet such a portfolio is rated, as I have demonstrated in the previous chapter
as 3.7 times more risky than a RSA long bond and this disregards the fact that
dividends and capital gains are taxed differently effectively making the aftertax total return on a Grand Old Favourite far greater than a long bond.
Further down the ShareFinder Quality List, however, far greater price-volatility
might be observed. Thus, I have graphed the price performance of the most
price volatile share in the ShareFinder Quality List, Kumba whose average
price fluctuation is 57.81 percent and the least price volatile share, Rainbow
whose price volatility is 26.34 percent. Here the difference between the two is
very evident and it is easy to understand that were the holder of Kumba
shares obliged to sell at an inopportune time, he could very easily lose two
thirds of his money whereas in the same instance the investor in Rainbow
might lose only
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26.34.

Now it is important to note that Kumba is actually a good share to invest in
because its compound annual average dividend growth rate over the past five
years was 117.4 percent whereas Rainbow delivered only 21.4% average
dividend growth over the same period. Furthermore, as the graphs
convincingly illustrate, the average annual price gain of Kumba shares has
been 17.3 percent whereas Rainbow has fallen at an annual average of -3.9
percent.
So what we have learned is that price volatility is an important issue,
particularly for the risk-averse short-term investor but by far the most
important fact to consider when buying a share is dividend and price growth.
Ideally, of course, one should try to marry low-volatility with the highest
possible price and dividend growth rates. In the table below, probably the best
example of this juxtapositioning is Cashbuild which has nearly all its numbers
displayed in green.
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Now, within the ShareFinder system I have taken the measurement of risk a
stage further by offering a “Risk” calculation which compares the price
volitality of each individual share with the average of the Grand Old
Favourites. And the result of that calculation is the indication that the best
combination of risk, dividend and earnings growth can be found in Shoprite
Holdings shares. Note that over the past decade dividend and price growth
rates have been well above average which is why these figures are coloured
green; far higher than the growth rates offered by other companies with minus
quantity risk ratings.
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Higher interest rates in the US – good
news for some
by Brian Kantor
What is good news for the US economy may or may not be good news for US
equity markets. Good news means higher interest rates (or discount rates)
with which to value the top and bottom lines of US companies – both of which
can be expected to come with faster growth.
Higher discount rates (or required returns) may sometimes win the tug of war
with improved earnings and send share prices lower rather than higher. But
for emerging market economies and companies, the good news about the US
means higher discount rates without the benefit of an improved earnings
outlook, at least in the short term, until stronger growth in the US feeds
through to the global economy.
The US economy may well be picking up momentum, as Bernanke indicated
on 19 June, when he first spoke of tapering off quantitative easing (QE). The
emerging market economies by contrast appear to be losing momentum as
does the SA economy – this was fully apparent in the statement put out by the
Monetary Policy Committee of the SA Reserve Bank recetly. Higher discount
rates (that have their origin in an improving US economic outlook), when
applied to a less optimistic outlook for emerging market (EM) growth and
earnings, are unambiguously negative for EM equity and bond prices, EM
currencies and all of the interest rate sensitive sectors everywhere.
So much is obvious from recent market moves that saw long term interest
rates in the US initially move sharply higher in response to tapering talk,
pushing sharply all higher-yielding asset prices lower, including real estate
and utilities as well as EM bonds and equities.
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This pressure has eased, as long dated US Treasury Bond yields, both the
standard fixed interest variety and (perhaps of greater significance) the
inflation linked variety have declined significantly, as we show below.

The relief for EM equities, bonds, real estate and currencies was palpable and
very welcome. The best news for emerging markets will be a modestly
improving economic outlook in the US – modest enough to keep long term
interest rates on hold and, better still, to move them lower. Higher US equity
valuations, in the absence of higher interest rates, will do no harm to EM
equities. They may even help support them as they did last week
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The future of the SARB policy dilemma
By Cees Bruggemans, FNB Consulting Economist
In her July Monetary Policy Committee statement, SARB Governor
Marcus stated (not for the first time) the policy dilemma exercising their
collective minds, and if anything getting worse with the passing months.
The SARB inflation forecast has been upped once again, hogging 6% with an
uncertain prospect of a major Rand shock potentially still breaching this ceiling
decisively as compared to doing so only temporary and tentatively.
Meanwhile, the SARB GDP growth forecast has been lowered further, now
only sitting at 2%, with downside risks yet lingering, not least in the body of the
global beast, but also in our own breast.
This makes for quite a pair of economic opposites, still rising inflation bias and
falling growth bias. The one makes you inclined to raise rates, the other
favours rate cuts. Together they keep the policy stance in suspended
animation, with interest rates staying unchanged.
That is not quite the unmitigated disaster it may sound like, as our interest
rates are at 35-40 year lows, and credit growth at 9%-10% is roughly in line
with nominal GDP growth of 8%-9%. The credit growth may be experiencing a
few wrinkles in recent years, with unsecured lending having had a good run
and mortgage debt a poor one, but that seems already to have begun a slow
normalisation. So in an overall sense, the credit channels are open and mostly
operating or about to normalise in coming years, the monetary transmission
mechanism is functional, why do more?
Our growth underperformance is structural, and until the behaviours making it
such are addressed there is really very little monetary policy can do about it.
Still, some of our resources are unnecessarily idled due to a lack of
confidence, and a central bank might want to see whether it could tweak a bit
more activity growth from such idled resources by lowering interest rates
further. The caveat is inflation, and it is not co-operating, keeping policy in
limbo, for now.
Could this change? Looked at this way, if inflation were too spike worryingly
and more than just temporarily, one could expect SARB to start raising
interest rates even if growth were slow or even still slowing. Similarly, if growth
were to fall away dramatically still further, and inflation looked like remaining
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within or close to the target range of 3%-6%, one senses the SARB would not
indefinitely remain sitting on its hands, and cut rates some more.
Which raises the interesting question what range of growth/inflation
combinations we might still encounter going forward and how this will affect
the SARB policy stance? At what point will SARB raise rates or still cut? The
SARB risk analysis is not a happy one. In essence, SARB remains consumed
by the risks inherent in the still mutating global crisis condition with (potentially
many) unintended consequences, and this WITH NO END IN SIGHT for still
many years.
This remains the SARB primary concern. Its main implied risk is new shock
developments that could worsen the global environment, also catching the
Rand negatively, giving us inflation spikes which may be more than just
temporary affairs, necessitating SARB to act.
Always understated in this risk analysis is the view that under certain
circumstances, global adversity translates into positive precious metal shocks
(though adverse coal and iron ore shocks), potentially creating new windfall
conditions for us. Entirely against the global grain, it would suggest Rand
strength and diminished inflation impulses. The other SARB concern, usually
mentioned secondly, is the domestic condition, our home-made supply
shortcomings and lack of confidence making for growth shortfalls, in addition
to whatever growth suppression the world may offer us.
On this domestic front one can take a happy view that the government means
well, policies are being vigorously pursued and growth will follow. Between the
lines, however, the policies being pursued are mostly heavily redistribution
driven rather than growth friendly, or the basis for such growth (more technical
expertise in the public sector to guide the infrastructure roll out) simply
remains missing.
A less happy analysis may conclude that SA remains preoccupied by past
political legacies which prevent it from decisively addressing growth
bottlenecks. Institutionally, we need public service and labour relations
reforms which are currently beyond us and which may require political
changes first. In the meantime, the domestic sources making for a low growth
performance remain unaddressed while being reinforced by unfriendly global
conditions suppressing our net trade contribution.
And this already for some years being the case, and potentially many more
years still to come, this potentially being, as with the SARB view regarding the
evolution of the global crisis, WITH NO END IN SIGHT. When we bookend
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one NO END IN SIGHT with the other NO END IN SIGHT, we get a sustained
suspended animation of the present SARB policy dilemma.
The US attempted normalisation of its Fed monetary policy, starting with QE
tapering and ending eventually with interest rate tightening and normalising,
may take all of six years reckoned from today. Similar (or longer) timeframes
may apply to the BoE, ECB and BoJ. China is a different case but no less
relevant to our playout, for better or worse.
Throughout this long global transition we can expect as a matter of course
market expectations geared to reducing liquidity and therefore weakening
pressure on the Rand, keeping our inflation pressure elevated, too. We may
expect these same tendencies to put downward pressure on (some of) our
precious metal prices. To the extent that this is not compensated by a weaker
Rand, it could weaken important parts of our mining sector and add to
pressures on our balance of payments.
If this is the standard outlook through 2020, any global shock events would
still come on top, either further worsening the Rand and inflation outlook (or
temporarily improving it if on the back of windfalls materialising).
This is a complex picture indeed, a very challenging once-in-500-years
domestic political complexity encountering a once-in-1000-years global
complexity (or whatever personal odds you may favour on either). And
between them, they could keep our SARB in limbo with their implied policy
dilemma for a remarkable length of time, not just for a year (the distance to the
last interest rate change) but possibly for a number of years.
In exceptional conditions, even many years. Though not forever, for that would
be a really long time.

Things That Make You Go Hmmm...
by John Mauldin

Things That Make You Go Hmmm...
In 1964, Roald Dahl penned what is arguably his most famous book. It tells
the story of a poor boy who, thanks to the discovery of a golden ticket
concealed in a bar of chocolate, wins his way into a magical factory run by a
mysterious oddball named Willy Wonka.
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The book, Charlie and the Chocolate Factory, was a smash hit; and inevitably
the book was turned into a screenplay, which spawned a 1971 movie. Even If
you have read the book or seen the movie, it may be worth reacquainting
yourself with the plot before we dive in any deeper:
Mr. Willy Wonka, the eccentric owner of the greatest chocolate factory in the
world, has decided to open the doors of his factory to five lucky children and
their parents. In order to choose who will enter the factory, Mr. Wonka devises
a plan to hide five golden tickets beneath the wrappers of his famous
chocolate bars. The search for the five golden tickets is fast and furious....
Charlie Bucket, the unsuspecting hero of the book, defies all odds in claiming
the fifth and final ticket. A poor but virtuous boy, Charlie lives in a tiny house
with his parents, Mr. and Mrs. Bucket, and all four of his grandparents.
In the factory, Charlie and Grandpa Joe marvel at the unbelievable sights,
sounds, and especially smells of the factory. Whereas they are grateful toward
and respectful of Mr. Wonka and his factory, the other four children succumb
to their own character flaws. Accordingly, they are ejected from the factory in
mysterious and painful fashions.
During each child’s fiasco, Mr. Wonka alienates the parents with his
nonchalant reaction to the child’s seeming demise. He remains steadfast in
his belief that everything will work out in the end....
After each child’s trial, the Oompa-Loompas beat drums and sing a moralizing
song about the downfalls of greedy, spoiled children. When only Charlie
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remains, Willy Wonka turns to him and congratulates him for winning. The
entire day has been another contest, the prize for which is the entire chocolate
factory, which Charlie has just won. Charlie, Grandpa Joe, and Mr. Wonka
enter a great glass elevator, which explodes through the roof of the factory.
(Source: iSL Collective)
In the movie's first act, Bill, the owner of the sweetshop, sings a song written
by Anthony Newly and Leslie Bricusse, called "The Candyman", which praises
the wonderful world created by Wonka and espouses the pure joy of living in a
place where everything is deliciously sweet; miracles, dreams, and rainbows
are ubiquitous; and any sorrow is separated and discarded in favour (yes,
there's a u in favour — deal with it!) of cream ... pure cream.
As Bill hands out free candy to a group of wide-eyed kids, you can see in their
eyes the pure joy that only comes of living in a world where everything is
wonderful and nothing bad ever happens.
Ladies and gentlemen, I give you ... the S&P 500.

Source: Bloomberg
Yes, the US equity markets have bought firmly into the idea that everything is
right in the world and that nothing will ever be allowed to go wrong. A prime
example of this attitude emerged last Thursday, when we were greeted with
two irreconcilable headlines on the same day:
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Detroit declares bankruptcy, becoming largest city in U.S.
history to go belly up
That was courtesy of the New York Post, and the opening paragraph — in true
New York Post style — went straight to the meat of the story:
(NY Post): Detroit on Thursday became the largest city in U.S. history to file
for bankruptcy, as the state-appointed emergency manager filed for Chapter 9
protection.
In paragraph 10 of the article, the Post went on to disclose the size of the hole
on Detroit's balance sheet:
Detroit's budget deficit is believed to be more than $380 million. Stateappointed bankruptcy expert Kevin Orr has said long-term debt was more than
$14 billion and could be between $17 billion and $20 billion.
Wait ... what?
"... more than $14 billion and could be between $17 billion and $20 billion."
Sadly, this is the world we live in — where a state-appointed bankruptcy
expert talks about a possible discrepancy of $6 billion in a city's accounts and
the figure is relegated to paragraph 10. Unicorns and rainbows. (Jefferson
County, AL, the biggest previous municipal bankruptcy, totalled only $4
billion.)
Meanwhile, gracing Reuters on the same day was this little beauty:

Dow, S&P 500 end at all-time highs on earnings, Bernanke
The first paragraph of that story read as follows:
(Reuters): The Dow and the S&P 500 closed at record highs on Thursday
after Morgan Stanley and others reported better-than-expected earnings and
Federal Reserve Chairman Ben Bernanke's comments further reassured
markets.
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A little higher up in the story than the Detroit balance sheet shortfall in the
New York Post piece (in paragraph 6, for those of you keeping score at home)
was this expansion on the headline:
(Reuters): Bernanke, speaking before the Senate banking committee,
reiterated comments he made on Wednesday to the House Financial Services
Committee. He stressed that the timeline for winding down the Fed's stimulus
program was not set in stone.
"We got no negative surprises from the Fed chairman today, so the market
liked that," said Bucky Hellwig, senior vice president of BB&T Wealth
Management in Birmingham, Alabama.
Ladies and gentlemen, I give you Ben Bernanke — the Candyman. (Or
perhaps that should be the Bendyman? Quite suitable, given the extent of his
flexibility, don't you think?)

Source: Warner Brothers/Zimbio
As Bucky Hellwig points out, the market likes it when there are no negative
surprises from the Fed chairman — the corollary of which is that the market
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HATES it when the Candyman threatens to stop with the sugar — last month's
Taper Tantrum being the obvious and most recent example.
But in its adherence to whatever is being handed out by Bernanke, the market
is failing to pay attention to signals that would ordinarily call for caution. That is
the danger of getting kids hooked on candy: rationality tends to fall by the
wayside and behaviour becomes harder and harder to understand until,
ultimately, a sugar crash occurs:
(Wikipedia): A sugar crash or glucose crash is the term used in American
popular culture to refer to a supposed sense of fatigue after consuming a large
quantity of carbohydrates, also known as reactive hypoglycemia. It is variously
described as a sense of tiredness, lethargy, irritation, or hangover, although
the effects can be less if one has undertaken a lot of physical activity within
the next few hours after consumption.
The symptoms of a sugar crash are of interest in the context of this
discussion:
(Wikipedia): Symptoms associated with sugar crashes are similar to those
experienced during periods of hypoglycemia, though not as severe ...
Confusion and difficulty concentrating on daily tasks
Anxiety
Light-headedness
Fatigue
Headache
Irritability
The majority of these symptoms, often correlated with feelings of hunger,
mimic the effect of inadequate sugar intake as the biology of a crash is similar
in itself to the body’s response to low blood sugar levels following periods of
glucose deficiency.
Hmmm... OK... now that we know what a sugar crash looks like, let's file that
information safely away under "To Be Continued..." and get back to Willy
Wonka and the Chocolate Factory, and in particular to the moment when the
five eager children who have found the golden tickets get their first glimpse
inside the magical wonderland created by Willy Wonka, where everything is
both edible and almost painfully sweet.
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Huge toadstools are made of cream, trees bear candy canes by the hundreds,
gigantic lollipops sprout from the ground, and a waterfall of pure chocolate
cascades into a chocolate river that bisects Wonka's wondrous world.
As the kids go hog-wild, falling over themselves to gorge on all the free candy
made available by their generous, if sartorially challenged, benefactor, Wonka
begins to sing:
Come with me
And you'll be
In a world of
Pure imagination
Take a look
And you'll see
Into your imagination
We'll begin
With a spin
Traveling in
The world of my creation
What we'll see
Will defy
Explanation
If you want to view paradise
Simply look around and view it
Anything you want to, do it
Wanna change the world?
There's nothing to it
There is no
Life I know
To compare with
Pure imagination
Living there
You'll be free
If you truly wish to be
Wonka's message naturally finds favour with the kids because, let's face it,
they're not really listening to the rantings of the strange man with the crazy
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hair in the purple suit; all they see is free candy, and that's all they care about.
The scene reminds me of a cartoon by one of the greatest cartoonists of the
modern era, and one of my idols, Gary Larson.

I first saw these panels whilst living in Japan in the late 1980s (the Far Side
cartoon in the Japan Times was invariably a highlight in the days after the
Nikkei bubble burst!), and they have stayed with me ever since.
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This need to suspend reality and venture into a world of pure imagination is
becoming ever more necessary as the S&P scores a series of new highs
against a backdrop of sobering indicators and events such as the biggest
municipal bankruptcy in US history.
The market, like Larson's "Ginger", hears just the words it is interested in.
Words like stimulus and zero percent for the foreseeable future.
To put the Detroit situation into proper perspective, Tyler Durden and the team
at Zerohedge have published a list of 25 facts about Detroit that make clear
the momentous proportions of the demise of what was once America's fourthlargest city.
To pick a few beauties at random:
At this point, the city of Detroit owes money to more than 100,000 creditors.
Detroit is facing $20 billion in debt and unfunded liabilities. That breaks down
to more than $25,000 per resident.
At this point, there are approximately 78,000 abandoned homes in the city.
About one-third of Detroit's 140 square miles is either vacant or derelict.
But, in our world of pure imagination, the S&P 500 shrugged off Detroit to
make another new high, despite warnings about possible future defaults:
(CNBC): "Everyone will say, 'Oh well, it's Detroit. I thought it was already in
bankruptcy,'" said Michigan State University economist Eric Scorsone. "But
Detroit is not unique. It's the same in Chicago and New York and San Diego
and San Jose. It's a lot of major cities in this country. They may not be as
extreme as Detroit, but a lot of them face the same problems.
"Anyone who lives within their means suffers from a lack of imagination."
– Oscar Wilde
As the chart below so clearly demonstrates, the S&P 500 has decided that the
assets on the Fed's balance sheet are a far better indicator of the health of the
economy than such outdated things as, oh, I don't know ... revenues, maybe?
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Sales? Growth? And why not; the sugar is still being doled out left and right,
and investors can gorge with abandon.

Source: ZeroHedge/@not_jim_cramer
But it's not just the S&P 500 living in a world of pure imagination.Everywhere
you look there are signs of a severe disconnect between the real world and
the world of free candy and everflowing chocolate rivers that investors are
being urged to believe in.
Take Europe — please. (Hat tip, Henny "I'm here all week" Youngman)
"Everything you can imagine is real." – Pablo Picasso
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Source: ECB/Soc Gen
(Zerohedge): Presenting Europe's annual change in M3, alongside the far
more important bank lending to the Euro area private sector. It is the latter
which just dipped at a record low, indicating once more that Europe's
monetary transmission mechanism is not only clogged up (a rising M3 should
have a favorable impact here) but hopelessly broken. In other words, it is the
brown line in the chart [above] that is ... giving the ECB chairman nightmares,
and is leading to such secondary effects as record high unemployment and
negative GDP growth virtually across the entire Eurozone.
"Reality leaves a lot to the imagination."
– John Lennon
Yes, the monetary transmission mechanism in Europe remains broken —
despite the trillions spent in trying to free up the blockages in the system. No
matter how strong the financial encouragement given to European banks, their
desire (and, more importantly, their ability) to lend remains impaired; but you
would never know it from behaviour of the euro, which, as you can see from
the first chart below (courtesy of Greg Weldon), seems set to break through
overhead resistance and strengthen further. That development, perversely, is
exactly what Mario Draghi doesn't want and Europe cannot possibly allow to
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happen. (For a free trial of Greg's phenomenal, and to my mind indispensable,
work, click HERE.)

Source: Greg Weldon
Ordinarily, with the region's troubled currency going precisely where it can't be
allowed to go and creating significant headwinds to corporate profit growth,
European equity markets would of course be under pressure. The following
chart demonstrates that far from suffering mightily under pressure, the DAX
and CAC40 have entered the realm of pure imagination.
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Source: Bloomberg
"You can't depend on your eyes when your imagination is out of focus."
– Mark Twain
The folks at Zerohedge have been on a tear lately, and this weekend they
showed us yet another chart which, against the backdrop of all-time equity
market highs, highlights the fantasyland created by the Candymen of the
central banks: US GDP revisions.
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Source: Zerohedge
(Zerohedge): There appears to be a level of optimism priced into every macroeconomic forecast. Whether this is simply mean-reverting models or a
systematic need to justify an ever-increasing equity market is unclear, but over
the past few years the consensus GDP growth forecast has fallen by around
0.7 percentage points over the year before its final release (as hope turns to
reality). So just how bad is the current environment? With the latest update of
Q2 2013's GDP consensus forecast now at 1.0%, the last year has seen the
consensus drop a stunning 2.0 percentage points (almost triple the average
loss of hope). Of course, as we noted here, we'll make it all up in H2 2013
(even as CEO after CEO adjust down their outlooks).
In the real world, forward-looking predictions of weakening GDP would be akin
to what Bob Geldof described as "clanging chimes of doom" and send equity
investors scurrying for the safety of the bond market before slowing growth
showed up in corporate profits; but unfortunately (see earlier comments on the
Taper Tantrum), as long as the Sugar Daddy is still in control, the real world
can take a hike, and we'll all live in the Funny Money Factory.
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"Disneyland will never be completed. It will continue to grow as long as there
is imagination left in the world."
– Walt Disney
If investors did rush into the bond market, they would discover another world
where traditional safe-haven assets are priced at all-time highs, on the pure
fantasy of low rates forever.
"Logic will get you from A to Z; imagination will get you everywhere."
– Albert Einstein
The Candyman of the Federal Reserve has promised low rates until
unemployment drops to 6.5% (kinda), and since he made that linkage explicit,
the rate has been falling fairly consistently:

Source: BLS
But, as everybody now surely realizes (but I will show again), the labour force
participation rate has been falling in similar fashion, which adds an element of
fantasy to the headline number:
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Source: BLS
Buried elsewhere in the reality of the unemployment statistics are such
irritating details as the percentage of the labour force who have bachelor's
degrees and full-time jobs:

Source: BLS
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Oops! Never mind.
“There are no rules of architecture for a castle in the clouds.”
– G.K. Chesterton
Everywhere you look (as long as you are prepared TO look), the differences
between the evidence surrounding us every day and the vision of a perfect
world being generated by the Candymen are so blindingly apparent that it
makes the willingness to believe in the fantasy simply ... fantastic (and I mean
that in the literal sense).
Slowly, surely, despite official headlines that suggest strength is returning and
economies are about to embark on a miraculous growth spurt, commentators
are looking out through the bubble walls of the fantasy and into the harsh light
of reality. What they are finding isn't pretty.
Last week, as headlines suggested the UK economy was nothing short of
"robust" after a surprise 0.6% increase in GDP in the second quarter, Liam
Halligan pointed out both the fantasy —
(UK Daily Telegraph): Among our political classes, this latest GDP data is
widely viewed as "game-changing". The Tories, while not wanting to tempt
fate by claiming to have spotted the "green shoots of recovery", are
nevertheless cock-a-hoop. The economy is "on the mend", says George
Osborne, the newly emboldened Chancellor. On the surface, at least, that
seems plausible.
Between March and June, the economy grew at its fastest rate since the third
quarter of 2012, the time of the London Olympics. Aside from that one growth
boost last summer, the latest 0.6pc expansion represents the quickest growth
since the second quarter of 2010.
The GDP fine-print also shows that all four main UK sectors — services,
manufacturing, construction and agriculture — grew over the last three
months. Again, that hasn’t happened since 2010. So nobody could credibly
argue these latest statistics aren’t good news.
— and the reality:
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Despite that, it would be foolish to suggest that the British economy is out of
the woods, or that a sustainable recovery is now probable or even likely.
Grave economic dangers lurk on the global horizon — not least in the shape
of the eurozone bond market and the oil price.
What’s more, the growth we’re now seeing in Britain is, I’m sorry to say,
largely illusory — the result of still massive government borrowing and
ongoing money printing, which in turn has kept headline interest rates
artificially low.
... consider that we remain locked in the most feeble economic recovery in our
history. While other leading Western nations like Germany and the US have
more than recovered the GDP losses sustained during the sub-prime crisis,
the British economy, even after this latest growth flicker, is still 3.3pc smaller
than at the time of its pre-Lehman peak.
Beyond the headline numbers, real wages continue to shrink as inflation —
which has been above the Bank of England’s 2pc target for more than three
and a half years now, despite extremely weak growth — continues to erode
purchasing power. Including population growth, British GDP per head is
actually some 7pc below its 2007 peak.
There has been no sign, either, of the "rebalancing" away from consumption
and towards exports and investment that the Coalition said it wanted. Back in
2010, Osborne declared his confidence in "a march of the makers", claiming
that manufacturers would power growth via a surge in exports. It hasn’t
happened.
This is anemic growth (from a historical perspective), coated in a nice, sugary
shell.
But there's a nasty twist in the tale, folks. I'm afraid that the creation of today's
world of pure imagination was made necessary not by the 2008 crisis, as
many will argue, but by another fantasy that has perpetuated itself for almost
40 years and convinced just about everyone that it is a beautiful, blissful,
incorruptible reality.
The chart below is one I have used before, but it illustrates beautifully that the
illusion of a wave of increasing prosperity sweeping across the world since the
early 1970s is just that. The reality is that a preposterous amount of borrowed
money was used to create the illusion of growth and skyrocketing wealth. All
2008 did was call in some of the loans:
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Source: Bloomberg
Today's world of pure imagination harbours so many departures from reality
that it is impossible to point them all out in these pages, but try looking at the
lumber price versus the "housing recovery" or at the "growth" in US personal
income (hint: -5% and falling).
Look at China's shrinking GDP and poor PMI numbers. Survey the reality of
life in Greece (which will no doubt be front and centre in these very pages
again soon) or Spain ... or Italy.
Read about the depositors in Cyprus who still can't get their life savings back,
or the impending fragmentation of the Portuguese government. How about the
increasing volatility in the JGB market or the swirling talk of a major shortage
of physical gold?
Everywhere you look, the reality is far from the sweet-tasting sugar rush that
the Candymen in authority keep trying to get us hooked on.
Remember those symptoms that signal a sugar crash?
Confusion and difficulty concentrating on daily tasks
Anxiety
Light-headedness
Fatigue
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Headache
Irritability
Well colour me crazy, but I've got the first five symptoms — and they are really
making me irritable.
So there we have it, folks.
The synopsis of Willy Wonka and the Chocolate Factory included a
description of Wonka's response to the procession of disasters that befell the
children who entered his fantasy world:
During each child’s fiasco, Mr. Wonka alienates the parents with his
nonchalant reaction to the child’s seeming demise. He remains steadfast in
his belief that everything will work out in the end.
Sound like anybody we know?
The world of pure imagination created by the Candymen of the world's major
central banks seems like an innocuous and, frankly, pleasant place in which to
live, but investors should beware. The levels of complacency — made worse
as we enter the summer doldrums — are terrifying to me.
The VIX Index is bumping along its all-time lows (below 13), suggesting risk is
just about as low as it has ever been; Angela Merkel's re-election in midSeptember's German parliamentary vote is seemingly underwritten (even by
Frau Merkel herself); problems in Syria and Egypt are seemingly
inconsequential; and Mario Draghi's as-yet untested vow to "do whatever it
takes" to preserve the euro still rides roughshod over the obvious decay eating
at the PIIGS and now threatening to engulf France.
Oil prices remain stubbornly high and growth anemic; corporate results, whilst
optically passing the smell test, are less than stellar; but poor results are not
being punished as one would expect in a normally functioning market; and
bond markets remain priced for near-perfection.
In short, a sugar rush is coursing through just about every artery of the market
and leading to the kind of symptoms one would expect from such a massive
injection of monetary glucose:
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(Urban Dictionary): Sugar Rush: The intense physiological effect of consuming
too much sugar or glucose...; eating excessive amounts of sugar makes the
brain release dopamine and endorphins, often inducing a mild sense of
euphoria and happiness. This is often accompanied by a strong surge of
energy as the sugar hits the bloodstream.
Sounds pretty much on the money to me, only that's not where the definition
ends:
Sugar highs cause twitchiness, spasms, and hyperexcitability. Sugar highs do
not last very long, and leave a person feeling drained afterwards.
In order to sustain this euphoria, the system needs constant sugar to be
introduced to the bloodstream. The moment that stops, the crash will begin in
earnest.
Beware the day the Candyman runs out of candy.
*******
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