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OVERVIEW

The Eurodream Becomes A Nightmare

The euro has achieved its greatest global impact since it was born: It has 
managed to displace the dollar as the centerpiece of global currency fears, 
and launch the second great global liquidity gush.

The Eurozone’s massive bailouts and reliquifi cation, together with Japan’s 
determination to reduce the yen’s value, provide Ben Bernanke with the 
needed cover for QE2. All three major currency zones are back to the kinds 
of liquidity-driven stimulus policies used—with short-term success—to lift 
their economies out of the threatened Depression. 

Here in the US, the Obama tax and stimulus deal is being denounced by the 
Left as a surrender to the Republicans. We see this as a package that, because 
it is mostly tax relief—unlike the “stimulus package of 2009”—has a good 
chance of getting the economy to rouse from its torpor. 

The President should be congratulated for shrewdly playing a weak hand 
into a credible recovery program that is broad-based in terms of benefi ciaries, 
and encourages business and investment activity. It thankfully bears almost 
no resemblance to the Pelosi-Obama $900 billion of handouts to unions 
(mostly public sector), and long-favored Demodream schemes to green up 
the economy in costly will-o’-the-wisp imagineering. The defi cit damage 
from this new assault on the national balance sheet may well not show up in 
time to prevent solid Democratic victories for the White House and Congress 
in 2012.

Because this gigantic new gush in global liquidity began in Europe—not 
here—we have chosen to devote consideration this month to the crisis for 
the euro.

We are revising our mildly bullish Asset Mix to take advantage of the near-
term market response to the second great series of injections of fi nancial 
heroin into the industrial world economies. We are reducing bond durations, 
and adding modestly to recommended equity exposure. We are also slightly 
reducing our recommended precious metals exposure in Commodity Stock 
accounts—our hedge against a renewed economic crisis—in favor of energy 
and base metals. Massive fi nancial heroin injections are, by their nature, 
unsustainable, but they have powerful impacts on relative performance of 
investment asset classes while they fl ow.

We wish all our clients and friends a Merry Christmas and/or Happy 
Holidays—and a joyful and prosperous New Year.
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The Eurodream Becomes A Nightmare

The euro was the dream of such Eurocentric visionaries as Jacques Delors, 
who inherited De Gaulle’s obsession with dethroning the dollar as the 
standard of global trade. Authorized under the Maastricht Treaty in 1991, 
and born with the new millennium, this new international currency was the 
linchpin of the Continental dream of “ever closer union” for the nations in 
the European Union.

From the beginning, it was meant to challenge the dollar’s status as the global 
currency kingpin—thereby giving the partners’ economies access to credit on 
terms at least as favorable as American borrowers from the Fed.

And, from 2001, it gained strength and credibility against the greenback, 
rising from a low of .86 against the dollar to a 2008 high of $1.60. Many 
nations began to scale back their foreign exchange reserves’ accumulation of 
dollars in favor of the emblem of “the world’s largest economy.” Thereafter, 
its weakness was deemed a blessing to European producers—until this year, 
when it began to fall victim to its internal contradictions.

Euro vs. US dollar
January 1, 2000 to December 14, 2010
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Europe—and the euro—got their names from Europa, who was the Princess 
of Asian Phoenicia. She and her friends were playing amid the king’s prize 
cattle herd. She noticed a remarkably handsome new bull. After garlanding 
his horns with fl owers, she climbed on his back.

Bad call.

It was Zeus, who carried her into the ocean to Crete, where he ravished her. She 
eventually bore him three sons, two of whom—Minos and Rhadamanthus—
became judges of spirits entering Hades.

Not, one might say, an auspicious start for European civilization.

European civilization as a continuum began in Greece, roughly 27 centuries 
ago with the Homeric Age. It fl owered rapidly, and its decisive infl uence 
on Roman ideals and culture meant that it spread across the Continent, 
as the Roman Republic became the Roman Empire. Then came the Asian 
invasions, the Dark Ages, and the centuries of Viking raids. By the Eighth 
Century, the remaining repositories of the scrolls containing classic literature 
and philosophy were in the scriptoria in monasteries in Iona, off the Irish 
coast, and Lindisfarne, off the Scottish coast. From the wisdom and culture 
treasured in those isles, Western civilization was reborn and spread back 
across the Continent.

We thought about those Irish and Scottish monks as Europe’s latest 
reinvention of itself was beginning to unravel in Greece. This time, the raiding 
and violence were mostly in the fi nancial markets, and the transfer from the 
Aegean to the Irish Sea took only a few months.

This is what is known as Progress.

Euro vs. US dollar
January 1, 2009 to December 14, 2010
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At fi rst, the leaders of the Eurozone believed Greek Disease could be contained, 
because the cause of the crisis was not, like the US, in home mortgages and 
bad bank derivative investments, but in sovereign bonds. However, global 
bond investors looked at the tiny yield premiums for German, Dutch and 
French bonds over Greek debt, and raced to switch from the overvalued 
bonds of Greece and other weak Mediterranean economies.

Then, equity investors began to reconsider their—and the Basel Committee’s—
First Article of Investment Faith, that sovereigns are the highest-quality 
investments. Result of the New Agnosticism: torrents of selling of the 
tradable debt and equities of bank stocks both inside and outside the suspect 
economies.

US Dollar Index (DXY)
January 1, 2009 to December 14, 2010
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Portugal was next in line for an agonized reappraisal. Not only was its debt/
GDP ratio far more favorable than Greece or, for that matter, Italy, but its 
President’s name is Socrates. However, its bonds and banks were swiftly 
dumped. (Perhaps some of the investors who were trying to evaluate the 
accuracy of the debt/GDP ratios and the banks’ exposures went back to their 
schoolbooks and saw that one of the original Socrates’ most famous insights 
was “This only do I know: that I know nothing.”)

Still, we were assured, the combined GDPs of Greece and Portugal were too 
trivial to pose a threat to the EU. And Italy, despite its opaque fi nances and 
slow economic growth, could hardly be lumped in with its now-suspect 
Mediterranean neighbors, because it was one of the six founders of the 
European Steel and Coal Commission 59 years ago.

The next full-blown crisis came in far-off Ireland, which had experienced a 
real estate bubble that made the excesses in California, Nevada and Arizona 
look like mere blips.

The scale required for the Irish bailouts, at a time Portugal was negotiating its 
own support, stunned holders of both those countries’ bonds. Although they 
were sold heavily, the European Central Bank, having backstopped Greece, 
had no choice about stepping in to prevent collapses.

Those twin crises forced Spain into an unwanted limelight. The drain 
from Spain’s bonds and bank deposits accelerated dramatically as the 
legislature began enacting cutbacks to close the yawning defi cits, and unions 
demonstrated against losses in public-sector jobs.

As the economist Robert Samuelson notes, the euro was Europe’s second 
great political project—the fi rst being a social welfare state. The euro’s 
problems fl amed out of control in the economies whose welfare programs 
and bureaucracies had expanded fastest in relation to their slow-growth 
GDPs.

Although it was the outer economies which foundered fi rst, last month the 
contagion spread like runaway trichinosis from the PIIGS-sties to the very 
heart of the European Union, as Belgium’s debt was dumped by panicky 
investors and bankers.

That Brussels should be the capital of a country whose fi nancial and political 
survival are being questioned by investors is a new humiliation to Europe. 

...the euro was Europe’s 
second great political 
project—the fi rst being 
a social welfare state.
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However, this should come as no surprise. Belgium’s private sector economy 
has been a conspicuous underachiever for years. As de facto capital of the 
EU, it draws revenues heavily from across the Union as the luxurious swamp 
breeding and feeding the hordes of eurocrats, lobbyists, and lawyers. But it is 
a deeply-divided nation patched together from the Flemish (Dutch-speaking) 
north and the Walloon (French-speaking) South that were fought over by 
Dukes of Burgundy and French and Hapsburg monarchs for centuries.

(It was more recently the site of some of the most hideous slaughters in 
World War I, as memorialized in 1915 by the Canadian John McCrae, who 
died shortly after writing…
 In Flanders fi elds the poppies grow
 Between the crosses, row on row
 That mark our place…
the poem that made the poppy the symbol for Remembrance Day and 
Veterans’ Day.)

Belgium’s North has for long been far more productive than the South. 
Naturally, this means that Belgium’s politics have long been toxic. Of late, the 
division has been so deep that the nation lacks a legitimate government—a 
melancholy situation when one’s bonds and banks are under attack in the 
markets.

Remarkably, amid all this turmoil in the weak economies, the major European 
leader who has—to date—suffered the worst political wounds from this 
unfolding tragedy leads its anchor economy. Angela Merkel is the victim of 
Germans’ growing discontent about their nation’s burdens from the euro.

Germans had the euro foisted on them without a referendum after Helmut 
Kohl obtained approval for abandonment of the prized deutschemark from 
Germany’s Constitutional Court.

That court is now being asked to review its earlier decision to approve the 
adoption of the euro, which included strict criteria for taking away the German 
institution of which the populace was proudest. This re-examination is being 
conducted in light of the seemingly open-ended bailouts facing German 
taxpayers. The Maastricht Treaty’s 3% defi cit limit for euro members had 
impressed the court, along with a rule that, on its face, seemed to rule out 
bailouts of underachievers. That defi cit limit was often breached, but only 
when the Crash came was it completely abandoned, as every member ran up 
desperation defi cits.

As de facto capital 
of the EU, it draws 

revenues heavily from 
across the Union as 

the luxurious swamp 
breeding and feeding 

the hordes of eurocrats, 
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When Ms. Merkel reluctantly acquiesced to the fi rst stage of the Greek bailout, 
while horrifi ed Germans were watching leftist rioters running wild in Athens, 
her mystique as “The German Thatcher” crumbled. (Thatcher was, some 
historians believe, deposed by the Europhilic Tory elites primarily because 
of her all-out opposition to joining the European Monetary Union. They 
were convinced her time was past, but feared that she could run successfully 
for re-election based on her opposition to yielding major new powers—
including the currency—to the Continent.)

Since then, Ms. Merkel has participated fully in all the rescue operations, 
and her popularity has continued to decline. Her party lost for the fi rst time 
in the state election in huge North Rhine-Westphalia, one of its two major 
historic fi efs. Remarkably, voters exited from her center-right coalition and 
voted for the Socialists and even the Communists to punish her apostasy 
from Teutonic prudence.

The rushes to rescue have produced new schemes with new Eurocratic 
acronyms. The European Financial Stability Facility—the EFSF—has been 
created with, theoretically, up to $1 trillion euro-equivalent bailout backing. 
However, The Economist claims that the EFSF could probably not lend more 
than 250 billion euros and maintain an AAA rating.

If it survives, it is to be replaced by the European Stability Mechanism—
ESM—in 2013, but that may require a new treaty. There is no agreement how 
big its lending capacity would be, which makes investors scrutinize countries’ 
coming bond maturity tables to try to anticipate when they will face new 
crises. The ESM will, we are assured, take a critical look at overall debt levels 
through the European Commission, the International Monetary Fund, and 
the European Central Bank before granting new credits to member nations.

The aim of the bailouts and the move to the ESM is “debt sustainability.” 
This means stabilizing the debt/GDP ratio. This sounds like a new form 
of eurodream: how many investors really believe that Ireland’s debt/GDP 
ratio will be stabilized within two years, given the austerity it must adopt? A 
policy of austerity means a commitment to cutting back on social benefi ts 
and employment for public sector unions. That means the number of those 
who know they will lose from it is automatically huge, and is naturally more 
energized than those who simply accept the claims that it’s a necessity. If 
the government which sought to impose restraint falls to demagogues, will 
investors in that country’s debts—whether in bonds or in bank paper—not 
be trying to unload their exposure before the ESM is even born?

When Ms. Merkel 
reluctantly acquiesced 
to the fi rst stage of the 
Greek bailout...
her mystique as 
“The German Thatcher” 
crumbled. 
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And what do the Germans think about it?

Polls showed in 2008 that 56% of Germans wanted their mark back. Now that 
they are being told by their leaders that this could come—if at all—with huge 
political and economic costs, support for turning back has declined—but it’s 
still 48%.

Germans now realize that their fi nancial assets are denominated in a currency 
backed by no government, no taxation system, no army and no navy. The euro 
is a faith-based initiative on majestic scale in a continent that has for decades 
been losing faith in its religions and in its stature in the global economy.

What makes the eurocrisis so different from the US housing crisis is that 
Fannie and Freddie were made part of the national debt, and bank bailouts 
were based primarily on bad mortgage paper in various forms—actual, 
and grotesque Frankensteinian creations by modern mad scientists. In the 
eurozone, both the bank debts and sovereign debts are being discounted, 
which means even a Basel Accord-sound bank stuffed with sovereign paper 
and very few ghastly mortgage CDOs can become fi nancially impaired if its 
sovereign bonds and loans to borrowers in the weakening economies are 
being heavily discounted in debt markets. No US bank heavily laden with 
Treasurys would get into trouble, but vast numbers of eurobanks face trouble 
because of heavy exposure to PIIGStuff.

We are assuredly not rejoicing in the euro’s miseries, although we are on 
record since 1997 in predicting its ultimate demise.

Long-time readers may recall the June 4, 1997 issue of Basic Points that 
included the pictures of the various structures that would appear on the faces 
of coming euronotes. We devoted the issue to explaining that these were the 
fall-back to the fi rst big setback for the gauzy vision of Maastricht.

As we wrote back then: In 1991, the participants toasted the new currency 
with Europe’s fi nest wines, and commissioned a committee to approve 
the designs for the new euro notes. The various currencies with visages of 
politicians and national heroes would be replaced with one set of notes whose 
denominations would be graced with the faces of the great Europeans who 
collectively symbolized European civilization and its accomplishments.

The committee—with one representative from each participating nation—met 
for two years—and then broke up in acrimony.

Germans now realize 
that their fi nancial 

assets are denominated 
in a currency backed 

by no government, no 
taxation system, no 

army and no navy. 
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They had been unable to agree on anybody.

Surely not!

 Leonardo? He designed some sophisticated weaponry for use in the 
seemingly endless wars of the Guelphs and Ghibbelines.

 Mozart? He was a Mason.

 Marie Curie? She researched radioactive materials and thereby may have 
contributed to the atomic bomb.

 Beethoven? He betrayed Austria by briefl y backing Napoleon, and later 
repudiated him. (That may have produced two blackballs.)

 Columbus? Well, his picture would be offensive to native peoples in Latin 
America.

 Voltaire? He despised and ridiculed the Church.

So we wondered: if the new Europe that is being born out of the centuries 
of ashes of the old Europe cannot agree on any European hero or artist or 
statesman as being universally admirable, why should we assume they would 
stick with each other when a real crisis came?

They ended up by agreeing to depict structures on the banknotes—bridges 
and archways. They are generic depictions of styles of architecture since 
Roman times.

So the euro was to us like one of those Grimm fairy-tale babies cursed at 
birth by some witch—a curse that would be triggered by some event many 
years later.

Even though the zone’s constitution has no provision for departures: the euro 
is, in effect, a gigantic Roach Motel. The media are awash in hypotheses—
elegant and otherwise—about possible desperation moves allowing for exits 
by near-bankrupt members, but no euromember has any more legal right 
to leave the euro than South Carolina and allies had to leave the Union. It 
will be recalled what ensued when those constitutionally illegal acts were 
perpetrated. We are not suggesting that anything as horrendous as the Civil 
War would ensue if a PIIG or two scuttled out of its pen; however, because so 
many banks located across the zone would stand to lose heavily from an exit 
and subsequent devaluation, any attempted secession would be seriously 
unpleasant.

...the euro is, in effect, 
a gigantic Roach Motel.
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Outlook for the Rescues

1.  Greeced Skids

Greece has bought time, but the severe terms of its austerity package on a 
fundamentally fl accid economy virtually guarantee continued outbreaks 
of civil unrest in a country that hasn’t distinguished itself for stability or 
economic excellence since classical times. Its banks are in weak condition. 
The spending cutbacks reduce the growth in national debt, but the debt/
GDP ratio—the most crucial of all benchmarks—will continue to deteriorate 
as economic activity declines. This week, as is so often the case, the citizens 
were at their most vigorous—they were rioting.

2.  Portuguese Pain

Portugal’s government debt/GDP ratio is not at Grecian or, for that matter, 
American levels. However, the economy has never been truly modernized, 
and is uncompetitive. European banks have big loans to Portuguese banks 
and that means (a) pain for Portuguese taxpayers and (b) near-certitude that 
the ECB will organize the needed bailouts.

3.  Spanish Bill Fights

Spain had a long, hot real estate boom funded heavily by Spanish and 
non-Spanish banks. Now, its unemployment is near 25%, real estate prices 
continue to slide, and the cost of insuring Spanish debt is rising rapidly. 
To make matters worse, the internal rivalries and resentments that have 
bedeviled Spain since Ferdinand and Isabella drove out the Moors (and 
Jews) and forcibly united the country have reawakened. Catalonians gave 
most of their votes in the November election to a conservative-oriented party 
that isn’t quite an independence party, but is close to it. The diehard Basques 
are gaining new support as Madrid’s support for the regions dwindles. Most 
importantly, Spain is hugely overbanked because of the profusion of cajas 
(which resemble the church-sponsored credit unions of Quebec). These 
under-capitalized and under-managed near-banks are buried under loans 
made when real estate prices were soaring higher than Jose Carreras’s fi nal 
“Vincero!” in Nessun dorma. The investment community fears that a Spanish 
implosion could be the Humpty-Dumpty event that could not be undone 
with all the fi nancial resources that could reasonably be mustered.

The investment 
community fears that 

a Spanish implosion 
could be the 

Humpty-Dumpty 
event...
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4.  Italy: La Commedia Non è Finita?

The curtain did not come down Tuesday on the tragicomic operatic updating 
of Pagliacci: La Vita di Silvio. In its Roman rendering, politicians attempt to 
stab Silvio but, unlike the Leoncavallo original, he survives.

With his highly-publicized sexual and other public peccadilloes that the 
operatic rogue would have enjoyed, Silvio Berlusconi is an easy butt for 
ridicule, but he is one of the patchwork nation’s great political survivors: 
he has been in power for most of the past 15 years. He has held together a 
fractious coalition labeled The People of Freedom Party that includes the 
Northern League—which despises Rome and everything to its south and talks 
of secession—and the pro-Catholic Church political groups, particularly in 
the South, and, it is rumored, politicians backed by the mafi a in the south 
and Sicily. His party is a personal creation which has maintained its power 
because of (1) his charm and tactical brilliance; (2) his dominant ownership 
of Italian television, and (3) the ineptitude of his rivals. The coalition could 
not outlive his rule. There will be rejoicing in many quarters if he falls, but 
there is no one on the horizon who seems likely to could do as good a job 
of holding together the diverse, quarrelsome, and (we confess) deliciously 
charming nation that Garibaldi and Cavour (with a little help from Verdi) 
created.

His skillful fi nance minister, Giulio Tremonti, has managed to keep the 
published defi cit to a mere 5.3%, which in Mediterranean terms is almost 
a surplus. The cutbacks that have been narrowly approved are supposed to 
reduce the defi cit to the magic 3% level by 2013.

The skeptics will doubtless roll their eyes at these reassuring numbers, but Italy 
has a tradition of generating acceptable—if sometimes dubious—statistics. 
We have a particular fondness for the cheekiness of an earlier regime. Voting 
power within the European Economic Community (the predecessor of the 
EU) was assigned on the basis of the size of GDP. The Italians managed 
to convince the EEC to grant Italy voting power equal to Britain’s, because, 
they claimed—quite sensibly—that Italy’s underground economy is a full 
one-third of GDP, and the nation should be credited with that. Whether it 
was to infuriate Margaret Thatcher (for once she was nearly speechless), or to 
enjoy a collective jest, the EEC approved the application.

The curtain did not 
come down Tuesday 
on the tragicomic 
operatic updating of 
Pagliacci: La Vita di Silvio.
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We also savor recalling the outcome of the fi rst—and perhaps the only—
thorough examination of the operations of the Italian government. Not long 
after it joined the EEC, a survey of government effi ciency was conducted, 
with the help of outside experts. Among its many embarrassing discoveries 
was that one government agency that was taking on larger offi ce space and 
adding new staff was the department created in 1861 to fi nd farmland for 
Garibaldi’s volunteers after the fi rst phase of the Risorgimento. For all we 
know, it may still be alive and adding to staff; if so, the austerity program 
could be the fi rst major constraint on its growth in 150 years.

5.  Erin Go Broke

We recently saw a play by Martin McDonagh, one of the two best-known of 
living Irish playwrights. Like all his plays, and those of most of his compatriots, 
it was characterized by boozing and battling. An Irish friend of ours once told 
us that there is a mordant Irish saying that “God gave whiskey to the Irish 
so they would not rule the world.” Ireland’s “Celtic Tiger” economy in the 
past decade has had dual roots—a sustained booze-up in real estate by the 
locals, while major global corporations were engaged in a powerful buildup 
of production and distribution facilities. Ireland’s 12.5% corporate tax rate, 
and its low personal tax rates made it a favored platform for multinationals 
to supply European customers. Now that the Irish banks are being bailed 
out from over-indulgence, the unemployment rate is climbing, and house 
prices are collapsing, the hangover from the excesses has begun. In the recent 
by-election, the candidate from Sinn Fein—the party long connected with 
Marxist rebels against British rule in Northern Ireland—triumphed. The 
government’s majority hangs by a thread—and that threatens the painful 
promises made to lenders and rescuers.

“God gave whiskey to 
the Irish so they would 

not rule the world.”
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The Creditors Look at the Bailout Funds

According to BCA Research, German banks have US $394 billion invested in 
the four currently oinking PIIGS—Portugal, Ireland, Greece and Spain, while 
French banks have $318 billion, and the banks of Italy have roughly $50 
billion. (Those Italian banks have slightly less PIIG exposure in relation to 
assets than US banks—at .95%.) Remarkably, British banks have the highest 
percentage exposure at roughly 5% of their assets, but Britain isn’t joining in 
the bailouts.

In the classic words of a 19th century Austrian diplomat (as quoted recently by 
Zbigniew Brzezinski in another context), “The situation is catastrophic—but 
not serious.” In other words, those in charge are appalled to discover that their 
banks are grossly overexposed to underachieving nations whose collective 
GDP is roughly one-third of the eurozone, but are confi dent that the various 
rescue organizations will be up to the task.

We understand that Angela Merkel had some very specifi c German banks’ 
exposures in mind when she broke from her previous public stance of fi rmness 
and reliance on the strict wording of the Treaty to once again make Germany 
the paymaster of a Europe that sticks together under duress. However, she 
had earlier alarmed the debt markets by suggesting that investors in troubled 
sovereign and bank debt “might have to take haircuts.”

The Greeks were particularly furious at the Germans for hesitating on 
rescuing them from their dishonesty, incompetence and laziness, shouting 
“Nazi!” For more than a half-century, Germans have been the subsidizers 
of pan-European programs devised mostly by the French and the eurocracy. 
They generally refrained from complaint about the basic unfairness until 
they found themselves locked into a $100 billion bailout of East Germany 
after the Fall of the Wall. None of their fellow Euromembers volunteered 
to participate in history’s costliest recovery—and some strongly opposed 
reunifi cation. West Germans collectively sacrifi ced heavily to bring their 
“brethren” (known as “Ossies”) up to something approximating the living 
standards they had achieved through hard work and excellence. But they 
learned that the benefi ciaries of their largesse were limited both in their 
gratitude and in their output. The assumption that “A German is a German” 
was seriously challenged. Despite all the assistance in the form of cash, 
free technology transfers, subsidized factory openings, and the panoply of 
aid, much of East Germany remains backward compared with the West—
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and Ossies are collectively resentful about that. They have long wallowed 
in confi rmation of their resentment about the successful Wessies from the 
propaganda of leading leftist German novelists, such as Günter Grass, who, 
like their counterparts across the West, continue their sustained demonization 
of the values and people of the wirtschaftswunder who built the German 
miracle.

Angela Merkel’s rather surprising capture of the CDU-CSU leadership could 
have been a big boost to the morale of her East Germany compatriots, except 
that she rejected the socialist and Communist views that were so widespread 
in her region. She transferred this tough-mindedness to the Chancellorship, 
and became a political star across Europe. (To be candid, there aren’t that 
many other bright lights in the European fi rmament, so her star can shine 
brightly amid the dullness. Europe is today short of Adenauers and De 
Gaulles. )

Once she broke away from Germans’ wrath at a re-interpretation of the terms 
of the Nice Treaty governing the union, she has been in the forefront of the 
rescue brigade. She has not only come to understand the perilous position 
of so many of Germany’s banks, but she also understands how Germany has 
benefi ted from the EU: its factories enjoy unlimited access to the consumers 
across Europe, and the very effi ciency of German factories has led to shutdowns 
of competition within the union. According to the BIS, of the German banks’ 
$512.7 billion exposure to the non-Italian PIIGS, $118.4 billion comes from 
“other exposures,” including guarantees and credit commitments other than 
commitments to banks.

 There’s a new aperçu
 Across most of the EU:

Germany has benefi ted more than any other nation from the free-trade zone and the 
euro because of its factories, so it should pick up most of the rescue costs.

So say many of the prominent and vocal economists and politicians from 
most of the Eurozone.

Well, it’s certainly a better rationale than the policy of the past—reminding 
the Germans of Hitler whenever they were slow about responding to requests 
to pick up most of the tab. Germans who remember from personal experience 
the Nazi era are a small minority now, and most are heartily sick of hearing 
“partners” who don’t work as hard or save as hard as Germans remind them 
of their duty to expunge the past with presents in the tense present.

Germany has benefi ted 
more than any other 
nation from the free-
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because of its factories, so 

it should pick up most of 
the rescue costs.



16 December 2010

The Eurodream Becomes A Nightmare

THE COXE STRATEGY JOURNAL

For decades, the big decisions about the management of Europe came from 
the entente cordiale between France and Germany. That duo was formed when 
the European Coal and Steel Community was created in 1951, the predecessor 
to the European Economic Community, and, after Maastricht, the European 
Union. When a meeting of the participants was pending, the German and 
French leaders would meet fi rst, and agree on a common approach to the 
leading issues. De Gaulle had ensured Eurocentric policies would continue 
under French management when he blackballed Britain’s fi rst bid to join 
the EEC in 1963. (In his characteristic style, he betrayed his closest British 
ally and supporter of World War II years, Harold MacMillan—fi rst assuring 
him privately his application to join would be treated respectfully, then 
humiliating him publicly.)

This seemingly unlikely partnership between foes in history’s two biggest 
wars is not as odd as it might seem. As the landmark fi lm The Sorrow and 
the Pity and many recent books reveal, a large percentage of the French 
population seems to have taken the German occupation of France with a 
Gallic shrug, accepting the line that the Vichy government was a “somewhat 
French” institution. Some of them helpfully pointed out to SS offi cers fellow 
citizens with French names and Jewish backgrounds who were eligible 
for those mysterious “training camps” somewhere in central Europe from 
which nobody seemed to return. Entertainers—including Edith Piaf—
“worked for the money” by entertaining German soldiers. The idea that the 
overwhelming majority of citoyens were ardent supporters of De Gaulle’s 
France libre was a useful story after the war ended that allowed the believers 
to convince themselves they had liberated themselves with a little help from 
the Americans (and even less from the Brits). Britain and America went along 
with that airbrushing (with teeth clenched), because it helped to keep the 
powerful French Communist Party from taking control amid the stressful 
conditions of the years immediately after the war.

Merkel and Sarkozy have been unable or unwilling to continue this long 
tradition of uniting to rule Europe in the eurozone crisis, and this has 
weakened their partnership within the European Community. Whether it is 
because the British are not directly involved—although Britain has joined in 
assisting Ireland—or because neither Sarkozy nor Merkel is part of the elite 
traditions and attitudes of the postwar era in their countries, the eurozone is 
no longer being quietly directed out of Paris with support from Berlin.

That power-sharing worked to Europe’s great advantage, however much it 
may have annoyed London and Washington at times. Adenauer, Schuman, 
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De Gaulle, Brandt, Schmidt, Mitterand and Kohl were collectively, in De 
Gaulle’s words, hommes serieux. They were steeped in European history, 
understood power and its uses and abuses, and were not mere emanations of 
doctrinally narrow political organizations. They were the leaders who made 
the inhabitants of the Continent try to think of themselves—for the fi rst 
time—not merely as citizens of a particular country, but as Europeans engaged 
in an historic venture of cooperation and progress. It was—and remains—a 
noble venture with commendable results.

What De Gaulle and other hommes serieux understood is that Europe has to 
be more than just a free trade zone among nations—it must have a shared 
vision. Why? Because there are so few European nations that have existed 
continually in their present geographic confi gurations for for more than 
a few centuries, and Europe’s history is replete with hatreds, rivalries and 
wars. Some of the EU members are routinely at risk from separatist forces 
with histories dating back through centuries: think Spain, Italy, Belgium, 
Great Britain, and of the rapid division of Czechoslovakia after the fall of 
Communism.

That this tradition of pan-Europeanism is seemingly becoming attenuated is 
an unsettling development for investors in the eurozone.

If nobody’s in charge, who will pick up the tab?

The banks who bulked up on bonds of the frail or fevered economies did 
so because, (1) under Basel Rules, they did not have to make any capital 
allocations to support those investments, and (2) there was a widely-held 
belief that if one or two countries got into trouble, the bondholders would 
be paid in full by the European Central Bank or some European crisis 
management group. That faith has been challenged, although the putative 
successor to Jean-Claude Trichet, Germany’s Wolfgang Schäuble, has in 
recent weeks become the most vocal proponent of “all for one and one for 
all to save the euro”.

His enthusiasm for the euro came after the hectic events of October. As the 
Bank for International Settlements (BIS) notes, “The surge in sovereign credit 
spreads began on 18 October when the French and German governments 
agreed to take steps that would make it possible to impose haircuts on bonds 
should a government not be able to service its debts….In the following two 
weeks, Irish spreads went up by more than 200 basis points and the CDS 
spread curve inverted indicating that market participants now saw a more 
immediate risk of a negative credit event.”

If nobody’s in charge, 
who will pick up the tab?
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History shows that when an overlevered and underachieving economy faces 
default, rescue comes only after bondholders have taken a hit. Argentina is 
merely the most prominent of such outcomes in recent memory. The weak 
economies in the Eurozone cannot expect to roll over their existing debt—let 
alone raise new funds—for many years unless their economic growth exceeds 
their debt growth. That presumes a truly robust global economy in which the 
weaklings fully share. It also assumes that the ECB can somehow prevent 
interest rates on the bond rollovers from climbing sharply, thereby defeating 
all the agreed-on austerity plans.

The far more probable outcome is a series of painful restructurings—painful 
to citizens in the troubled states, and painful to bondholders. Prospective 
growth rates are more important to bondholders and bank lenders than 
current balance sheets.

Will a seemingly endless series of debt crises, bailouts and crippled economies 
end up in an implosion of the euro?

We suspect that the commendable optimism and idealism that spawned 
the euro made no allowance for the great diversity in national priorities, 
profi ciency and honesty. It invited, in effect, underperforming economies 
to fudge their defi cits—and particularly the longer-range costs of sweetheart 
public sector benefi t programs. Moreover, it implicitly assumed that, through 
collective enthusiasm, Europe could repeal its past.

Repealing history—when the history is long and frequently bloody—has 
been—all too often—like plowing the sea. As Faulkner wrote of the South, 
another region with long, unhappy memories, “The past is never dead. It 
isn’t even past.”

The euro would indeed have been a splendid achievement if it had worked 
out as the idealists envisioned.

The global fi nancial crisis and recession were obviously not envisioned. They 
exposed the internal weaknesses in the weakest economies—which might 
have been soluble had they come to light separately over a period of years.

The euro was the product of the enthusiasm of friends in fair economic 
weather.

The weather will probably not become fair enough soon enough to keep all 
those friendships and rosy visions intact.
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Implications for Investors

1.  The Dollar Stabilizes as the Euro Gasps for Air

Euro vs. US Dollar
December 14, 2009 to December 14, 2010
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For the decade that we have been advocating over-weighting in commodity 
stocks to participate in history’s greatest-ever commodity boom, one of our 
core arguments has been the ever-weakening fundamentals for the dollar.

The currency that was christened as the central component of the postwar era 
at Bretton Woods has had an erratic and frequently terrifying career since the 
end of the Korean War.

The period between 1955 and 1971 was characterized by a continuous US 
current account defi cit that was a crucial factor in the European recovery.

Under the Bretton Woods rules, the US gold reserves were continuously open 
to cash out foreign central banks’ excess holdings of dollars.

By the time of the Kennedy Presidency, the weekly leak of gold was becoming a 
national embarrassment and, in some quarters, of deep concern. It was illegal 
for Americans to hold gold and the regnant liberal economists unanimously 
shared Keynes’s view that it was “a barbarous relic.” The Chairman of the 
House Ways and Means Committee slapped down Republican initiatives 
to set limits on the amount of sales to any central bank, saying that the 
nation should sell every last ounce if necessary because that’s the law and 
the promise.

What ensued in response was (1) an orchestrated outburst of profi table 
patriotism as leading corporations took full-page ads calling on Americans 
to “save our gold”—which it was illegal for them to own—by dealing with 
American companies rather than foreigners. Pan Am was one of the most 
conspicuous of such advertisers, and (2) Kennedy’s Interest Equalization 
Tax, which slapped a penalty on almost any foreign investment made by 
an American citizen. The tax was 15% on the purchase price of any foreign 
stock, and a sliding scale on foreign bonds, ranging from 1% for one-year up 
to 22.5% for bonds maturing 28 years or more in the future. The Republicans 
fi nally mustered Congressional votes to repeal the tax in 1974—even though 
the dollar was having troubles at the time. (Treasury Secretary Connally 
famously told a foreigner complaining about that weak dollar, “It’s our 
currency and your problem.”)

Gold’s rush from $36 in 1971 to $825 in 1980 was frequently ascribed to the 
sustained weakness of the dollar.

But the dollar wasn’t issued by some tin-pot dictator in a tropical hellhole. 
Nor did actual infl ation during the 1980s justify the rocket rises in gold and 
silver. Gold’s fl ight past, say, $500 was no longer a rush from a collapsing 
currency but had morphed into mania.
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Result: when Volcker and Reagan took charge, precious metal prices collapsed 
and the dollar became prized again—so much so that US manufacturers 
begged Reagan to do something to protect them from European and Japanese 
competitors. James Baker convened the Plaza meeting in September 1985 
which got agreement from the leading nations to devalue the dollar—most 
notably from Japan. The yen’s value rose roughly 50% in the next two years. 
(The Chinese routinely cite the fallout from the Plaza Accord as the principal 
reason why they won’t do anything dramatic to increase the yuan’s value. We 
think the Chinese are using that Japanese knuckling under to US pressure as 
an excuse—not as clear-cut analysis of cause and effect. Japan’s trade surplus 
never disappeared despite the drastic upward revaluation and the Nikkei Index 
and Japanese real estate went into orbit and then crashed—which were hardly 
driven overwhelmingly by the soaring yen. Japan’s Triple Waterfall Crash that 
began in January 1990 still continues, as does Japan’s trade surplus.)

2.  The Dollar, The Euro, and Precious Metals

The dollar was strong at the dawn of the millennium, but entered a bear 
market after 9/11. As commodity prices climbed steadily higher, the dollar 
went steadily lower. What has been most impressive to gold followers is that 
gold has risen each year for ten years, and, if one is to judge from the TV gold 
peddlers, the dollar’s declining value is the key cause.

However accurate that analysis of causality was in the past, it doesn’t explain 
the moves in gold and silver this year: the DXY (the US Dollar Index) is up 
roughly 3%, and gold is up 24%, while silver is up an amazing 71%.

What is likely driving the rush to precious metals is a rising revulsion in 
Europe against this totally synthetic currency which seems to be under attack 
from never-ending problems. The elites are sticking (at least publicly) with 
the euro but many ordinary Europeans—and many ordinary Germans, in 
particular—are considering the implications of having all their cash savings, 
life insurance and pensions denominated in euros. The demand of ordinary 
people to have bullion is—by a wide margin—offsetting the rush of other 
ordinary people to cash in their inherited jewelry. Nor do today’s bullion 
buyers want jewelry for their saving: jewelers’ demand for gold is at its lowest 
level in many years.

The Germans, of course, have Weimar memories imprinted in their genetic 
code. So horrendous was Germany’s infl ation that an up-and-coming 
Canadian chocolate company found that it could reduce the packaging costs 
for its bars by wrapping them in high quality crisp new million-deutschemark 
notes: the paper was worth more than the money it represented.

The Germans, of course, 
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But that was, of course, runaway hyperinfl ation, which is today found only 
in Zimbabwe and other loathsome dictatorships that are respected only by 
the United Nations.

What is happening now is something very different: what happens if one of 
the eurogroup leaves—voluntarily or otherwise?

Germans are being told by some conservative politicians that if the German 
Constitutional Court declares that the euro is invalid, Germany will exit 
the eurozone and they’ll be able to trade euros for deutschemarks and live 
happily ever after.

No one can say how that could happen.

We believe that one driving force for silver, and, to a lesser degree, gold, is the 
fast-developing eurodoubt. It is becoming clearer by the month that some of 
the sickest PIIGS have no coherent survival strategy other than to get by with 
a lot of pelf from their friends.

Hard money starts to have special appeal when someone whose assets are 
overwhelmingly euro-denominated dispassionately adds up the assets and 
liabilities of the eurozone.

The euro’s problems can hardly be discussed without reference to changing 
attitudes within the world’s most dynamic economy. China started 
diversifying its forex reserves out of dollars into euros a few years ago, but 
has not continued that strategy in recent months. Moreover, the increasingly 
important savings of Chinese citizens have begun moving out of all Western 
currencies into precious metals, as markets for bullion open across China.

3.  Stock Markets Get A Renewed Heroin Rush

French CAC 40 Index
January 1, 2010 to December 14, 2010
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S&P 500
January 1, 2010 to December 14, 2010
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When the euro was breaking to new lows and large sectors of European debt 
markets were as frozen and quiet as the snowbound major airports, it was 
beginning to look as if this latest eurocrisis were the Real Thing.
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And then, the euro rallied, the frozen bond market thawed and began to 
romp like Narnian statues returning to life, the gold rally stopped just short 
of $1400, and silver soared to $30 before pausing for breath.

What had happened was (1) the Bank of Japan announced a 5 Trillion 
Yen Asset Purchase Program; (2) the Bank of England gave signals that its 
quantitative easing program could resume, and (3) Jean-Claude Trichet 
of the ECB, backed by the IMF, told the markets that he was prepared for 
quantitative easing and would unleash all the fi repower necessary to keep 
eurobond markets functioning. Britain said it was participating heavily in 
the Irish bailout. Even the Fed chimed in, sending a representative for “talks” 
in Europe about resolving the crisis.

Those central bank moves were enough to send investors rushing to global 
stock markets, and for industrial and food commodities.

We wonder how long M. Trichet will have the freedom of action to print 
money to keep debt markets from coagulation or outright freezing.

When the ECB buys carloads of dubious bonds, it justifi es these megapurchases 
as fulfi lling its mandated function to provide liquidity to European fi nancial 
markets.

But the eurobond problems come from solvency concerns—not liquidity 
concerns—and neither the Maastrich mandate nor the Nice Constitution 
give the ECB authority to protect profl igate PIIGS from capitalist wolves.

When the credit market savages the bonds of the improvident, then the 
ECB’s checkbook can prevent systemic pain...for a while. But these European 
versions of such American debtor disasters as California and Illinois cannot 
be propped up forever without unraveling the frail fabric of the eurozone.

The Big Debate Over QE2

In America, thoughts of QE2 for a few weeks kept bond yields low through 
the summer and early autumn, while generating passionate debate among 
economists, strategists, and people worried about further depreciation of the 
dollar.

We have received a tremendous volume of emails from clients and friends 
about current Fed policy, and they are overwhelmingly negative. In part, 
they come because we had been strongly critical of Greenspan since the 
Long-Term Capital Bailout and the Fed Flood that goosed Nasdaq from 
an overvalued 2400 to 5000; the readers agreed with us about Greenspan’s 
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disastrous policies, and they have collectively concluded that Bernanke 
sipped too much of Greenspan’s Kool-Aid. Some of them are astonished at 
our disagreement.

Despite the advice and arguments from people we have long respected, we 
give Mr. Bernanke the benefi t of the doubt. Last week’s revelations of the scale 
of his emergency lending and bailout activity during the 2008 crisis showed 
that he did what was necessary—and probably a tad more. He followed Lady 
Macbeth’s sound advice to her reluctant husband on the celerity component 
of what she deemed a necessary liquidity gush: “If ‘twere done when ‘tis 
done, ‘twere well ‘twere done quickly.”

As for QE2, he really has little choice:

Adjusted US Monetary Base
(Billions of Dollars, Averages of Daily Figures, Seasonally Adjusted) 
October 1, 2009 to December 1, 2010

Source:  Federal Reserve Economic Data, Economic Research Division, Federal Reserve Bank of St. Louis, 
US Financial Data; December 9, 2010
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Bernanke has proclaimed himself as “the economist who gets it” from 
Milton Friedman about the catastrophic Fed policies of the Depression era. 
He promised Friedman on his 90th birthday that the Fed would not make 
that mistake again.

Look at that chart of the Monetary Base: it makes the Fed almost look like a 
bystander as the monetary and economic activity of late 2009 slowed down. 
The Fed’s apparent noninvolvement came as investors concluded not that 
Congress had retired from its badly-botched attempts to deliver economic 
stimulus. A liquidity gush is surely in order.

So why the chorus of discontent?

When the Bundesbank chief joins in the Bernanke-bashing, calling him 
“clueless,” (while he and his counterparts are busied in bailouts for deadbeats), 
it is surely time for other people to step up and say, “What else can he do? Just 
stand there and watch the economy implode anew?” Monetary velocity is at 
molasses speed. The very stock market rally that Bernanke sought, combined 
with evidence that US taxes aren’t going to leap has driven Treasury yields and 
mortgage rates sharply higher. Something very big has to be done. Besides, 
the problems in the Euro and yen zones give him carte blanche to relubricate 
the economy without unleashing a new dollar crisis. The nightmare scenario 
would be a signifi cant dollar rally, hurting US exports and sucking in more 
imports, accompanied by higher yields across the credit markets.

Why should a savvy investor rush from dollar deposits earning zero to yen 
deposits offering the same yield? According to actuarial forecasts, Japan is 
performing one great service to the world: it is showing how slow, steady, 
stately collective disappearance can hand all that natural beauty back to the 
birds and snakes sometime in the next two centuries. Why invest in history’s 
greatest disappearing act?

When the only two large-scale liquid alternatives to the dollar are in such 
morbid condition, a Fed chairman has almost unprecedented room to 
maneuver.

As Bernanke stated in his Sixty Minutes interview (December 5), the US 
economy is heading into 2011 in fragile condition. Corporate profi ts may be 
high (due, in part, to those near-zero cost loans of Bernankebucks) but what 
matters more—unemployment—is even higher.
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The US stock market seems to be operating in a parallel universe from 
Bernanke’s, trading at its high for the year, up 15% since the announcement 
of the launch of QE2 was made in August.

Last week’s announcement of a deal on extending the Bush tax cuts was, we 
submit, just about the only great news of recent weeks that would vindicate 
the stock market’s enthusiasm. It certainly spooked the bond markets—in the 
US and abroad: last week included the two worst days for long Treasurys in 
a year, as bond investors concluded that the surprising tax deal could trigger 
strong growth next year.

Next year, the political news will shift from the glamour of Washington to the 
gloom of state capitals across the land. This huge sector of the US economy is 
collectively in its worst fi scal shape since the Depression. Bernanke’s injections 
into the bond market doubtless make it easier for stressed debtors to raise 
funds pending next year’s budget pains. (The best result from the Pelosi-
Obama stimulus was the help it gave to states for keeping the unionized 
employees on the job and keeping their benefi t plans from bankruptcy. That 
lifeline is exhausted.)

We remain favorably disposed toward Bernanke despite the revelation that 
he ignored Walter Bagehot’s two basic rules for central bankers in 2008. 
He lent—at the Fed’s barely-visible borrowing rate— $3.3 trillion to big 
banks—US and foreign-based—and to GE Capital, and to various other 
corporations, including even to the “You deserve a break today” folks at 
McDonald’s, taking back almost anything he was offered as security, including 
equities and junk bonds. Never was so much lent to so many with so few 
restrictions.

Thankfully, most of those emergency loans have been repaid, the Fed’s vaults 
have been cleansed of curiosities, and assorted junk, and the Fed is proud 
that taxpayers made a profi t on those colorful transactions.

Walter Bagehot—better known to most readers as the founder of The 
Economist—wrote the book on banking. He said the central bank must make 
credit available in a crisis to credit-worthy banks, but only against security 
of unquestioned quality and at a painful interest rate that encourages the 
borrowers to repay the loans swiftly.

He saw an activist role for central banks during liquidity crises. As long as 
the borrowers were pledging gilts or other high-quality debt instruments as 
security, the central bank was ensuring that markets remained open.

Never was so much 
lent to so many with 

so few restrictions.
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But Bagehot said that a central bank must not debase its currency by accepting 
low-quality assets for its emergency loans. Although most of the malodorous 
stuff the New York Fed took into its previously pristine vaults (including, 
perhaps, frozen hamburgers?) has been returned to its owners, there is no 
escaping the conclusion that the Fed lost its bankerly virtue in those chaotic 
times. No wonder Bernanke & Co. resisted all the demands for accounting 
the details of its hectic transactions so vigorously. It ardently wished to keep 
its unseemly defl oration secret.

So we mourn the loss of Fed virtue, but do not blame Bernanke. He did 
what had to be done. The Greenspan Fed was heavily culpable because of 
its promiscuous monetary policies, which fueled the mortgage mania. Alan 
Greenspan went from being knighted to being benighted when he publicly 
advised homeowners to take out adjustable rate mortgages and “leave it to 
the Fed to keep interest rates low.” Those homeowners who relied on Sir 
Alan got hit almost as hard as the equally gullible bankers who relied on 
Black-Scholes formulae for levering up their portfolios laden with loathsome 
CDOs—two Nobels and a Knight who nearly brought down the global 
economy.

Whilst we assign a B+ for courage and effort to QE2, we are well aware 
that pumping up liquidity in fundamentally leaky capital markets can be a 
Sisyphine task.

We believe much of the debate between Keynesians and Friedmanites has 
become sterile. Both of those giants developed models describing behavior in 
economies whose capital markets were largely constrained: currencies were 
convertible only with some diffi culty and cost and were subject to a variety 
of barriers imposed by governments and banking rules; now, trillions are 
exchanged daily across screens. There was no shadow banking system that 
could move gigantic sums among asset classes and across borders outside 
the regulations governing banks and insurance companies. Derivatives were 
mostly commodity-based and could not be levered up to massive multiples of 
GDP. Individual investors had very limited choice of investment media. The 
record of emerging markets was littered with devaluations and disasters and 
was the investment route only for the gutsy and well-informed. “An emerging 
market is one you cannot emerge from in an emergency” was a useful maxim 
until very recent times. (We last used it in Basic Points in 2001.)

In brief, Global Liquidity did not exist as being one globe-girdling ocean: 
it was a collection of lakes, ponds and small seas connected—if at all—by 
small canals that could be closed without notice—and were at the worst of 
times.

Greenspan went from 
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Under today’s conditions, liquidity fl ows from nations and investment sectors 
where it is in over-supply and earning modest risk-adjusted returns to nations 
and sectors where it is scarcer and risk-adjusted returns are more promising. 
Yes, there are still constraints—as against a fl oating renminbi—but when the 
US ran a fi scal defi cit of more than a trillion and the Fed doubled its balance 
sheet, hundreds of billions of dollars leaked abroad and stimulated capital 
markets and economic activity from Brazil to Beijing.

That there is such prodigious and unpredictable liquidity leakage is not an 
argument against Bernanke’s valiant efforts to improve liquidity within the 
US economy. But it is a serious constraint against his ability to stimulate 
sectors of the US fi nancial markets whose improved health would stimulate 
economic activity and risk-taking by small and medium-sized businesses. 
American Big Businesses have trillions of dollars in cash locked abroad that 
cannot be repatriated without attracting punitive US income taxes. They 
show them on their balance sheets on a consolidated basis, and policymakers 
wonder what they need to do to make them spend chunks of that cash on 
Main Street USA. In the Friedman and Keynesian models, getting companies 
to start using excess US corporate cash was a primary target of public policies. 
Most of that money lies Over the Rainbow where the taxman cometh not.

The bond market’s shocked selloff in response to the sudden deal on taxes and 
unemployment payments strikes us as way overdone. We read comparisons 
to Reagan’s tax cuts and the growth they engendered, as if bonds were about 
to be savaged by 5% GDP growth.

False analogy.

1.  These aren’t tax cuts, they are promises to continue tax rates that have been 
in effect for six years. None of those years was Reaganesque in its economic 
ebullience and two were the deepest recession since you know when. If 
this elixir of low rates is so potent, why didn’t it produce investment on a 
grand scale in something other than housing and toxic computer-spawned 
debt instruments?

2.  The Reagan boom was born and bred in a bond boom of record proportions, 
as long Treasury yields fell from 15% to single digits amid collapsing fed 
fund rates from 22% to single digits. The other side of that long party 
for long bonds was the plunge in infl ation from double digits to normal 
levels. This time, short and long rates are at record or near-record lows 
before the economy gets really rolling; ditto infl ation. Both bond yields 
and infl ation rates have, therefore, nowhere to go but up, which means 
the challenge to Bernanke and the federal government is truly daunting, 
compared to what Reagan faced once his tax-cut stimulated economic 
recovery got started.

Most of that money lies 
Over the Rainbow where 
the taxman cometh not.
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An example of Bernanke’s frustration with the meager returns from 
Friedmanesque monetary policies is the continued anemia in behavior of 
US bank stocks. The biggest reason Bernanke wants to see stock prices rise 
is to induce companies—particularly those badly-run banks he and Paulson 
bailed out—to raise new equity capital on favorable terms. Whilst there is no 
shortage of badly-run banks, there does seem to be a shortage of investors 
who want to buy their shares:

KBW US Bank Stock Index (BKX) versus S&P 500
January 1, 2010 to December 14, 2010
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KBW US Regional Bank Index ETF (KRE) versus S&P 500
January 1, 2010 to December 14, 2010
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S&P Financials versus S&P 500
January 1, 2010 to December 14, 2010
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We are somewhat encouraged that the regional banks are outperforming the 
Biggest and Baddest Banks, but the collective relative strength of fi nancial 
stocks is, to put it charitably, insipid. Will the Big Ben Liquidity Gush be 
strong enough to fl oat suffi cient dreck off bad banks’ balance sheets? Once 
again: the issue is solvency, not liquidity; solvency problems can almost 
never be resolved without loose liquidity, but loose liquidity alone can’t 
solve all the embedded insolvency in the US fi nancial system. All the Fed’s 
printing presses apparently can’t generate buyers for a big chunk of those 
smelly “investments” made by self-styled geniuses whose greatest success is 
in paying themselves big bonuses as proof of the glories of capitalism.

To add insult to injury, while Bernanke enriches the banks with government-
guaranteed deposits for which they pay insultingly little or nothing, many of 
the Biggest Bailees are now using the profi ts from those hundreds of billions 
in stranded deposits to pay themselves bonuses—and buy back their stock, 
thereby reducing their equity capital.

They have no shame.

Bernanke’s dilemma resembles that of a rich grandfather who gives a 
grandchild money to attend college, only to fi nd out he’s spending most of 
it on pot, booze and rock concerts.
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One banker who is buying in his stock and paying himself and his executives 
bonuses without attracting Fed fury is Jamie Dimon of JP Morgan (who would 
be rolling in his grave if he saw what has happened to the storied House of 
Morgan). The New York Times Magazine had a fl attering portrait last week by 
Roger Lowenstein, calling him “the least-hated banker.” It did not mention 
his stock buybacks or how that frustrates QE2. Nor did it blame him for not 
seeing the true extent of the coming disaster from the collateralized CDOs 
or the housing bubble. Lowenstein shares Greenspan’s view that one cannot 
identify a bubble until it has burst.

Despite these fundamental concerns, we believe the outlook for US growth 
has improved, now that Obama understands which policies have the greatest 
chance of delivering the economic growth he needs for re-election. He can’t 
win again by blaming Bush. He must show that what he is pushing will 
energize the economy, not just the hormones coursing through leftist veins.

Now that there’s a full-blown global liquidity gush, the US economy should 
grow faster. This week’s Dow Theory Buy signal is another indicator that 
stocks will remain strong, and strong stocks usually translate into stronger 
consumer spending.

We are reinforced in our higher level of confi dence by the latest research from 
our long-time friend and colleague, Sherry Cooper, BMO’s Chief Economist. 
She won the prestigious Lawrence R. Klein Prize in an international 
competition of economists for making the most accurate economic forecasts 
from 2006 through 2009—a very tough time to get things right. She now looks 
for stronger US growth in 2011—enough to take stocks and commodities 
signifi cantly higher.

...the outlook for 
US growth has 
improved, now that 
Obama understands 
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the greatest chance 
of delivering the 
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Commodities’ Behavior in the Liquidity Gush
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Soybeans
July 1, 2010 to December 14, 2010

9.00

9.50

10.00

10.50

11.00

11.50

12.00

12.50

13.00

13.50

Jun-10 Jul-10 Aug-10 Sep-10 Oct-10 Nov-10 Dec-10

12.97

Corn
July 1, 2010 to December 14, 2010

3.00

3.50

4.00

4.50

5.00

5.50

6.00

Jun-10 Jul-10 Aug-10 Sep-10 Oct-10 Nov-10 Dec-10

5.84

Wheat
July 1, 2010 to December 14, 2010

4.00

4.50

5.00

5.50

6.00

6.50

7.00

7.50

8.00

Jun-10 Jul-10 Aug-10 Sep-10 Oct-10 Nov-10 Dec-10

7.65



35December 2010

Natural Gas
July 1, 2010 to December 14, 2010
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The grain charts might suggest to the unwary that a new, money-printing-
driven, bubble is driving up food prices insanely. Indeed, some foreign critics 
of Bernanke’s policies have alleged that he is culpable in driving up their 
food costs.

We agree that rising liquidity will tend to boost prices of most assets—bonds, 
stocks and commodities. But the failure of the Monetary Base to grow, and, 
until recent weeks, the failure of M-2 to grow, argues that some other forces 
are also at work.

In the case of stocks, it’s outsized profi tability from rising productivity—a 
process that may have largely run its course. One comment we saw recently 
noted that US companies have managed to push their sales back to 2007 
levels with 7.5 million fewer workers.
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The problem we see for US stock prices is that analysts are projecting the 
continuation of those remarkable earnings gains next year—without 
projecting big top-line growth. To us, the most signifi cant forecast we have 
seen in recent months came when Cisco’s John Chambers slashed his top-line 
growth estimate for the next quarter from 13-15% to 3-5%. That kind of 
chop should, in theory, only come if he were predicting a deep double-dip 
recession. The reason he cited: sales problems with governments. This is not 
a competitive slip-up—as when Dell loses and HP gains. Cisco supplies the 
fi ber on which the entire Internet moves and it is undoubtedly suffering 
because (1) deadbeat disaster states, such as Illinois and California, aren’t 
paying their bills, and (2) other state and municipal governments are cutting 
back amid soaring defi cits. The state and local governments’ problems are 
going to be front-page items next year.

Well, if rising productivity at a time of rising liquidity is driving stock prices 
skyward, what is happening to commodities?

Those central banks which have issued comments on the strong commodity 
rally argue that heightened demand from investors seeking greater returns in 
an environment of low interest rates is a factor—particularly in the case of 
physical commodity funds.

Let’s look at liquidity and the commodity markets’ action:

1. Grains

 Liquidity of the atmospheric kind—or the lack thereof—has proved to be 
a far bigger issue in grain markets than fi nancial liquidity: it’s the record 
rainfall on Australia’s wheat belt, inadequate rainfall on the wheat fi elds of 
Western Europe and the steppes of Ukraine and Russia, and the unusually 
high rainfall in August and early September in the US corn belt.

 As of July 1, farmers and investors were bracing for bumper crops 
worldwide. In particular, the US Midwest was braced to struggle to fi nd 
storage space for the biggest corn crop on record.

 Wheat became the unlikely star of the grains. Since wheat is the most 
widely-produced grain, it is less dependent on results in any one region. 
Corn prices, on the other hand, are driven primarily by American results, 
although Argentina and Brazil have become major competitors.

 The rain mainly avoided Eurasian plains. Suddenly, consumers and investors 
were caught off guard. Wheat took on crisis characteristics when Russia, 

Liquidity of the 
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a major exporter, suddenly embargoed wheat exports. Vladimir Putin was 
forced into canceling existing contracts and warning that Russia might 
actually become a signifi cant importer. That took wheat from $5.25 to $7.89 
in a month. It pulled back to $6.40, amid global sighs of relief, only to 
suddenly gap up toward previous highs on the news that Australia, which 
has suffered from droughts for nearly a decade, was making up its liquidity 
defi cit in a matter of weeks, and much of the wheat crop is too soggy to 
be used for fl our and must be fed to animals.

 As for corn and soybeans, US corn prices kept sagging after farmers planted 
massively, reaching a new low of $3.28 in July. Then the stunning rise in 
wheat prices dragged corn off its lows. But the shock came with the USDA 
Report on October 10th, (usually a no-news time because the harvest is 
well-advanced) of plunging yields that produced two consecutive up-limit 
days in the Chicago corn pit—something traders had never seen. There were 
screams of rage at the USDA from (1) the many expert traders who had 
shorted corn because of the coming bumper crop, (2) ethanol producers, 
who are used to having the government enrich them, not hurt them, and 
(3) even from farmers who had sold forward—fearing $3 corn.

2. Copper

 Copper’s run from a June low of $2.75 to $4.20 is certainly driven—in 
good measure—by fi nancial liquidity, but this has been a year of strikes 
and other supply constraints. The news that JP Morgan is sitting on half 
the LME copper inventory for unnamed customers has caused excitement, 
partly because Morgan has said it plans to offer a copper ETF which could, 
at least in theory, sequester signifi cant copper supplies indefi nitely.

 In the meantime, the big copper producers who have not suffered 
shutdowns are coining money, notably Freeport-McMoRan, whose stock 
has climbed from a July price of $58 to a recent $114. FCX has announced 
a special $1 per share dividend and a stock split.

3. Cotton

 Atmospheric liquidity was also the cotton tale as the Noahan-scale fl oods 
in Pakistan created a global supply squeeze, taking the fi ber from mid-July’s 
$73 level to a record $151. But the rally got way overdone and there was 
panic selling in November. Of late, it may be the Bernanke-style of liquidity 
that is feeding the rally off the $1.11 liquidation low. We don’t follow fi bers 
closely, but we shall be watching USDA reports in late winter to see how 
many southern farmers switch from soybeans to cotton.
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4. Oil

 The Saudis have been pleased that oil has generally traded within their 
“comfort” range of $70 to $90. What has caught our eye is the huge change 
in the forward curve—from sharp contango to backwardation.

 In the years we have been following oil, we have seen very few curve 
changes so dramatic.

 The winners from the new confi guration are those sad-sack losers from the 
standard contango—the chumbalones (delicious Chicago street slang for 
dumb losers) who participate in the big commodity funds. The contango 
formation, which had endured for years, meant that the investors who 
put their money into those passive plans were being impaled on a form 
of the Law of Diminishing Returns. The sudden switch to backwardation 
is a long-wished-for consummation.
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 What has produced this remarkable change?

 We suspect weather has been a big factor in this sudden shift. Much of 
North America and Europe is gripped by near-record early winter chills. 
(Perhaps that weather’s arrival was in response to the UN’s Climate Change 
Conference, which opened last week with a prayer to a Mayan weather 
goddess. If she’s that effective, it would certainly cut down on the carbon 
costs the EPA is itching to impose on the fl accid US economy.)

5. Natural Gas

 Not only is natgas the only commodity we see that is selling for less—
much less—than it did pre-Bernankebucks, it has achieved that dismal 
performance despite the aforementioned brutal cold snap.

 Natgas producers’ despair is unadulterated joy for the 51% or so of US 
homes who heat with gas. The natgas industry should win a Presidential 
Medal of Freedom Award for what it’s doing to offset the agonies of the 
recession by driving down energy costs for so many Americans through its 
sustained enthusiasm to drill. There are those who would give the President 
credit for this odd passion: he’s not letting them drill for oil offshore or 
in so many attractive onshore locations like Anwar, so they are keeping 
their exploration departments intact by drilling for shale gas.

 We recall the story of the cop accosting a drunk who is crawling along the 
street under a streetlamp. He asks him what he is doing and is told he’s 
looking for his car keys that he lost a block away.

 “Then why are you looking here?” the cop asked.

 “Because it’s too damn dark back there,” was the response.

 Of course, shale gas drilling isn’t as exciting as offshore oil drilling. You 
can’t be absolutely sure there’s any oil under the sea until you drill, but 
you can be almost certain there’ll be gobs of gas wherever you drill in 
shale. Finding it is the easy part: it’s storing the stuff that’s the nuisance.

 But the CFOs say it’s worth doing!

 Why?

 Because every six mcf of gas found can be shown on companies’ reports as 
being the equivalent of a barrel of oil. So they fi nd $89 of hydrocarbons 
every time they put six mcf of gas into storage, even though they’re only 
going to get paid $26 for it.

 Drill, baby, drill!
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 Allocations Change
US Equities  21 +3

Foreign Equities:  
 European Equities 3 +1
 Japanese and Korean Equities  0 unch
 Canadian and Australian Equities   7 unch
 Emerging Markets 14 +1

Commodities and Commodity Equities* 13 unch

Bonds:  
 US Bonds  17 unch
 Canadian Bonds 6 –2
 International Bonds  5 –1
 Long-Term Infl ation Hedged Bonds 8 –2

Cash 6 unch

Recommended Asset Allocation
Capital Markets Investments

US Pension Funds

 Years Change
US 4.50 –3
Canada 4.75 –3
International 4.25 –1

Bond Durations

  Change
Precious Metals 31% –3
Agriculture 28% unch
Energy 21% +2
Base Metals & Steel 20% +1

Global Exposure to Commodity Equities

We recommend these sector weightings to all clients 
for commodity exposure—whether in pure commodity
stock portfolios or as the commodity component of 
equity and balanced funds.

RECOMMENDED ASSET ALLOCATION
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RECOMMENDED ASSET ALLOCATION

 Allocations Change

Equities:  
 Canadian Equities 20 +2 
 US Equities 8 unch
 European Equities 3 unch
 Japanese, Korean & Australian Equities  2 unch
 Emerging Markets 12 unch

Commodities and Commodity Equities* 13 unch

Bonds:  
 Canadian Bonds 
  - Market Index-Related 22 unch
  - Long-term RRBs 8 –2
 International Bonds  6 unch
Cash 6 unch

Recommended Asset Allocation
Capital Markets Investments
Canadian Pension Funds

 Years Change
US (Hedged) 4.75 –3.00
Canada:
     – Market Index-Related 4.75 –2.00
     – Long-term RRBs 5.75 –2.00
International 4.00 –1.25 

Bond Durations

Global Exposure to Commodity Equities

  Change
Precious Metals 31% –3
Agriculture 28% unch
Energy 21% +2
Base Metals & Steel 20% +1

We recommend these sector weightings to all clients 
for commodity exposure—whether in pure commodity
stock portfolios or as the commodity component of 
equity and balanced funds.

Canadian investors should hedge their exposure to the US Dollar.
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INVESTMENT RECOMMENDATIONS

1. Continue to reduce endogenous portfolio risk by selling shares of banks 
that are not moving satisfactorily to write down or unload their toxic 
assets. 

2.  Big Canadian banks remain far less risky and better-managed than their 
American counterparts. However, Canada continues to experience a real 
estate bubble, and despite banks’ assurances that they aren’t at risk, when 
the bubble does burst, foreign investors will probably sell bank shares fi rst 
and ask questions later.

3.  That real estate bubble is one reason for caution on the Canadian currency. 
Although it remains fundamentally more attractive than the greenback, it 
may remain range bound near par. The second reason for concern is, as 
Canadian offi cials have been saying for months, the sharp differential in 
productivity performance between Canada and the US. The third is that, 
for the fi rst time in living memory, Canadians’ per capita household debt 
matches Americans’.

4.  The euro seems destined to fi ll one great global role: to make the dollar 
and the yen look reasonably safe by being shown to the world as the 
currency of bad people doing bad things in badly-run countries who 
rely on assistance and bailout from good people who do good things in 
well-run countries. The euro is, of course, the currency of some big, well-run 
economies characterized by hard work, thrift and global competitiveness. 
But those economies are going to have to prop up the others. Remember 
the plight of Atlas: stuck in the sea holding up the Iberian Peninsula.
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5.  Within commodity stock portfolios, the precious metals stocks reduce 
overall portfolio risk from both defl ation and infl ation. The risks of 
defl ationary collapse are lower now than earlier in the year, but the 
fundamental problems within the fi nancial system remain unresolved. 
Keep your protection, albeit at a slightly lower level.

6.  The collapse of the oil futures curve should be temporary. It has the effect 
of making investors less concerned about the duration of companies’ 
reserves, because their pricing is no longer attractive relative to spot prices. 
We believe this is unlikely to last, and recommend you emphasize the 
long-duration producers—notably the Canadian oil sand companies.

7.  Within the agriculture sector, emphasize the farm machinery stocks. Rarely 
have farmers had a better combination of profi t motive and fi nancial 
strength to bring them into showrooms.

8. Copper or iron ore? Which should you emphasize now? A strong case can 
be made for either, so we suggest you buy both. The awe-inspiring scale of 
iron ore expansions globally suggests that prices in the longer term will 
be under pressure. Copper production, on the other hand, is unlikely to 
leap ahead of demand.

9. We have had an unusually high volume of detailed forecasts of pending 
Chinese collapse, so the basic contrarian commodity story of Chinese 
growth supplying raw materials demand remains intact. As MacroMavens 
notes, China’s forex reserves have grown four times faster than its GDP in 
the past decade, while debts have grown faster than GDP in North America 
and Europe. The Chinese national piggy bank compared to America’s 
savings is a mastodon to a piglet.  As long as the predictors of Chinadoom 
remain prominent, the upside for commodity investors remains intact.
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any loss arising from any use of or reliance on such third party Information, whether relied upon by the recipient or user, 
or any other third party (including, without limitation, any customer of the recipient or user). Foreign currency denominated 
Investments are subject to fl uctuations in exchange rates that could have a positive or adverse effect on the investor’s 
return. Unless otherwise stated, any pricing information in this publication is indicative only.

No Information included herein constitutes a recommendation that any particular Investment or investment strategy is 
suitable for any specifi c person. Coxe publications are not intended as, and Coxe does not provide, investment advice 
tailored to the particular circumstances, investment objectives, and risk tolerances of any entity or individual. Coxe does 
not continuously follow any Investments or their issuers even if mentioned in a Coxe publication. Accordingly, users 
must regard each Coxe publication as providing stand-alone analysis as of the date of publication and should not expect 
continuing analysis or additional reports related to such Investments or their issuers. The Information contained herein 
is not to be construed as a solicitation for or an offer to buy or sell any referenced Investments, or any service related to 
such Investments, nor shall such Information be considered as individualized investment advice or as a recommendation 
to enter into any transaction.

Coxe and any offi cer, employee or independent contractor of Coxe, may from time to time have long or short positions in 
any Investments discussed. Coxe’s principal, Mr. Coxe, and other access persons privy to information contained in a Coxe 
publication prior to publication, are restricted from entering into any transaction concerning any Investments discussed 
therein for the fi ve days before and after publication, and are required to hold any such positions for a minimum of one 
month.

Coxe may enter into distribution agreements with various unaffi liated third parties to redistribute its publications. To the 
extent that any publication is reproduced, redistributed, or retransmitted, Coxe is not privy to, and makes no representations 
regarding, such unaffi liated third parties’ positions in any Investments discussed therein. Any distributor authorized by 
agreement with Coxe to redistribute this publication is not affi liated with Coxe. Third parties having permission to reproduce, 
redistribute, or retransmit Coxe publications may offer to effect transactions in some or all discussed Investments. Coxe 
makes no recommendation with respect to the use of any particular brokers or agents, and no such recommendation 
should be inferred by virtue of any distribution agreements that Coxe may enter into with third parties.
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