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Summary 
We advocate switching out of equity positions and going to cash. The European sovereign debt crisis appears to be nowhere near over. The 
global credit environment is worsening. Cost of capital is going up and availability is going down. There are large gaps between where the 
credit market prices risk and where the equity market is priced. Equity is lagging the deterioration in credit conditions. Moves in currency, 
equity and commodity markets are mirroring the moves in the credit market. Global growth, in a credit-constrained environment, will 
slow. Profits will be squeezed by the higher cost of capital.  
 
 
Preface 
 
In my youth, my parents were my biggest supporters. They came to every football and rugby game that they could get to and cheered from 
the sidelines. They were interested and engaged.  
 
After eight years of university, I showed my parents my Ph.D. thesis. They flipped through the coloured graphics, smiled and gave the 
book back to me. They did not read my thesis. They were not engaged.   
 
This lack of engagement was not a lack of support. There was simply a gap that was too difficult to pass, and even if it were, what purpose 
would it serve? My parents did not need to know anything about the Properties of Semiconductor Nanoclusters in a Zeolite host. Few do.  
 
Our “Focal Points. – Go to cash: Facts and Fiction” is a very technical document. I did not show it to my parents, but I did convey the 
message. There is a need to bridge the gap and explain our financial thesis. This document is meant to support the non-technical reader.  
 
Like our technical focal points publications, this comment is a blend of fact (what was and what is) and prediction (fantasy, or what may 
be). The key is to understand the facts, or the state of the market. The tricky point is always the future, or the fantasy. Do not expect any 
analyst to tell you what the future will bring. They cannot do it, repeatedly, that is. They can only give you their best prognosis for the 
future, based on the limited facts that they see. This document details how we view markets, based on the limited facts we see. 
 
The electronic version of this document contains many hyperlinks to news articles and some excellent technical, though very readable, 
papers. Our goal, however, is to provide enough detail that this comment should stand on its own. Readers can follow the links if they 
want to explore topics in more detail. My parents, incidentally, do not own a computer.

This report was prepared in part by an analyst(s) employed by BMO Nesbitt Burns Inc., and who is (are) not registered as a research analyst(s) 
under FINRA rules.  For disclosure statements, including the Analyst's Certification, please refer to pages 8 to 9 

http://research-ca.bmocapitalmarkets.com/documents/F3D4259D-5B62-477A-88A1-EF18823B8369.PDF
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State of the Market: Credit vs. Commodities & Jobs 
 The frail state of the markets is now becoming more obvious and as such the audience for our call to cash is growing. The difficulty in 

getting our message out is that in its raw form (how we normally write), the argument is quite technical:  
o Client: Why go to cash?  
o Quant/Technical: Look at the euro-dollar basis swap pricing! 
o Client: Say what?? 

 Now, however, the market is showing signs that everyone can easily recognize as indicative of economic weakness: 
o job growth has stagnated, and  
o commodities and inflation expectations are falling.  

 These new signs are not new information on why things are bad. Rather, they are symptoms, or outward displays of how weak the 
credit market has become.  

o Weakening credit conditions are the cause. 
o Economic fallout is the effect. 

 
Our Job: How Do We Operate? What Do We Know? What Don’t We Know? 
 You will notice that the vast majority of our work includes charts. Charts are factual observations that convey the current and 

historical state of the market.  
 In these charts, we detail the evidence of how the markets behave, or, more importantly, how they are priced. This is what we care 

about; how the market prices, and how this may change day by day, hour by hour, and tick by tick.  
 We observe markets as a scientist observes an experiment. In this case, it is a social experiment, entitled “capital markets.” 
 What we find intriguing is seeing relationships change. When markets start to price things differently, our hunt is on for why pricing 

is changing, what it means, and where it might take markets.  
o What we find now in the market pricing is disturbing, which is why you are reading this. 

 The nature of our work stems from observation of the markets, as opposed to the collection of economic data.  
 
Western European Sovereign Debt Crisis = Asian Growth Problem 
 We observed that the sovereign default risk of Europe was very well connected to the sovereign default risk of Asia.  

o Then we tracked down the tidbit that European financials have funded Asia to the tune of more than half a trillion 
dollars.  

 By observation, we know there is a link and now we have part of the economic rationale for what we are seeing.  
 We have what we need for our call for extreme caution:   

o The funding of Asian growth is closely tied to the health of the European financial system.  
o Further, we know that the North American equity market is fixated on Asian growth. 
o Our equity market correction starting gun went off the moment Asian currencies, and thus optimism toward 

Asian growth, started falling.  
 The close ties between European and Asian credit are showing up in the tick charts only in times of stress, which is why we started 

picking up the relationship quite recently. 
 Growing Asian risk is equal to, outward capital flows, and ultimately a slowdown in Asian growth. An Asian economic slowdown in 

a capital-constrained world will bring forth lower global growth, and lower commodity prices.  
 

http://www.cnbc.com/id/37548394
http://www.nytimes.com/2010/06/05/business/economy/05jobs.html?
http://www.ft.com/cms/s/0/4010e446-68f9-11df-910b-00144feab49a.html
http://www.financeasia.com/News/175834,will-europes-confidence-crisis-spill-over-into-asia.aspx
http://www.financeasia.com/News/175834,will-europes-confidence-crisis-spill-over-into-asia.aspx
http://research-ca.bmocapitalmarkets.com/documents/FD396439-A878-4758-A543-D88E30A59A37.PDF
http://research-ca.bmocapitalmarkets.com/documents/74C73471-CF6B-45C7-96E0-7F9CB7E39F3A.PDF
http://research-ca.bmocapitalmarkets.com/documents/DA628397-E549-41CB-B9E1-D6D9789F171D.PDF
http://research-ca.bmocapitalmarkets.com/documents/DA628397-E549-41CB-B9E1-D6D9789F171D.PDF
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European Sovereign Debt: Hard & Soft Asset Bubbles 
 The bond market weighs in on whether it wants to fund an entity, and, if so, at what price, each and every day.  
 The market has decided not to fund the Greek state, so the ECB, IMF and other European governments have stepped in to rescue 

Greece, or more realistically, to defer a Greek default.  
o We see the Greek problem as a “soft asset” bubble. Greece received Bundesbank priced (cheap) euro credit, yet maintained a 

Greek level of corruption.  
o The bond market has decided to no longer fund the social network of Greece and the social network is now being changed. 

This is called austerity. Soft asset bubbles are not changed through simple recapitalization; they are solved via a change in 
lifestyle, which is not popular.  

o The Greek tourism industry is set to strike on June 16 and 30, meanwhile Greek tourism cancellations soar.  
o Greece has started the process to sell private assets to raise capital. Publicly traded Greek stocks in which the government has 

a stake are falling fast, as investors fear large government sales.  
 We created a Bloomberg ticker for these companies: “.GreekAssets.” 

o The market is concerned that the German taxpayer will have to fund a Greek debt default spiral. Alternatively, euro holders 
worry that the German taxpayer will not fund Greece, leading to euro disintegration. 

 The market is now giving Spain a hard time, with Spanish government 10-year yields now higher than when the bailout package for 
Greece was announced.  

o The Spanish problem is also one of easy euro credit, which fed a construction, or hard asset bubble, that has now burst.  
o At the leading edge of the credit crisis in this case are Spanish regional banks, or cajas.  
o As the FT described succinctly; “the unlisted cajas – many of them politicised, linked to regional governments and with an 

opaque ownership structure – seized market share from the banks at the peak of the recent housing boom and now account 
for about half of outstanding loans in Spain. Several are heavily exposed to bankrupt property developers and homeowners 
unable to meet mortgage payments.” 

 What the bond market does not like about Spain is a combination of 
o the “dire state” of the property market; 
o the fragility of political support for austerity measures; 
o the collapse of support for the Spanish Prime Minister Jose Zapatero;  
o the potential for a deflationary debt spiral; 
o that Spanish government debt auctions would fail without Spanish banks; and 
o that Spanish banks are maneuvering to delay, as opposed to tackling losses. 

 
Connecting Crisis I and Crisis II: Dollar Imbalances 
 European financials, still hobbled by dollar-based bad U.S. mortgage assets (credit crisis I), have been dealt a second blow: bad 

sovereign debt assets (credit crisis II).  
o This combination is proving toxic.  
o Funding for European banks is being strained.  

 

http://www.ft.com/cms/s/0/f96a6c14-5b48-11df-85a3-00144feab49a.html
http://www.ft.com/cms/s/0/f96a6c14-5b48-11df-85a3-00144feab49a.html
http://www.bloomberg.com/apps/news?pid=20601087&sid=aAd.sSfnhpTA
http://www.ft.com/cms/s/0/15712caa-4f04-11df-b8f4-00144feab49a.html
http://www.businessspectator.com.au/bs.nsf/Article/Greek-tourism-workers-strike-over-austerity-in-Jun-64K6X?
http://www.spiegel.de/international/europe/0,1518,696493,00.html
http://online.wsj.com/article/SB10001424052748703561604575282232817724548.html?mod=rss_markets_main
http://www.fool.com/investing/international/2010/06/03/another-step-in-the-greek-process.aspx
mailto:mrsteele@bloomberg.net
http://ftalphaville.ft.com/blog/2010/05/19/235016/fitch-on-greeces-sisyphean-task/
http://www.bloomberg.com/apps/news?pid=20601010&sid=aASZ4SCDL3uQ
http://ftalphaville.ft.com/blog/2010/06/04/252041/est-ce-la-contagion/
http://www.washingtonpost.com/wp-dyn/content/article/2010/05/11/AR2010051105049.html?wprss=rss_business
http://www.ft.com/cms/s/3/7522292a-5c0f-11df-95f9-00144feab49a.html?ftcamp=rss
http://www.ft.com/cms/s/0/47823024-d211-11de-a0f0-00144feabdc0.html
http://www.ft.com/cms/s/0/9cf6d2b6-6f3d-11df-9f43-00144feabdc0.html
http://www.ft.com/cms/s/0/510ac08a-6996-11df-8ae3-00144feab49a.html
http://www.eurointelligence.com/index.php?id=581&tx_ttnews%5Btt_news%5D=2805&tx_ttnews%5BbackPid%5D=901&cHash=ab1791eab2
http://www.ft.com/cms/s/0/8caa382c-5f4c-11df-978c-00144feab49a.html
http://ftalphaville.ft.com/blog/2010/05/07/223686/how-to-roll-debt-spanish-style/
http://www.risk.net/risk-magazine/news/1598704/bank-spain-denies-spanish-banks-delaying-losses-acquiring-npas
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A Step Back: Imbalances by Design 
 The financial system was created to allow imbalances.  

o A person wants to own a home but does not have the money to buy it outright, so borrows it from a bank.  
o There is money borrowed and lent from very disparate parties. An imbalance is born.  
o The interest rate paid for that mortgage is the cost to the home buyer / compensation to the lender for the imbalance that 

was set up.  
o As long as conditions for both the borrower and lender do not change dramatically over the course of the mortgage 

contract, both parties will be satisfied, and eventually the imbalance will likely be unwound by the homeowner paying 
off the debt obligation.  

o The imbalance created benefits both parties.  
o This is when things go right.  

 
Dialing for Dollar Imbalances 
 Dollar-denominated assets: 

o A German financial institution needs to secure dollar funds to support U.S. conduits that own U.S. mortgage assets. 
Dollars are sought.  

o A French financial institution wants to trade U.S. dollar-denominated assets. Dollars are sought. 
 Assets demanding dollars: 

o A Chinese exporter is selling goods to Europe. He wants to be paid in dollars, as he distrusts the future of the euro. Who 
has these dollars? The last time the European importer looked at his paycheck, it was denominated in euros. Surely, a 
financial institution can convert the European importers euros to dollars, to satisfy the demand of the Chinese exporter. 
Indeed this can be done, at a price, which is set each and every day. Dollars are sought. 

 Where do these dollars come from?  
 European institutions do not typically have a natural source of dollar deposits as a U.S. bank does, with a base of customers having 

dollar-denominated checking and savings accounts. They have to go to the markets for this funding. Which market do they go to? 
 
Commercial Paper Market 
 Large respected institutions can use their prominent standing in the market to borrow dollars over the short term from the commercial 

paper market.  
 Commercial paper is an IOU, unsecured against any asset (unlike a bond).  

o If the financial institution that issues the commercial paper goes bankrupt, the IOU will not be paid back in full.  
o A failure like this caused the $62B Reserve Primary Fund to “break the buck” upon the demise of Lehman Brothers.  

 Due to this failure, the SEC has introduced more stringent rules to enhance the safety of money market funds.  
 Acceptance of risky (non-T-bill) paper has been curtailed.  

 Commercial paper comes at a cost (interest rate) and duration (lending period).  
o The cost and time frame of the new loans are determined in the market each day, by the supply/demand dynamics of the 

market.  
o The commercial paper market adjusts depending on the appetite of the lender, which relates to the perceived creditworthiness 

of the borrower.  
 European financials, with balance sheets weakened by both dollar-based mortgage assets and now euro-based southern European 

sovereign debt (generally termed PIIGS: Portugal, Italy, Ireland, Greece, Spain) are now seeing appetite erode for their commercial 
paper. 

o Dollar funding via commercial paper is becoming less accessible. One can watch the falling outstanding commercial paper 
funding to foreign banks each week @ Thursday from the Fed statistics.  

o If commercial paper is accessible, it is coming at a higher cost. We can observe these funding costs aggregated by the Fed in 
its daily report. If the issuer is large enough (like Société Générale, or SocGen), we can observe the pricing daily on a 
Bloomberg terminal.  

http://www.niallferguson.com/site/FERG/Templates/General.aspx?pageid=194
http://www.newyorkfed.org/research/current_issues/ci15-6.html
http://www.amazon.com/Big-Short-Inside-Doomsday-Machine/dp/0393072231
http://www.bis.org/publ/qtrpdf/r_qt0803h.pdf
http://online.wsj.com/article/SB10001424052748703630304575270801758821806.html
http://www.cnbc.com/id/37504210
http://en.wikipedia.org/wiki/Commercial_paper
http://www.ft.com/cms/s/0/ea92428c-9887-11dd-ace3-000077b07658.html
http://www.sec.gov/rules/final/2010/ic-29132.pdf
http://online.wsj.com/article/SB10001424052748703341904575266722784462634.html?
http://www.federalreserve.gov/releases/cp/outstandings.htm
http://en.wikipedia.org/wiki/Soci%25C3%25A9t%25C3%25A9_G%25C3%25A9n%25C3%25A9rale
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Currency Swap Market 
 The origins of the currency swap market go far back. We will go back only to the 1930s. The esteemed J. Wellington Wimpy, 

acquaintance to Popeye, would use the swap market to exchange goods for currency.  
o The time frame of the swap agreement was short: in fact, the upcoming Tuesday.  
o The contract was not even written; it was verbal.  
o The assets swapped were dollars for food.  
o In 1932, the verbal contract became standardized to the form still quoted today: 

 "I'll gladly pay you Tuesday for a hamburger today." 
 We care about swapping euros for dollars (as opposed to Wimpy caring about swapping dollars for hamburgers). 
 The cost for a financial institution to swap euros (which European financials have) for dollars (which European financials need) is 

called the euro-dollar basis currency swap. It is quoted in basis points (bps). 
 A euro-dollar swap quoted at a negative 50 basis points mean that the euro owner/dollar borrower will pay the dollar owner/euro 

borrower 50 basis points, or one-half of one percentage point, to borrow those dollars on a quarterly basis, for the lifetime of the 
contract.  

 Currency swap agreements are typically for years, as opposed to the days or months by which the commercial paper market operates.  
o Currency swaps, or the cost to swap one currency for another, may be monitored tick by tick in real time. 

 The degree to which the pricing moves shows the degree to which dollars are demanded over euros in the case of a euro-dollar 
currency swap.  

 Euro-dollar swaps offer a real-time indication of dollar funding costs.  
 We considered that this esoteric, yet very indicative financial market instrument was so key to our analysis of market conditions that 

we blended three euro-dollar swap contract prices together and gave it a name: EuroDoom.  
 EuroDoom is easier to remember than euro-dollar basis swap.  
 The keystroke “.Eurodoom” is easier to remember than the tickers for euro-dollar swap contracts.  
 We have made this market barometer accessible via Bloomberg to our clients.  

 
Dollar Squeeze 
 The European banking system dollar funding gap, or market-funded dollar demand, in 2007, was measured in trillions of dollars. The 

extent to which financial institutions cannot roll over their dollar funding contracts is the extent to which dollar-denominated assets 
would be dumped on the market in a disorderly fashion (credit crisis I). 

 European financials are being squeezed out of the commercial paper market, and as such they are looking for alternative places to get 
their dollar funding. EuroDoom measures the pricing for getting this funding in the currency swap market.  

 As information on the outstanding amount of commercial paper is observed only weekly, and the dollar squeeze started just five 
weeks ago, we are only now able to show the relationship between the two sources of dollar funding.  

o See our June 4 “Focal Points – For Better or Worse: EuroDoom, PIS, Gold.”  
 
Emergency Dollar Funding: Central Banks 
 A central bank is meant to be the ultimate backstop to the financial institutions that it supports.  
 This central bank backstop is a fundamental solid rock of support upon which the banks build their houses of money. 
 If a local bank needs emergency support, the central bank needs to be there to provide such support.  

 

http://en.wikipedia.org/wiki/J._Wellington_Wimpy
http://research-ca.bmocapitalmarkets.com/documents/4B46D7ED-F924-44E3-8BF5-E5F9ACD82A0B.PDF
mailto:mrsteele@bloomberg.net
http://www.bis.org/publ/qtrpdf/r_qt0903f.pdf
http://research-ca.bmocapitalmarkets.com/documents/D60411B7-9598-48FE-8D92-52CF7240D85D.PDF
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The Central Bank of Iceland 
 Starting in September 2008, Iceland nationalized the first of its major banks: Glitnir.  
 The central bank did not have the resources to satisfy the obligations of its banking system.  
 The banks outgrew the support of their central bank, and when the banks got into trouble, they failed and became nationalized. 
 The ultimate cost of the damage is still being determined.  

o The Iceland debacle disclosed that the ECB was ensnared in dodgy behavior, which was uncovered only far after the 
fact. The ECB has been shown to lack transparency, when the world needs more central bank transparency, accountability 
(and independence). 

 
The European Central Bank (ECB) Is Lacking Support 
 The ECB does not have a trillion U.S. dollars to support the rollover risk of European financial companies during a major crisis. In 

other words, the ECB cannot on its own backstop European financial institutions in a dollar crisis.  
 The ECB started buying toxic Greek bonds in May in a startling reversal of policy, as it was a blatant violation of its own rules. 

Leading candidates to replace ECB president Trichet next year, Axel Weber and Mario Draghi, want these bond purchases stopped. 
 There are no buyers for Greek debt at the ECB’s zombie price. The ECB’s balance sheet has been weakened by that move.  
 The ECB has not restored confidence to bond markets in the southern European countries.  

o Rather, bond yields in these countries are reaching, or exceeding, levels reached during the peak in panic (prices, which 
move inversely to yields, are reaching lows). 

o Popular stories in European papers relay the motive of the ECB, to relieve banks of the toxic sovereign debt they own. The 
German press says it’s to help the French banks. The French press say their commitment to Greece is greater than the 
Germans. Tit for tat. ECB buying Greek debt is a direct help to the European banks that are dumping it. The flipside of the 
coin is that the ECB’s balance sheet is deteriorating in the transaction. 

 
U.S. Fed Backstop to European Central Bank Dollar Deficiency 
 On May 10 the U.S. Federal Reserve reopened emergency swap lines (U.S. dollar loans) with the ECB and other central banks to be 

the ultimate dollar funding lender of last resort.  
 This Fed funding comes at a penalty rate. The Fed does not want to be a source of dollar funding; it wants to act as a lender of last 

resort, for as little time as possible.  
 There is also a moral/political lower limit to the penalty rate that the Fed charges for its dollar swap facility. If the Fed cuts the rate too 

low, it will ultimately be satisfying European financials at a discount to the rate it funds U.S. financial institutions via the discount 
window. This is hardly palatable for U.S. politicians, or the U.S. taxpayer.  

 The upper limit on the size of the swap lines ultimately can be extended to the limit of which the Fed sees the ECB as a creditworthy 
counterparty (customer) to its swap agreement. After the Lehman failure, nearly $600B was provided under these swap lines. As of 
last Thursday, just $6.6B of Fed swap lines were tapped.  

 In our view, credit crisis II is just getting started. 
 
Cost of Credit Rising, Availability Falling 
 The sovereign debt sell-off is affecting the funding cost of corporations.  
 In the most basic example, we noted in our first “correction watch piece” (“Focal Points: 5-10% Correction Potential For Equity 

Markets”) that moves in Western European sovereign default risk insurance contracts were being mirrored by moves in European 
senior financial default risk insurance contracts. 

o This relationship speaks to the balance sheets of European banks, which hold European sovereign bonds.  
 High yields, or high cost of capital are also feeding into mainstream U.S.A. Corporate debt spreads are rising. Capital is becoming 

more expensive. As debt costs rise, profits will be squeezed.  
 Corporate debt sales are slowing. Debt managers are weighing between new issues and opportunities in the secondary market as weak 

holders of debt sell.  

http://en.wikipedia.org/wiki/2008%25E2%2580%25932010_Icelandic_financial_crisis
http://www.voxeu.org/index.php?q=node/5059
http://www.voxeu.org/index.php?q=node/5059
http://www.ft.com/cms/s/0/31809bac-7195-11df-8eec-00144feabdc0.html
http://www.federalreserve.gov/newsevents/speech/bernanke20100525a.htm
http://www.federalreserve.gov/newsevents/speech/bernanke20100525a.htm
http://www.spiegel.de/international/europe/0,1518,692966,00.html
http://www.spiegel.de/international/business/0,1518,693352,00.html
http://www.businessweek.com/news/2010-05-31/ecb-heavyweights-urge-quick-end-to-bond-purchases-update1-.html
http://www.ft.com/cms/s/0/ee079c80-6d9e-11df-b5c9-00144feabdc0.html
http://www.telegraph.co.uk/finance/financetopics/financialcrisis/7734280/Banks-dump-Greek-debt-on-the-ECB-as-eurozone-flashes-credit-warnings.html
http://www.ft.com/cms/s/0/325d2a9a-7005-11df-8698-00144feabdc0.html
http://www.spiegel.de/international/europe/0,1518,697680,00.html
http://www.spiegel.de/international/europe/0,1518,697680,00.html
http://www.microsofttranslator.com/BV.aspx?ref=IE8Activity&a=http://www.lemonde.fr/opinions/article/2010/06/01/les-allemands-ne-reconnaissent-plus-leur-bce-par-marie-de-verges_1366089_3232.html#xtor=RSS-3232
http://www.microsofttranslator.com/BV.aspx?ref=IE8Activity&a=http://www.lemonde.fr/opinions/article/2010/06/01/les-allemands-ne-reconnaissent-plus-leur-bce-par-marie-de-verges_1366089_3232.html#xtor=RSS-3232
http://www.telegraph.co.uk/finance/financetopics/financialcrisis/7734280/Banks-dump-Greek-debt-on-the-ECB-as-eurozone-flashes-credit-warnings.html
http://www.ft.com/cms/s/0/2a88cdda-5bdb-11df-85a3-00144feab49a.html
http://www.ft.com/cms/s/0/f520f5fc-68a3-11df-96f1-00144feab49a.html
http://www.ft.com/cms/s/0/f520f5fc-68a3-11df-96f1-00144feab49a.html
http://www.smra.com/research/document_print.asp?idtext=216123
http://www.smra.com/research/document_print.asp?idtext=216123
http://www.smra.com/research/document_print.asp?idtext=216123
http://www.newyorkfed.org/markets/fxswap/
http://research-ca.bmocapitalmarkets.com/documents/74C73471-CF6B-45C7-96E0-7F9CB7E39F3A.PDF
http://research-ca.bmocapitalmarkets.com/documents/74C73471-CF6B-45C7-96E0-7F9CB7E39F3A.PDF
http://www.ft.com/cms/s/0/e75db53e-69ef-11df-a978-00144feab49a.html
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aI_QZBjuC5mM
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aI_QZBjuC5mM


Focal Points 

Page 7  June 8, 2010  

European Problems on U.S. Soil 
 Because capital markets are interconnected, they can become very contagious in this time of stress.  

o Our contagion smell test, entitled “The Destructive Power of ONE,” is an overlay intraday of charts of equities, commodities, 
currencies and government bond markets.  

o If they are all swimming together, as is currently the case, then the macro environment is in a contagious state (correlations 
tend toward perfection, or R goes to 1, ONE). Markets are on high alert to see who may end up swimming with the fishes. 
Rumours abound.  

o Why own asset A rather than asset B if they are both priced the same way? Portfolios once offering diversification become 
less diversified. Portfolio risk balloons.  

 The day-to-day pricing of bond risk insurance contracts, or credit default swaps, of major U.S. banks, notably Bank of America and JP 
Morgan Chase, looks too much like the day-to-day pricing of similar contracts on European banks, notably SocGen and Banco 
Santander. These disparate banks are showing very similar risk profiles.  

 This interconnectedness of the banking system is the reason the Fed opens dollar swap lines to foreign central banks. It is not a U.S. 
handout. Rather, it is a mechanism ultimately meant to retain the integrity of the U.S. banking system. Move over “too big to fail,” 
“too interconnected to fail” is the key phrase.  

 U.S. banks, for themselves, are hoarding safe-haven treasuries.  
 About one-third of U.S. exports go to Europe, land of the falling euro, and rising austerity measures.  

 
European Problems on Canadian Soil 
 The key transmission of European financial stress to the Canadian equity market is via lowered global growth expectations. 

o Growth needs to be funded, and funding markets are seizing up.  
 Thirty-four percent of the capital in the Canadian equity market is invested in non-gold resources, which thrive in a buoyant emerging 

market (resource hungry) led global growth environment. Less growth equals less buoyancy. 
 A month ago we noted a “fresh” fit between European and Asian sovereign creditworthiness. This relationship has been maintained, 

meaning that Asian risk, which is primarily a growth phenomenon, is tied to European sovereign and thus European corporate 
financial default risk. We are now picking up good fit between moves in Asian creditworthiness and moves in crude oil.  

o The Canadian equity market has a 26% weighting toward energy. This energy exposure and the connectedness of oil to 
global growth probably overstates the risk somewhat. Gas-related equities have already been pre-disastered due to 
technological advances in unconventional natural gas production, which have dampened prices.  

 Base metal prices are also falling, trailing behind the falling creditworthiness of base metal producers. 
 If we are picking up on the good fit of credit (the reason for our concern) and commodity pricing now, then the host of strategists who 

use commodity prices to determine the “double dippyness” of the global economy will soon follow suit.  
 Commodity prices are not an early warning sign of economic weakness; they are a result of weakness in credit markets.  

o In a levered market, credit leads.  
 We expect that commodities will lend a hand in finding the bottom, rather than the top. This was certainly the case in 2009, and the 

reason for our bullishness a little over a year ago. See Red Book March 17, 2009, “In Future Growth We Trust.” 
 A key difference between now and 2008, is that back then we did not have a property bubble bursting in China. This is an important 

piece of information (don’t you think?). 
 
Conclusions 
 We see credit crisis II as just beginning. Few markets are untouched. Few signs of optimism can be seen. We are now at the tipping 

point when the crisis becomes more obvious. Markets will get more dangerous during this phase.  
 We advocate a zero weight toward equity, and that investors convert their equity positions to cash. 
 We will continue to provide updates in our daily Market Elements, Relative Strength Filter, and our topical Focal Points publications. 
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