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THE CENTRAL BANKS BUBBLE 

The Dotcom bubble of 2000, the Real Estate bubble of 2008 and the Central Banks bubble of 2016  

 

For eight years major central banks across the globe have adopted a policy stance that remains peerless in economic 

history. The proliferation of an unprecedented array of unorthodox measures since the financial crisis marked the 

beginning of a new era in central bank policymaking. While various asset purchase programs flooded the market with 

vast amounts of newly printed money, interest rates were kept at zero or forced into negative territory. Lackluster 

world economic growth – running 54% lower compared to pre-crisis levels, is how the economy responded. To be 

clear, extreme central bank policies had very little effect on household consumption, investment and growth – the 

very outcomes they sought to deliver. In this research piece we take a closer look at these botched central bank 

strategies and evaluate their effectiveness along with the consequences they entail. 

With the world economy steadily deteriorating, the markets, in a quasi-Pavlovian impulse, are yet again looking 

towards central banks for support. Traders and investors are embracing the “bad news is good news” rationale. The 

underlying narrative amounts to a cognitive dissonance: we should rejoice if macroeconomic data are bad since we 

are conditioned to expect an “omnipotent” stimulus package from central banks that we believe will fix everything. 

Investors are embracing an improbable slogan; “we can will the recession away with savvy monetary policies and/or 

fiscal interventions should the need arise.” We argue otherwise.  

Within a weakening macroeconomic environment, questions on whether we should expect the next recession abound. 

Because of the economic cycle, there is always a recession coming, the question is when. Given how late we are in this 

cycle (7 years since the last recession) and the emergence of systemic cracks with textbook symptoms, we would 

rather ask the following question. Is it more probable that we are witnessing signs of the next recession, or can we 

simply assume that all of this is temporary and the economies will self-correct in a few months?  We are in the last, 

“hope” stage of the cycle. While pundits and analysts keep the faith that exports, earnings, consumption and 

production will all improve towards the end of the year, we all know how hope-based investing ends. Regrettably, 

financiers have not succeeded in engineering unburstable bubbles. The counterfactual would be to assume that 

central banks have found a way to domesticate the economic cycle by printing money.  

Although a number of people have realized risk assets are overinflated, dismissive complacency still reigns over 

sentiment. Confidence is mainly buoyed by the argument that key economies are still expanding, albeit at a paltry 

rate. While periods of negative growth are not uncommon and should be expected, the unwinding of speculative 

optimism will be harsh.  

We begin with a sobering perspective on what the easy money policies did achieve, namely to inflate valuation 

bubbles in every single asset class – from equities to bonds, to CDOs, to high-yield debt. The playbook, true to form, 

remains the same for this bubble. Investors were pushed up the risk curve, inadvertently assuming more risk than 

they realized. We will then focus on the “hunt for yield” and the ensuing asset price inflation in detail (with an 

emphasis on the US equity bubble). 
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We are not implying that market participants are blind or that they have no idea what they are doing. Riding bubbles 

can be riveting and ensnaring. It may seem particularly inviting towards the end of the cycle, when betting on further 

asset inflations has worked for a prolonged period of time. We believe the ‘hope-greed-and-fear’ mechanics behind 

this behavior are worth exploring. Moreover, many investors do not really have a choice, other than remaining in the 

markets (strategy commitments, regulatory limitations and long-term positioning are but a fraction of their real 

constraints). We further provide our take on structural pressures driving investors to remain short on volatility – at 

record levels. 

Much to our surprise, while we were still researching this paper, no other than a former Fed president stepped up and 

openly admitted that inflating the bubble was indeed a deliberate and calculated act, rather than a side effect. 

Richard Fisher, former president of the Dallas Fed, CNBC interview on March 9th, 2016:1 

“I think that power [QE] is running its course… We injected cocaine and heroin into the system 

and now we are maintaining it with Ritalin… [He was then asked whether the Fed deliberately 

inflated the markets]… It was a discussion about the cost-benefits of QE and the major objective 

was to create a wealth effect. So we drove rates to zero, we actually drove, if you flatten the yield 

curve, interest rates to lowest yields in 239 years of history. When you do that, what you do is you 

change the way you discount future cash flows and future earnings…  

We are going to have a payback for levitating markets, all tradable markets… There is always 

going to be a payback and a regression to the mean. I warned my colleagues at the meetings that 

we would have something like a 20% or 30% correction.” 

What we are witnessing, in snowballing increments, is that central banks are rapidly losing their ability to sustain this 

bubble. ECB’s Draghi and Bank of Japan’s Kuroda are currently pushing interest rates deeper into negative territory 

and increasing quantitative easing (QE) in an attempt to preserve the simulacrum of control over the real economy. 

We present evidence that QE and negative rates have no effect on the real economy, other than adverse disruptions 

and byproducts of misbalances.  

The imminent unraveling will be disorderly and lacerating. Speculative bubbles in all asset classes, high correlations 

and low liquidity, crowded positions, the fact that most investors are fully invested and have taken on more risk than 

they can truly bare, will all conspire to make the exit doors smaller.  

How did we get here? Loose monetary policies were convenient for everyone. Politicians refrained from 

implementing difficult and unpopular structural reforms in order to address systemic inefficiencies, effectively opting 

for a short-term fix at the expense of long-term concerns. Meanwhile, all risky assets went up. Structural inefficiencies 

abound, including expensive and unsustainable social policies (EU, Brazil), or indulging in unrestrained debt-fueled 

consumption (US) and over-capacity buildup (China). Kicking the can down the road for the next administration to 

deal with may not be possible at this point; it has a tendency to boomerang back to decision makers eventually. 
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Of bubbles and paradigms  

 A main ingredient in the creation of bubbles is the notion that risk will henceforth remain low or non-existent 

due to a newly minted dimension, a new paradigm that has changed the way we view risk and valuation. 

o The Dotcom bubble’s new paradigm emerged with the advent of the internet and new technology. This 

burst in innovation portended to invalidate fundamental cash flows and balance sheet valuations. Investors 

believed the price they paid for AOL, Worldcom or Yahoo was immaterial, since their disruptive technology 

would eventually revolutionize the world.    

o The Subprime bubble’s new paradigm maintained that financial engineering has caused risk to disappear. 

Globalization had spread risk across the world, securitization and syndication further distributed risk 

across a diverse investor base, while the all-new “tranching” had transferred risk to investors that were 

allegedly the most willing and able to carry it. One key overlap with the current bubble was the assumption 

that central banks’ savvy management of the economy had eliminated most business cycle risk. 

 Mirroring its predecessors, the current Central Bank bubble has introduced a new paradigm that shares many, if 

not all their characteristics – the new twist being over-reliance on central banks. This bubble’s central tenets are: 

o Central banks have all but conquered the business cycle through the miracles of money printing and low or 

negative interest rates. 

o The economic risk of a fresh recession has diminished since central banks are more accommodative than 

ever and bolder in deploying ever more astounding amounts of quantitative easing and lower rates. Market 

expectations are resolutely policy driven and firmly believe that if central banks remain accommodative 

and do not turn hawkish we will not have a recession. 

o The “bad news is good news” mentality is a direct consequence of this moral hazard. Bad news is no longer 

perceived in a negative way because of further expected monetary easing. 

o Leverage has become less risky because easy money policies have made debt more borrower-friendly. 

o It is fine to chase diminished prospective returns across asset classes regardless of risk, since we live in a 

0% return world and every percentage above and beyond that is welcome and necessary.  

 Ironically, the risk-has-disappeared myth has historically been the greatest source of risk. It has underwritten 

every bubble. Fear of missing out on possible gains wins over legitimate fears of possible losses. When fear is 

repressed, risky borrowers and projects have easy and cheap access to capital which will eventually destabilize 

the financial system.   

 Through the “bad news is good news” prism, a “buy-the-dip” mentality becomes expected behavior. For the past 

few years “buying-the-dip” has been one of the few sources of alpha and managers have clung to the strategy. 

Thus every dip is fiercely bid up. Cases in point are the October 2015 and the February-March 2016 recoveries – 

some of the steepest in US history.  

 This low skepticism and low risk-aversion environment creates excessive demand for all types of risky assets, 

pushing up prices and reducing prospective returns. Historically, the time to worry in the business cycle is when 

crowning complacency is masking peak systemic risk. We believe we have reached that point. Coincidently, 

China’s Vice Premier Zhang Gaoli declared just a few days ago on March 20th 2016:2  

“There will be no systemic risks – that’s our bottom line.” 
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 Can you guess when the following memo from one of our favorite investors Howard Marks was written? 

“Where do we stand today? In my opinion there is little mystery. I see low levels of skepticism, 

fear and risk-aversion. Most people are willing to undertake risky investments, often because 

the promised returns from traditional, safe investments seem so meager. This is true even 

though the lack of interest in safe investments and the acceptance of risky investments have 

rendered the slope of the risk/return line quite flat. Risk premiums are generally the skimpiest 

I’ve ever seen, but few people are responding by refusing to accept incremental risk… 

Markets have tended recently to move up on positive developments and to recover easily from 

negatives… I’m not aware of any broad markets that I would describe as underpriced or 

uncrowded… Trust has replaced skepticism and eagerness has replaced reticence.”   

“It’s All Good” memo, July 16th 2007, Howard Marks 

It was written in 2007, at the doorsteps of the Financial Crisis. It could have been written today. 

 

A brief review of the world economy from 2008 to 2016 

 The average GDP growth rate in developed economies has declined by more than 54% since the crisis, while the 

IMF’s outlook for global growth has disappointed. Every year, the IMF cuts its global growth forecast only to have 

that lower forecast eventually prove too aggressive.  

o The first chart presents the IMF projections for world GDP growth. As the chart illustrates, actual growth 

(the black line) significantly and consistently lagged behind overly optimistic forecasts during the recovery. 

o The second chart shows how concentrated global growth has become. China, the US, and India comprise 

80% of the world’s growth. All other countries contribute a measly 0.5% of the total 2.7% growth. With a 

meager 1% growth, the Euro zone is a tiny contributor. To make matters worse, many economists do not 

believe China’s number. Alternative estimates of China’s GDP growth are much lower than the Chinese 

Communist Party’s official figures.   

    

 A February 2016 quote from the former Bank of England governor:  

“Whatever can be said about the world recovery since the crisis, it has been neither strong, nor 

sustainable, nor balanced. There seems to be little political willingness to be bold, and so 

perhaps we should fear that the size of the ultimate adjustment will just go on getting bigger. 
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Almost every financial crisis starts with the belief that the provision of more liquidity is the 

answer, only for time to reveal that beneath the surface are genuine problems of solvency.”  

Mervyn King, former BoE governor from 2003 to 2013 3 

 The debt binge continued during the recovery. One would imagine that the financial crisis would cause 

deleveraging and a reassessment of what appropriate debt levels should be. Quite the opposite occurred – 

borrowing essentially increased: 

                          

Here is what central banks have been doing since the last crisis 

 First, let’s define Quantitative Easing (QE) – it is a technical expression for money printing. The mechanism 

behind QE is the following. Central banks create money by buying securities (i.e. government bonds) from 

private banks, with newly minted electronic cash. The new money increases the reserves of the private banks, 

while the bonds are held on the central bank’s balance sheet, thus inflating it. The idea is that private banks 

should take the new money and buy assets to replace the ones they have sold to the central bank. That raises 

asset prices and lowers interest rates, which in turn should be encouraging banks to make more loans to 

stimulate the economy. Below we discuss why in reality QE doesn’t work as intended and merely creates 

negative side effects that outweigh any positive upshots. 

 The US Federal Reserve  

o The Fed cut interest rates to 0% back in 2008 and has held them there ever since. This has been the longest 

0% period in recorded history (Chart 1 below). 

o Over that period the Fed spent $3.7tn on 3 rounds of QE; expanding its balance sheet from $0.8tn to $4.5tn 

(Chart 2 below). 

o The unprecedented inflow of freshly printed dollars increased the money supply by 150% in just 7 years 

(Chart 3 below). 

                         

 

 

Source: Fed of St. Louis, Morningside Hill 

http://www.ibtimes.co.uk/former-bank-england-governor-mervyn-king-warns-another-financial-crash-certain-1546513
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 The European Central Bank (ECB): 

o The ECB cut the interest rate to 0% in 2009 and turned negative in 2014 (currently at -0.4%). 

o In the aftermath of the financial crisis the ECB experimented with various forms of QE. The current QE 

program entails printing €80bn a month and will add €1.6tn to ECB’s balance sheet by March ‘17. 

                                               

 Bank of Japan (BoJ) – showcases the final destination of all other central banks given their current policies. 

o The BoJ has done more of everything, compared to any other central bank, without being able to sustain 

economic growth. Despite the massive monetary stimulus, Japan’s economy and inflation did not comply. If 

other central banks continue with their reckless current policies they would probably end up in Japan’s 

quagmire. As a side note, Japan’s decades-long accommodative polices failed to prevent 4 recessions. 

o The BoJ maintained zero interest rates for a whopping 20 years (Chart 1). 

o The unprecedented flood of QE in Japan has expanded the size of their balance sheet to an astounding 78% 

of GDP. In addition to government bonds the BoJ has been buying corporate bonds and even equities 

(Charts 2 and 3). 

 

Why quantitative easing doesn’t work 

 QE has proven to be an ineffective tool in boosting real economic activity. Even the Fed acknowledges that QE 

has been a poor policy tool. In a critical paper Fed Vice President Stephen Williamson criticizes both low rates 

and QE:4 

“Further there is no work, to my knowledge, that establishes a link from QE to the ultimate 

goals of the Fed – inflation and real economic activity.” 

 Just like the Fed’s vice president, we have failed to find any independent research demonstrating a positive 

relationship between QE and real growth. Even the Fed’s official report on the effectiveness of these unorthodox 

measures fails to ascertain any meaningful positives. Bear in mind that Fed’s paper served to defend their 

policies and potentially pave the path for further easing. The paragraph below draws from their rather weak 

conclusion. 

   

Source: BoJ, Morningside Hill 

Source: ECB, Morningside Hill 

https://research.stlouisfed.org/wp/2015/2015-015.pdf
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“Although the Federal Reserve’s quantitative easing program likely helped to stabilize the 

economy during the financial crisis as it provided liquidity in financial markets that were 

seizing up, we estimate that the FOMC’s unconventional policy actions provided no material 

additional monetary policy stimulus in the first two years following the financial crisis.“5 

 Central banks find it hard to stimulate lending (and consequently consumption and investment) even with free 

money, simply because commercial banks are running out of creditworthy borrowers to lend to. Every market, 

from village, to city, to state, has a limited number of entrepreneurs and businesses with productive uses for 

borrowed money.  

Commercial banks make their lending decisions based on borrowers’ creditworthiness and estimates of loan 

profitability (or conversely, probability of default). This decision function will not shift with cheap funding since 

the central bank does not underwrite any potential losses on the loans they are trying to encourage. These losses 

will be fully borne by the lenders. 

To put it differently, cheap funding from the central banks becomes irrelevant for commercial banks regardless 

of whether the rate is at 1%, 0% or at -0.4%. If their only option, apart from hoarding cash, is to make risky loans 

with a, say, 5-10% probability of default, they stand to lose more than they can gain. Hence even with a free loan 

from ECB, the availability of credit will not increase. 

 During 2014, in yet another attempt to stimulate lending, the ECB started a series of TLTROs (Targeted Long 

Term Refinancing Operations). This new program was touted as a “great innovation” since it was supposed to 

stimulate lending to the real economy directly. It consisted of separate auctions in which EU banks could bid for 

4-year loans at 0% or negative rates.  

o The first chart below shows a clear reduction in the demand for funds by EU commercial banks from these 

TLTRO auctions. While the facility is capped at €400bn, demand for funding over the latest March 2016 

auction fell to a measly €7bn. After the initial hype in 2014, the participation rate in the TLTROs has 

consistently declined. Only 19 banks out of the 300 eligible chose to participate in the most recent auction.6  

o The second chart illustrates the failure of all ECB monetary interventions including 7 past TLTRO auctions, 

QE and negative rates to improve private sector lending. 

                  

 

 Easy monetary policy did not increase the number of creditworthy borrowers that banks were willing to lend to. 

So instead of increasing lending, commercial banks chose to park the surplus funding in the form of excess 

reserves held at the central bank. From a commercial bank’s perspective holding cash at the central bank is the 

safest and most-prudent option, especially during periods of heightened uncertainty. In order to discourage this 

hoarding of reserves, the ECB (among others) further reduced interest rates from 0% to -0.4%. In response, 

commercial banks actually increased their excess reserves instead of reducing them.  

http://www.federalreserve.gov/econresdata/feds/2015/files/2015005pap.pdf
https://www.ecb.europa.eu/stats/pdf/blssurvey_201601.pdf?4bd32f9c94e348f242a3d86d5dbd029a


 

- 8 - 
 

ECB excess reserves = current account (required + excess reserves) + deposit facility (overnight excess reserves) - required reserves. Jan 2016 

calculation = €557 (current account) + €222 (deposit facility) - €113 (required reserves) = €666bn. For Feb 2016 the number is €723bn. 

This is how the rationale goes: it is better to keep the deposits at the ECB and lose 0.4% flat, rather than 

undertake risky loans and lose 10%, 30% or 100%. Inadvertently, central banks are effectively forcing lenders to 

lower their underwriting standards. 

 The result is a ballooning of excess reserves at all major central banks.  

o The first chart shows that excess reserves for EU banks has risen to more than €700bn from less than 

€150bn a year ago when QE started. Despite the fact that the ECB cut deposit rates 3 times from 0% to          

-0.4% in order to discourage this very behavior. 

o The second chart demonstrates that the excess reserves in the US ballooned from a pre-crisis level of $2bn 

to $2.6tn – a 1,300x increase. Most of the $2.6tn came from the 3 QEs. Excess reserves are thus a staggering 

17 times the amount of required reserves of $150bn. 

o The situation in Japan is even direr with a total of ¥222tn in excess reserves, or fully 26 times the required 

reserves. 

     

 

 To recap, QE neither boosted consumption nor encouraged investment, while most of the additional liquidity 

returned to central banks’ coffers in the form of excess reserves.  

 Yet, QE comes at a steep cost. It creates imbalances (i.e. bubbles in risky assets) and misallocation of capital and 

investments (i.e. stock buybacks instead of investing in capital expenditures). Last but not least, QE inflated 

central banks’ balance sheets, and they self admittedly have no idea how to unwind it in the future. 

 We would now like to draw your attention to the businesses that actually took advantage of the cheap credit and 

borrowed. Non-financial corporations are supposed to undertake fixed investments and deliver real economic 

growth. But, rather than investing, they used the borrowed money to buy back their own equities or purchase 

other financial assets. In other words, the borrowed funds were squandered on speculative activities, which do 

not contribute to real GDP growth. 

o IMF, UN and World Bank reports all show that private investment did not grow as expected in the 

developed world. In 17 of the 20 largest developed economies, investment growth remained lower during 

the post-2008 period than before; 5 even experienced a decline in investment. 

 As per Richard Fisher’s (former Dallas Fed president) own admission the Fed sought to create a wealth effect 

through a QE-induced inflating of equity markets. At the heart of the wealth effect lies an assumption that when 

people feel wealthier they are willing to spend more. 

o There is however no proven relationship between the wealth effect and consumer spending. On the 

contrary. Bernanke, the former Fed chairman himself, wrote a paper denying that relationship. He 

concluded that people base their consumption on what they view as their “permanent” income instead of 
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the volatile value of financial assets. In his research Bernanke asserts that if your portfolio value suddenly 

increases but your permanent income (salary) remains the same, you will not increase your spending.7 

o Even if we assume the wealth effect is real, it would disproportionally impact the wealthier portion of the 

population – those that own financial assets. Unfortunately, the wealthy also have a lower marginal 

propensity to spend.  

 Finally, there is a heated debate regarding the failure of both QE and 0% interest rates to lift inflation. We believe 

both measures are deflationary – central banks buy money producing bonds and replace them with money 

earning 0% interest. Being a cash liquidity tool, QE has only been useful during times of liquidity crunch like in 

2008-9. Outside of a liquidity crisis, QE has been ineffective. 

 We mentioned earlier that the world is even more over-indebted now than it was before the crisis. We find it 

amusing that central bankers think the solution is more debt.  

 

The absurdity of negative interest rates  

 After initially rejecting the idea, the ECB (in June 2014) and the BoJ (in January 2016) joined the central banks of 

Denmark, Sweden and Switzerland into negative territory. There are currently $7 trillion in total of negative 

yielding sovereign bonds worldwide (30% of the Global Developed Sovereign Bond Index) and $3.3 trillion of 

negative yielding European sovereign bonds (40% of total EU zone).8,9 

 Even though they are increasingly popular, negative rates remain a new and untested tool with no historical 

precedent. Not even Keynes, who coined the “euthanasia of the rentiers” phrase, dared contemplate negative 

nominal rates.  

 In theory, interest rates below zero should reduce borrowing costs for companies and households, while driving 

up demand for loans. In practice, there’s a discernible risk that the policy does more harm than good. The banks 

could either pass these extra costs to depositors or opt to bear them themselves. Both outcomes are negative for 

the policy and lead to a reduction in lending. 

o If bank deposits get taxed by negative rates instead of paying interest, cash may go under the mattress 

instead. Reports in Japan and Germany point to a surge in demand for home safes and deposit boxes.10,11 

When this happens, banks will face deposit outflows and respond by increasing credit rates and reducing 

lending. For instance, Swiss banks have raised loan rates. 

o If banks absorb the cost themselves, the profit margin between their lending and deposit rates will be 

squeezed. Conversely, further reducing their willingness to lend. In Europe banks are increasingly more 

vocal about the hardships incurred because of negative rates. 

 Negative rates are already causing incongruous disruptions. In Denmark, thousands of homeowners have ended 

up with negative-interest mortgages. Instead of paying the bank principal plus interest each month, they pay 

principal minus interest. Though it may sound ludicrous, it has in fact cost Danish banks more than $145m in 

2015. Currently in Denmark many depositors pay interest rates to banks, which in turn pay a part of these rates 

to borrowers. By completely reversing the savings/lending cycle lenders are paying debtors to borrow money. 

Please follow the links listed below for additional articles on this questionable practice.12,13,14 

 

 

 

http://www.nber.org/papers/w0756.pdf
http://www.bloomberg.com/news/articles/2016-02-09/world-s-negative-yielding-bond-pile-tops-7-trillion-chart
http://www.marketwatch.com/story/40-of-european-government-bonds-sport-negative-yields-and-more-may-follow-2015-12-02
http://www.wsj.com/articles/japanese-seeking-a-place-to-stash-cash-start-snapping-up-safes-1456136223
http://www.wsj.com/articles/as-interest-benchmarks-go-negative-banks-may-have-to-pay-borrowers-1428939338
http://www.wsj.com/articles/less-than-zero-living-with-negative-rates-1449621094
http://www.wsj.com/articles/danish-lenders-take-unprecedented-steps-to-combat-negative-interest-rates-1423576590
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 Historical evidence suggests that negative rates are ineffective. Denmark, Sweden and Switzerland all hold 

negative interest rates, yet consumer spending is not picking up. In fact, savings rates have been going up in 

lockstep with the decrease in interest rates. Savers, fearful of the long-term impact of negative rates, chose to 

increase their retirement savings instead of spending more now – the exact opposite effect of what central 

bankers planned for. The following charts reveal that in all 3 countries, lower deposit rates forced an increase in 

savings rather than a decrease.  

       

 Furthermore, negative rates act as a tax on savers and investors who must plan on the contingency of lower 

future rates of return. For example, a person saving for retirement under normal monetary policy could save 

enough to retire in 20 years. Under a -1% rate regime, the same person might need over 30 years. Due to the 

(reduced) effect of compounding the difference becomes staggering with perceivably small changes in rates. 

Pension funds and insurance companies are coming under pressure because of the diminished future expected 

portfolio returns.  

 Negative rates further lower inflation expectations. This is unswervingly at odds with the central bank policy 

objective of returning inflation to target. 

 So far the only potentially useful effect of negative rates has been to lower the currency exchange rate (e.g. 

Denmark and Switzerland).15  

 

Easing policies cause bubbles in the financial markets  

 Extreme monetary intervention inflates bubbles in all asset classes. It takes the informational content out of 

asset prices for the following reason. Inflated prices across the board stop reflecting fundamental risks and 

consequently become meaningless. For example collapsing bond yield spreads fail to communicate the increased 

risk, forcing savers to chase returns.  Investors are now farther out on the risk curve than ever before. 

 The hunt for yield. The investment risk/return model works as follows. The lowest risk investments like 

government bonds yield the lowest returns, and the more an investor moves up the risk curve, the higher the 

returns they expect as compensation for higher risk.  

o Let’s say that in a normal environment when interest rates are at 3%, government bonds yield 4%, 

corporate bonds 6%, equities 9%, junk bonds 12% and venture capital upwards of 25%.  

o When interest rates are at zero, the whole curve shifts down and government bonds would yield 1%, 

corporate bonds 3%, equities 5%, junk bonds 7% and venture capital upwards of 15%. 

o Still investors need real returns to fund their spending and retirement needs. This prompts the “hunt for 

yield.” Often without fully realizing it, investors allocate more funds to ever more risky asset classes chasing 

higher yields.  

http://www.bloomberg.com/news/articles/2016-02-14/here-s-why-ecb-and-boj-can-t-copy-danish-negative-rate-success
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 Long-lasting low or negative interest rates augur the demise of the risk-free rate concept, spreads over the risk-

free rate, the capital asset pricing model, modern portfolio theory and virtually all fundamentals that have driven 

financial calculations for 100 years. 

 Keeping interest rates low fueled a furious rally in risk assets, but providing extra liquidity and leverage through 

various money printing programs added gasoline to the fire. Individual investors and institutions levered up to 

take advantage of the easy money and the growing asset prices.  

o Below we can see that the margin debt in all brokerage accounts at the NYSE is at all-time high of $500bn. 

High amounts of equity portfolio leverage usually coincide with market tops like in 2000 and 2007.  

 

o The danger of high levels of margin debt is that the right catalyst could ignite a selling panic. We believe 

that an S&P market drop below 1800 will begin to trigger margin calls. 

 Equity funds are now fully invested and hold less cash than ever before. According to the Investment Company 

Institute, equity mutual funds today hold only 2.1% of cash ($164bn on $7.8tn of assets). Even at the previous 

peak in 2007, that percentage was much higher at 3.1% ($176bn of cash on $5.7tn of assets). Until the mid-90s, 

stock funds held an average of 9% in cash.16,17 

 The herding effect triggers a pileup in all risky asset classes. 

o Junk bond issuance in the US totaled $1.5tn in the 5 years after the crisis, compared to $0.5tn in the 5 years 

before the crisis. Junk bond yields fell to 5.5% in 2014 down from a 30-year average of 10%. Even now, 

after two spikes in market volatility, yields remain at only 8%. 

o Global equity markets rallied with the S&P 500 up 215% off 2009 lows.  

o Inflows in emerging markets totaled $2.1tn after the crisis.  

o The bond market is also firmly in bubble territory with its extremely low yields. In 2015 former Fed 

chairman Alan Greenspan delivered a warning about that bubble.18 

o Examples of exotic investments abound. Last June, at the peak of the market, Petrobras sold a 100-year 

bond that matures in the year 2115 yielding only 8.45%. While investors eagerly gobbled up the bond, 

subsequent oil price fluctuations and corruption scandals sent its price plummeting some 30%. 

Mozambique’s $850m of “tuna bonds” is another manifestation of excessive risk taking. 

 Investors are erroneously justifying the elevated asset prices with the low interest rate environment. The 

complete collapse of the risk curve (which has both flattened and shifted down) has forced investors to accept 

extremely low compensation for taking on additional risk. To put it differently, investors are only being paid (or 

should we say short-changed) for relative risk while they are not being compensated for absolute risk, the one 

that hurts the most.  

 

 

https://www.ici.org/pubs/research/reports
http://blogs.wsj.com/moneybeat/2016/03/11/cash-is-now-a-sin/
http://www.marketwatch.com/story/greenspan-warns-about-bond-market-bubble-2015-08-19
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19     http://www.berkshirehathaway.com/letters/2015ltr.pdf  

The US equity bubble  

 In our report on US earnings that can be found here http://www.morningsidehill.com/us-corporate-earnings-

not-only-falling-but-rapidly-deteriorating-in-quality/ we demonstrate that the adjusted earnings numbers are 

misleading and that GAAP numbers better reflect the true underlying profitability.  

o Warren Buffet admonished the use of non-GAAP measures in Berkshire Hathaway’s 2015 annual report: 

“Wall Street analysts often play their part in this charade, too, parroting the phony, 

compensation-ignoring “earnings” figures fed them by managements… Whatever their 

reasoning, these analysts are guilty of propagating misleading numbers that can deceive 

investors.” 19 

o We will therefore ignore the “adjusted” EPS numbers in our equity valuation analysis and stick with GAAP. 

 Since 2014, the S&P 500’s valuation decoupled from the underlying fundamentals.  

o The first chart shows the S&P index value and the GAAP EPS both indexed to their respective values in Q1 of 

2006. As you can see GAAP earnings are back to their 2006-7 level while the index is 50% higher. From 

2009 to 2014 the index was growing as the underlying EPS was growing too. Then the two decoupled. 

Beginning in 2014 the index continued to grow despite the falling earnings. 

o The second chart shows exactly the same (indexed to Q3 2006 = 100), but using Bloomberg trailing EBITDA 

per share which is right back at its 2006-7 level while the index is 50% higher.  

        

 The table below exhibits how much the S&P 500 grew in comparison to real GRP growth in each of the last three 

cycles. The highlighted cells show that for every 1 point of growth in real GDP, the S&P grew by 9.9 points during 

the Dotcom bubble, by 6.5 points in the Real Estate Finance bubble and by 14.1 points in the present Central 

Bank bubble. Relative to GDP, the S&P has currently increased more than it did during the widely dubbed as 

irrational Dotcom bubble.  

 

 

Bull Market Years Low High S&P 500 GDP ($tn)* S&P / GDP

Point Point Low Point High Point Growth Low Point High Point Growth Growth Ratio

Dotcom Bubble 1990 - 2000 Aug-1990 Mar-2000 307 1,527 397.4% $8.98 $12.59 40.2% 9.9x

Real Estate Bubble 2002 - 2007 Oct-2002 Oct-2007 777 1,565 101.5% $12.96 $14.99 15.6% 6.5x

Central Bank Bubble 2009 - 2016 Mar-2009 Jan-2016 666 2,042 206.6% $14.36 $16.46 14.6% 14.1x

* GDP in trillions of chained 2009 dollars, seasonally adjusted             Source: Federal Reserve of St. Louis, S&P Indices, Mornigside Hill

http://www.berkshirehathaway.com/letters/2015ltr.pdf
http://www.morningsidehill.com/us-corporate-earnings-not-only-falling-but-rapidly-deteriorating-in-quality/
http://www.morningsidehill.com/us-corporate-earnings-not-only-falling-but-rapidly-deteriorating-in-quality/
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 The profitability of the S&P 500 is right where it was back in 2006-7. Please notice that the last quarter’s EPS 

number (Q4 ’15) came in at $18.6 which, when annualized, gives the S&P a valuation of 27x earnings. 

 
 Given the real profitability levels of the S&P we cannot justify its 2000 points index level. Nothing has changed 

since 2006 apart from the fact that companies have levered up even more in order to buy back stock. Despite all 

these buybacks EPS remains at the same level as it was in 2006. 

 In 2006-7, the S&P was trading at a level of 1400-1500. Based on GAAP EPS and trailing EBITDA valuations, the 

S&P has to drop from its current level of 2000 down to 1400 just to be as expensive as it was back in 2006-7. 

This was the level before the last crisis when the profitability outlook was still positive. Then, considering that 

there is a recession coming and profitability is falling, the S&P needs to decline further, probably to the sub-1000 

level. The magnitude of this drop would be consistent with previous historic falls during downturns.  

The incoming recession 

 Every few years economists tend to forget that recessions are part of the economic cycle. There are many 

possible causes and explanations for the cycle, but the fact remains that it has been there for thousands of years. 

The economic cycle is a very natural and human phenomenon and probably has something to do with the way 

people think and behave.  

 The US has survived 21 recessions in the 20th century or roughly one every 5 years. At 7 years this is the 3rd 

longest bull market after 1990-2000 and 1949-1956. 

 Negative macro developments – a list. The full detailed analysis on every country will be sent out in separate 

papers. 

o US: corporate earnings recession (going into the 6th consecutive quarter), manufacturing and industrials in 

contraction, slowing services, slowing demand, slowing retail sales, slowing consumption, slowing exports.    

o EU: GDP growth stalling to 0.3%, manufacturing rolling over, exports falling, consumer and business 

confidence decreasing. 

o China: slowdown worse than official numbers suggest, GDP growth much lower than officially stated. Over-

indebtedness, over-capacity, NPLs rising, high probability of a financial crisis, falling real employment, 

contracting exports and imports, manufacturing and industrial production down, etc.    

o Japan: negative GDP growth in Q4’15, manufacturing and exports contracting, slowing demand. 

o South-East Asia: manufacturing contracting, industrial output down, exports growth decreasing. 

o South America: Brazil is in economic and political crises, Brazil, Venezuela at high risk of default, Argentina 

still coping with default, region hit by commodities and exports slump  

o Middle East: hit by low oil, wars and falling trade 

o Africa: S. Africa, Nigeria and Kenya growth stalling to 0%, among commodities, trade and imports slump. 

o World trade: value contracting for the first time since 2009, volume growth decreasing, Baltic Dry Index 

and China Containerized Freight Index down considerably.  

o Productivity: dropping in all developed markets, notably the US and the UK.  

Source: S&P Indices, Morningside Hill 
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 If investors are wondering whether there is a recession coming, look no further than the mushrooming central 

bank policy moves as of late. 

o Just take a look at the frantic central bank activity over the last 2 months: 

           
o Central Banks have bent backwards to increase accommodative policies. This does not bode well.  

o At the March meeting Yellen was unexpectedly dovish. The Fed cannot afford to raise rates even as inflation 

is picking up with core CPI at 2.3% and unemployment at 4.9%.  

o Draghi just threw what the media labeled the “kitchen sink” at the markets – quite a large package of even 

more monetary stimulus.  

 We are observing typical bubble market-top behavior; when highly relevant developments on the fundamental 

front are not important to the consensus of investors, or to the mainstream media. At least not until the 

ramifications of those developments appear in the form of significant declines in stock prices. Only then would 

they become very relevant.  

 The markets are completely ignoring all the recent negative developments. The current bullish narrative, 

propelled by central banks, the media and the sell-side, holds that the recent weakness is transitory in nature 

and should be resolved by the end of the year. They contend that corporate earnings, industrial output, world 

trade and consumer spending will simply turn around.  

Their views drift around this rag: Maybe the higher QE and lower rates will do this for the economy? Draghi is 

now buying €80bn per month instead of the €60bn before and has rates at -0.4% instead of at -0.3%. Maybe the 

extra €240bn per annum is what the €10tn Eurozone economy has been waiting for all along?   

 Political risks – a list. This is by no means a comprehensive list. We just wish to enumerate some key pressing 

concerns that will inevitably weigh on sentiment. 

o Brexit and Grexit (again) 

o Rise of far-right parties in Germany and France, elsewhere  

o Trump-ism in the US , electoral jitters 

o EU migrant crisis 

o Syria and the Middle East 

o Brazil – political crisis 

o China – state workers’ uproar, rising social tensions 

o Putin’s Russia 

o Terrorism / ISIS / N. Korea 
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20     Data compiled from Barron’s annual survey at http://online.barrons.com/home-page, we would like to give credit to Zero Hedge for the idea   

Why is it that consensus economists always fail spot a downturn? 

 Since recessions are part of the business cycle they are always lurking around the corner. Yet, we are amazed 

how every single time we enter a new one, consensus economists are truly stunned and surprised. Five thousand 

years of human history tells us that like “death and taxes” recessions are the closest we can get to a sure thing.  

 During the market slump of January 2016, investors found comfort in the popular Wall Street saying that “the 

stock market has predicted 9 out of the last 5 recessions” thus joking about the typical overreaction so inherent 

in the markets. Another argument can be constructed from this saying – the stock market has predicted 100% of 

the last 5 recessions. At the same time consensus economists have predicted exactly 0 of the last 20 recessions. 

 In the table below we have compiled the expectations for the S&P 500 performance over the following year as 

viewed by the consensus economists. Barron’s magazine presents this survey on a yearly basis. For 2015 they 

expected returns excluding dividends of 7.3% while the index finished the year flat. For 2008 economists were 

expecting returns of 13.3% while the market plunged by 40%. For 2016 the consensus view expects S&P returns 

to the tune of 8.6%. It is also worth noting that back in 2008 the chief economists of Lehman and Bear Stearns 

were particularly bullish.20 

                 

 Consensus has a dismal track record of predicting change. Why are prognoses skewed to the positive? That’s a 

fair question. We believe the answer is three-pronged. 

o The first and most-important part of the answer is that the economists simply cannot afford to publish 

negative return projections. Banks and money managers are vulnerable to recessions and market turmoil. 

They make most of their money in the go-go years of the cycle and can suffer heavy losses during 

downturns. Even if the economists foresee a crisis, from their personal but also from their employer’s 

perspective, it makes no sense to come out and cause a panic. They could lose their jobs in the next 

downturn and suffer losses in their 401k pension accounts, so they are actually being smart by keeping 

pessimistic thoughts (and projections) to themselves. 

o The second part is that economists cannot really differ from consensus in either direction. If consensus 

expects the 2016 market return to come at 8.6% and one economist forecasts +20% or -20% he will get a 

call from his boss. That’s why it is called consensus – difference of opinion is unwelcome and the club is 

open to like-minded people only. As Keynes put it: “Worldly wisdom teaches that it is better for reputation 

to fail conventionally than to succeed unconventionally.” 

o Thirdly, the human brain is very good at extrapolating data and trends and very bad at predicting change. 

After 8 good years for the markets, it’s easier to imagine another decent year rather than a crash. 

 

S&P 500 Consensus Economists' Projections for the Index 

Performance Over The Following Year 

(excl. dividends) Projected                                     Projected

Returns                                     Returns

Financial Institution Economist 2015 2016 Financial Institution Economist 2008

JP Morgan Dubravko Lakos-Bujas 9.3% 7.6% Deutsche Bank Larry Adam 11.7%

Barclays Jonathan Glionna 2.0% 7.6% JP Morgan Thomas Lee 8.3%

Federated Investors Stephen Auth 14.1% 22.3% UBS David Bianco 15.8%

Citi Tobias Levkovich 6.8% 7.6% Citi Tobias Levkovich 14.1%

Columbia Management Jeffrey Knight 6.8% 7.6% Lehman Brothers Ian Scott 11.0%

Morgan Stanley Adam Parker 10.5% 6.4% Bear Stearns Jonathan Golub 15.8%

Blackrock Russ Koesterich 4.9% 6.4% ISI Securities Francois Trahan 19.2%

Prudential International John Praveen 9.3% 10.1% Credit Suisse Jonathan Morton 12.4%

Goldman Sachs David Kostin 2.0% 2.7% Goldman Sachs Abby Joseph Cohen 14.1%

BofA Merrill Lynch Savita Subramanian 6.8% 7.6% Merrill Lynch Bank of America 10.7%

Average Projected Returns 7.3% 8.6% 13.3%

Actual Index Returns (0.7%) TBD  (38.5%)

Forecast Error 8.0% TBD  51.8%

http://online.barrons.com/home-page
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21   http://www.ft.com/intl/cms/s/0/e555d83a-ed28-11e5-888e-2eadd5fbc4a4.html#axzz43Sq9bNhF  
22     http://www.ft.com/intl/cms/s/0/60666862-ec77-11e5-bb79-2303682345c8.html  

 The same is true for the central banks. Since fostering financial and market stability is their raison d'être they 

would be loath to acknowledge an incoming recession even if they are fully aware of its approach. They realize 

that warnings on recession may sway sentiment and accelerate its advent. They officially recognize a recession 

once it has already played its course. For instance, in the fall of 2008, Fed officials continued to hold that the US 

economy and financial system were stronger than ever.  

 

The financial complex has never been short volatility as much as it is today 

 Dodd-Frank and EU post-crisis regulations prohibited banks from trading for their proprietary accounts in a bid 

to reduce risk. In addition, new risk-weighted capital rules made it very expensive for trading desks to hold large 

amounts of inventory, reducing market making depth and the ability to absorb shocks. These developments have 

significantly reduced banks’ ability to hedge and control risk in crisis situations. New regulations have thus 

impeded their capacity to short, hedge or take proprietary pro-trend or counter-trend (market balancing) 

positions, or bluntly put, make money in falling markets.  

 After a long, seven-year bull market bulls are the ones in control of most of the money. Bears are out of clients 

and out of business. The “buy the dip” mentality has worked exceptionally well; overly-aggressive managers and 

gratuitous leverage were generously rewarded.  

 There is no more alpha in the markets. Active money managers are struggling in a remarkable way because any 

idiosyncrasies are drowned in an ocean of policy-driven trades, rebalances and correlations. In other words, it 

doesn’t matter which stock you pick since trade rotations are swayed by the perceived “dovishness” or 

“hawkishness” of the central banks.  

For example, markets rotated from small cap to large cap growth in 2014-5, shifting into defensives and counter-

cyclicals in January of 2016 and then to cyclicals, emerging markets and high dividend in February and March. All 

of these moves were induced by changing perceptions of central bank policy. Whatever single name stock a 

manager can pick is swept away by the tidal waves of these rotations. Virtually no one is making money in these 

markets save brokers and algos. 

That is why 97.8% of global equity funds are underperforming throughout the cycle. It also explains the FT’s 

report that “Hedge fund closures return to crisis highs” with 979 funds shutting down in the past 12 months.21, 22 

 Investors these days are willing to take risk at any price. Why does complacency seem to trump rational thought? 

o Pension funds, endowments and foundations need to have consistent annual returns in order to cover 

current spending needs and future obligations. They cannot afford to post 0% returns and hence their 

boards have the perfect excuse to increase allocations to risky assets, no matter how meager the 

prospective returns and how dismal the risk/return profile.  

o Insurance companies are in the exact same boat since their business model is built on getting consistent 

returns on their float. They can however compensate for the inability to generate returns by increasing the 

premiums they charge their customers.  

o Long-only managers which are running 95% of the actively managed capital are constrained by their 

strategies. What is a mutual fund to do if they see a downturn ahead? They could increase their cash 

allocation from 6% to, maybe, 12%. However, they don’t want to stray away from their benchmark too 

much. Since they need to perform relative to a benchmark, if the S&P slumps 55% and they drop by 52% 

they will declare victorious outperformance. In this sense it makes more economic sense for them to fail 

with the herd than to risk it alone.   

 

http://www.ft.com/intl/cms/s/0/e555d83a-ed28-11e5-888e-2eadd5fbc4a4.html#axzz43Sq9bNhF
http://www.ft.com/intl/cms/s/0/60666862-ec77-11e5-bb79-2303682345c8.html
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o Corporations are indiscriminate price takers when buying back stock. They are focusing on the short-term 

effect; reducing the share count in order to increase EPS and hit compensation targets in the current 

quarter.  

o Retail investors and hedge funds do not have structural constraints that keep them in the markets. 

Coincidently those are among the very few categories of investors that can sell short and profit from falling 

markets. However, we all know how difficult it is to resist joining the party out of fear of missing out.  

 To recap, market participants are sucked in the bubbles not for a lack of intelligence (at least for most) but 

because they are more or less forced to do so, sometimes for structural reasons. 

 So we have the usual suspects lined up again: 

o We have a few central bankers, who in trying to preserve their hero status have barricaded themselves 

deep inside the rabbit hole and have no choice but to continue administering the policy placebos or the 

players will call their bluff. 

o We have the financial complex piled into risky trades, regardless of their skimpy prospective returns in the 

chase for yield. They have levered up to boot, to at least try to boost those skimpy returns.  

o We have a common myth that the central banks’ omnipotence has conquered recession risk and that until 

they change stance from accommodative to restrictive the economic cycle would not dare turn. 

o At the same time we are experiencing a slowdown in global growth, a strong decrease in world trade, 

reduced manufacturing and industrial output worldwide, a buildup of inventories, falling demand and 

consumer spending worldwide, a commodities slump, a very probable financial crash in China, faltering 

emerging markets and serious political risks.  

 As with any bubble, many forces at play conspire to create a very unstable environment at peak systemic risk. 

This is where we are today.  

 

How will the next crisis pan out? 

 We have determined that there is a bubble in risk assets, what comes next? If the markets are detached from 

fundamentals and almost entirely policy-driven why would this end anytime soon? 

 Bubbles, by definition, are detached from fundamentals. The reason they keep inflating is that they are indeed 

expanding, in a self-fulfilling prophecy. Until at some point they stop growing and reach a state of plateau, like 

the US stock market in the past year, after reaching its peak in May 2015.  

 However, bubbles cannot stay in an elevated state for too long for two reasons. Firstly, many investors were 

involved for the sole reason that the bubble was still inflating. Once this stops, they will have no reason to stay in 

the market. The second reason is that with the passing of every hour, more and more participants are becoming 

aware of the growing risks. 

 Like everyone else we do not know what the future holds. We do not know when the events will unfold. It might 

be one month from now or one year from now. From our standpoint, we need to be prepared. It is infinitely 

better to be 5 months too early than 5 minutes too late. After witnessing the events of the past few months, we 

are inclined to believe that the unwinding will probably happen sooner rather than later.  

o The implosion of the “central banks’ omnipotence” myth is already under way. In January 2016 the BoJ 

adopted negative interest rates and in March 2016 the ECB threw in the biggest easing package comprising 

a larger asset purchasing program, further negative rates and more TLTROs. The two central banks were 
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23     http://www.bis.org/publ/qtrpdf/r_qt1603_ontherecord.pdf  

surprised to see the exact opposite reactions to what they hoped for – strengthening currencies and 

weakening stock markets. This signals that market participants believe that central banks are running out 

of ammunition and that their measures will be ineffective. 

o As a result we see a sharp increase in the number of critical articles and negative opinions emanating from 

economists, the media and investors.  

 The Bank for International Settlements (BIS) said just a few days ago: 

“Despite exceptionally easy monetary conditions, in key jurisdictions growth has been 

disappointing and inflation has remained stubbornly low. Market participants have taken 

notice. And their confidence in central banks’ healing powers has—probably for the first time—

been faltering… Put differently, we may not be seeing isolated bolts from the blue, but the signs 

of a gathering storm that has been building for a long time.” 23 

Bank for International Settlements Quarterly Review, March 6th, 2016  

 In the next months, as markets muddle along, people will continue to realize that central banks have exhausted 

their ability to sustain the bubble. Bubbles are supported by confidence and the actions of central banks – 

administering placebos in the form of monetary policies. The confidence is melting away and policies have little 

effect. In addition central banks will have nothing left in their toolkit once we officially enter the recession. Hopes 

that the macro data will suddenly change direction and fix itself will start to dissipate. As we continue to see 

negative economic data despite unparalleled monetary easing, investors will become increasingly nervous. The 

markets will then wait for a trigger.   

 We believe that right now the markets are in the realization phase. Let’s imagine that all investors are in the 

same room. Many market participants are realizing what is happening and they look inquisitively at each other’s 

eyes. They know that the others know that they know. Typically nothing happens in this phase since the mere 

fact that no one is doing anything instills complacency.  

Game theory suggests that this phase can last for a while. The macro data is not bad enough, the earnings are not 

bad enough and the China, EU and EM risks seem distant. John is a respectable money manager. You look into his 

eyes and you realize he knows the truth but he doesn’t do anything and this gives you comfort.  

Then a trigger event transpires. The significance of the event is immaterial – it could be a major event or a non-

event. It causes all participants to act simultaneously, in one sudden burst of motion. Bubble games are fun but 

with one caveat: it pays greatly to be the first one to quit. You see John somewhere, rushing head over heels for 

the exit. You have absolutely no choice but to join him.         

 Just by looking at the markets, one could easily spot top-of-the-cycle behavior. Wild swings, chasing news and 

swift U-turn reversals. The markets are violent like a stormy sea: there is too much capital trapped which is not 

getting what it came for – returns. Tidal waves of capital are bouncing between asset classes and we witness 

extreme dislocations – record outflows are followed by record inflows and vice versa. We saw this in all markets 

recently – junk bonds, FX (dollar, yen, euro), emerging market equities and bonds, financials, etc.  

 The next downturn will be exacerbated by the following: 

o Trading liquidity is at an all-time low in every single market. We have a separate report on the liquidity 

situation which looks very dire indeed.  

o Most markets are simultaneously in bubble territory; there will be very few hiding places.   

o Leverage is at an all-time high, including portfolio, corporate and government.  

o Central bank management has caused extreme correlations in markets and risk-off in one market spreads 

instantaneously to others.  

http://www.bis.org/publ/qtrpdf/r_qt1603_ontherecord.pdf
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 The unwinding itself will be hectic and messy. The risk-off ball will be bouncing from market to market. 

Corporate spreads will skyrocket, which will pressure equities, which will ruin the leverage ratios and then cause 

spreads to widen further and stocks to drop harder. Delinquencies and bad loans will jump, pressuring the huge 

ABS market, which will push corporate spreads up, and so on and so forth. 

 With every dollar put to work in the search for yield, there will be very few marginal buyers for any asset class in 

the downturn.  

 We believe that the S&P 500 will initially drop to 1,500. Yellen will have no choice but to announce QE 4. There 

might be a 10-15% rally but investors will soon realize that the new QE wouldn’t do much to steer the economy 

away from trouble. In a short time the market will resume its slide to somewhere below 1,000.   

 

What can Central Banks do in the next recession? 

 The fact that central banks already have an extremely accommodative stance and very limited room to react will 

be a major setback in the next crisis. This will be the first time in history when rates are at zero or negative as we 

are entering a recession.  

 So what can central banks do? They can do more QE and more negative rates.  

o Since he became ECB president in November 2011, Draghi has announced 9 interest-rate cuts, several long-

term loan programs for banks, and an asset-purchase program that was both expanded and extended. He 

has also introduced forward guidance on rates, eased refinancing operations, and created an emergency 

bond-buying plan. After all that, inflation is running at minus 0.2% and the EU zone GDP growth is at 0.3%. 

Nevertheless, Draghi can always try more of the same. 

o Wolfgang Schaeuble said at the G20 that the space for monetary policy has been exhausted. He warned that 

using debt to fund growth just leads to "zombifying" economies.24 

o We looked at the minutes from the latest Riksbank (Swedish central bank) meeting in February 2016 where 

Deputy Governor Martin Floden said:  

"The Riksbank has started to approach limit to how much it can cut rate without weakening 

impact or problems arising… Monetary policy tools are becoming increasingly difficult to 

use…It’s likely that interest rate cut won’t have full impact on lending rates to households and 

companies." 

o Denmark’s central bank governor, Lars Rohde said on Feb 21st:  

"We have reached a point where monetary policy no longer has a big overall impact… [It's] 

overstreched [and] there’s a limit to what more one can do." 

o Federal Reserve of St. Louis president James Bullard:25  

“If you look at Japan, its policy rate has not been above 0.5% for 20 years. Most people’s 

assessment of the Japanese economy and the performance has not been good, inflation has 

certainly not picked up, there has been no consumption boom to speak of, and they’ve been hit 

by multiple recessions. If you stay too long in a distorted state where interest rates are 

abnormally low, the track record is not good.”   

 

 

 

http://www.bloomberg.com/news/articles/2016-02-26/germany-opposes-any-g-20-fiscal-stimulus-focuses-on-reform
http://www.businessinsider.com/james-bullard-fed-zero-interest-rates-forever-japan-growth-2015-9
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o Larry Summers, economist, President Emeritus of Harvard University:26  

“With monetary policy already at its lower limit, however, additional easing is impossible (or at 

least much more difficult), and so each country’s stake in the strength of the global economy is 

greatly magnified.”  

 Fiscal policy – touted as a possible answer to the failing monetary policy. We see key problems with fiscal 

policy. 

o Over-indebtedness. As we mentioned above, the world is overloaded with debt in both government and 

private sectors. Government debt to GDP ratio is at an all-time high. For anyone to spend money someone 

else should be willing to lend it to them. It is a zero-sum game. In the last crisis China served as that lender 

but with their own leverage and economic problems we do not believe they will be able to support the 

world this time around. 

o Overcapacity. The world is sitting on overcapacity in almost every sector and industry. Take China for 

example. They overinvested in residential, infrastructure and industrial capacity. We doubt that additional 

fiscal spending will be productive in any way or have any real effect on the economy.  

o Difficult to legislate: governments find it notoriously hard to deploy fiscal policies as an effective stimulus, 

especially in the US with a republican Senate. In 2010 Obama proposed a public infrastructure bank and the 

bill failed to clear the Senate, which at the same time blocked a scheme to spend $50 billion on 

improvements to roads, railways and airports. 

The governments that can afford fiscal policy (Germany, Nordics) do not really need it, while governments 

that could benefit from it (Spain, Italy, Greece, Southern Europe) cannot afford it.  

 As they realize there is not much institutions can do to overcome the business cycle, economists, financiers and 

the media are growing increasingly desperate. This despondency has led to the increased proliferation of 

“extremely unorthodox” ideas.  

o Helicopter money and its varieties. The idea is that governments can issue bonds which will be sold to 

the central banks and subsequently canceled. The government can then use the proceeds for fiscal spending 

or gift free money directly to households trough a tax rebate. This is a version of money printing which is 

what central banks have been doing in the past 8 years.   

o Helicopter money seems obvious: we don’t have enough money so let’s print some more. If it seems naïve 

and nonsensical, it probably is. If done once with a small amount ($1,000 per household) it will have no 

effect. The US already did that with the tax rebates in 2001 ($600) and 2008 ($1200). If done once with a 

larger amount (>$20,000) helicopter money will result in a one-off price level debasement with zero real 

effect. If done repeatedly, people will completely lose confidence in the currency and will run to the safety 

of other currencies. The resulting bank run will completely destroy the financial system. Bond, equity and 

money markets will panic. The country’s foreign currency reserves will evaporate within weeks and it will 

probably default.  

o The other small detail is that helicopter money will leave the central bank technically bankrupt, since its 

liabilities (money) would exceed its assets (bonds). 

o If only Argentina (2001), Russia (1998) and Thailand (1997), to name a few, knew of this trick – that they 

could print their way out of default. Not to mention the other 170 sovereign defaults in the last two 

centuries.  
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27     http://www.valuewalk.com/2015/09/leon-cooperman-risk-parity/  
28   http://www.barrons.com/articles/oaktrees-howard-marks-sounds-like-a-buyer-1452879875   

 Abolishing cash. The dream of every central banker is to abolish physical cash so they have complete control 

over people’s saving/spending patterns via interest rates. If people cannot store cash under the mattress then 

they might be more willing to spend it and negative interest rates might actually work. The idea has already 

surfaced in Europe with Sweden at the forefront and Draghi’s push to retire the €500 banknote, incidentally the 

favorite note for mattress and safe storage.  

o We believe that savers would not give up their freedom. They will simply find alternative stores of value, 

such as precious metals or foreign banknotes. This will result in a quick currency devaluation, a bank run 

(to wire funds out), market panic and default.  

 

Why our opinion differs from some famous investors, who are still bullish? 

 We would like to provide a few bullish outlooks from legendary investors and explain how we differ from their 

views. 

 Here is Leon Cooperman, a famous value investor who has a bullish view on stocks: 27 

“Put simply, the end of an equity bull market has almost always required the following: 

significant acceleration in wage and consumer price inflation; tight monetary policy as 

represented by declining year-over-year growth in real money supply; the expectation of 

recession; investor exuberance; speculative aggregate market valuation; and net purchases of 

equities by individuals. None of these precursors to a bear market are evident today nor do we 

expect their arrival any time soon.” 

                                                                                                                                                         ValueWalk, September, 2015 

 After reading the report so far, you can see how we disagree with basically everything he said. This time around 

the recession will come despite the fact central banks are still easing and that inflation and wage growth is 

stubbornly low. We also disagree that there is no expectation of a recession. Finally, we believe that there is an 

abundance of investor exuberance (including retail investors) that has pushed market valuations to speculative 

levels. From the “hunt for yield” to Mozambique’s “tuna bonds,” from the hefty equity valuations despite a profits 

slump to the meager covenant-light bond spreads. The exuberance is everywhere and markets are pumped up to 

rarely seen levels.  

Experienced investors like Cooperman are drawing from their knowledge of past cycles and are looking for 

similar symptoms this time around. However, central banks are currently experimenting with something entirely 

new with no historic precedence. The current environment renders many past models utterly useless.     

 Here is Howard Marks again on the risk of a 2008-like crash:28 

“So what about the likelihood of another 2008-style crash?  The bottom line for me is that a 

rerun of the Global Financial Crisis isn’t in the cards. We haven’t had a boom (either in the 

economy or in the stock market), so I don’t think we’re fated to have a bust… The leverage in 

the private sector has been reduced.  This is particularly true of the banks… Finally, the main 

villain in the crisis was sub-prime mortgage backed securities… Importantly, this time around I 

see no analog to sub-prime mortgages and MBS in terms of their combination of fragility and 

magnitude. 
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I don’t mean to suggest there aren’t a lot of things to worry about: swollen central bank 

balance sheets; complete ignorance as to how they will be unwound and how interest rates will 

be moved higher; the seeming inability to generate economic growth and inflation; and the 

many other macro negatives listed earlier.  A hard landing and substantial devaluation in 

China, the world’s second largest economy, certainly could have far-reaching effects.”     

 We agree that we will not have another 2008, it will be 2016. Every crisis is different, and this time we don’t have 

specific toxic securities like the MBSs. Currently, there are many other issues and while there is some overlap 

with previous crashes, many of today’s difficulties are novel.  

It is true that banks today have less leverage, but their profitability is hurt, leaving them as vulnerable as ever. 

Nevertheless, the private sector ex-financials has levered up. Corporations have more debt than they held in 

2008 and total household debt is very much at the same level as it was before the last crisis. 

Whether we have had an economic boom is not really important. The economy grew at an average rate of 2.3% 

per year for 7 straight years. Does this qualify as an economic boom, is not the right question to ask. Compared to 

many other countries this is a great track record. Can we have a recession after such a run? We do not see why 

we would be immune to one.  

Finally, we definitely had a boom in the stock market. In the last downturn the S&P declined from 1500 to 666. 

Today it is up to 2000 with a current P/E of 23x trailing GAAP earnings.  

 

What can investors do to protect themselves in the downturn? 

 We get this question a lot lately and there are many different answers, according to portfolio objectives and 

levels of risk aversion.  

 First of all, cash is a great place to be, even for people with long-term time horizons. Many investors say that 

going into cash would be market timing, which has a very bad reputation among long-term investors. There is 

nothing wrong in refusing to participate in bubbles. Some of the best track records were built on refusing to 

participate in bubbles. After a crash, markets take years to recover to the same levels. 

Currency-wise we think that there will be an increase in demand for the so-called safe haven currencies. In past 

crises the US dollar and the Japanese yen have played this role. 

 Being nimble and opportunistic at Morningside Hill Capital Management we have devised a lucrative portfolio 

strategy to profit from the crisis with returns much better than outright shorting the markets. 
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Conclusion 

At the heart of the simulacrum lies the “central banks control the cycle” narrative. When Yellen shied from raising the 

interest rates in March, citing “global economic risks,” market participants were oblivious and indifferent to the 

reasons for which a modicum 0.25% raise is inappropriate. Instead, investors renewed their zealous cheers for the 

dovish stance. Markets are discounting an almost 0% probability of recession. The pervasive belief remains: should 

things go south the central banks will immediately come to the rescue. So formidable is the programing in the current 

bubble that when the Fed says “buy,” the collective investor base asks “how much?”  

Proponents of this narrative need to remember that central banks can only do so much. Through monetary policy 

they can stimulate or restrict an economy on the margin but they cannot change its direction. They can neither 

prevent nor override the economic cycle, let alone miraculously turn a recession into an expansion. Their operations 

are limited to changes in the price and quantity of money. Though their tool chest is large, in the end, it is exclusively 

filled with hammers.  

With every passing minute this narrative is breaking down, chipped away by failing policies, and an ever more 

apparent shortage of confidence. Central bank-induced rallies are becoming shorter and weaker. Markets are 

stretched by extremes – exceptionally low risk premia, exceedingly low risk aversion, tremendously low pessimism. 

Risky assets have sucked in unprecedented amounts of capital and have leveraged it up to boot. The clock is ticking, or 

actually, this late in the cycle the recession clock is sprinting against the markets.   

If history is our guide, this point in the cycle is the most alarming place to be, though it may seem calm through the 

lenses of complacency. Today CDS prices, yield spreads and implied volatilities, i.e. the costs of insuring the markets 

are reaching their nadir. There is no doubt in our minds where we stand now. 
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