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Denial
Most market cycles are different but
they usually end the same way: in
tears. When the crying begins this
time, the ones who could be the most
surprised - apart from trusting investors - will be central bankers. Long
reliant on their models, central bankers
confidently predict that no recession is
in sight. However, prudent investors
recognise that the current market distortions and the duration of the expansion cannot continue indefinitely. They
also sense when it’s appropriate to
keep the tissues close at hand.
The chart below plots US cumulative
asset prices (stocks, bonds & property)
against that of aggregate income as

measure by GDP. It is possible for
the growth of household wealth to
outdo the growth of an economy for
limited periods but it cannot diverge
indefinitely.
Over the past 25 years, central bankers have replaced the traditional business cycle with an asset price cycle.
Rather than let recessions run their
painful course, central bankers interfere with monetary stimulus which
spurs a recovery in asset prices. In
theory, rising asset prices revive an
economy by restoring balance sheets
and thus confidence. Aggregate demand rises and businesses invest and
a virtuous growth process is re-

launched.1
Could it be that central bankers have
it wrong and that growth is not a
simple function of higher asset
prices? Growth occurs when sectors
of the economy adapt and make
themselves more productive by delivering goods more efficiently or by
developing products that are valued
by the marketplace. Labour and capital must constantly strive for efficiencies so as to expand output and
incomes.2
The central banker’s monetary model
appears to ignore these productive
forces. By focusing monetary stimulus on higher asset prices, an economy gets more collateral against
which more credit can be extended.
Short term, more credit creation feels
like an economic recovery, which is
probably why monetary stimulus has
so many adherents.
However, credit creation means marginal or even unprofitable businesses
are being propped up when they
should have their doors shuttered.
Policies that promote credit growth
also lead to a system-wide expansion
of leverage ratios. Inevitably, debt
goes up faster than the income becomes available to service it.
In Europe, monetary policy is transforming companies from agents of
growth, production, and employment into corporate zombies that
exist solely to borrow money.
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For years the European Central Bank
(ECB) has been trying to stimulate
growth by buying trillions of members’ sovereign debt. The ECB’s bond
purchase programme is linked to the
size of each euro-zone economy, so it
cannot be accused of favouritism.
This programme is proving so ineffectual, the ECB has begun buying corporate debt too. It is not clear that driving bond yields or short-term interest
rates any lower will help the economy
much. However, if the aim is to get
companies to borrow more, buying
their bonds could reduce the cost of
borrowing via lower yields. Most of
this buying is occurring on the secondary market where bonds had previously been issued at positive rates.
The programme has drawn in fixed
income speculators because they believe that the ECB will buy these low
yielding bonds at a premium.3
As long as the ECB keeps buying
their bonds, companies don’t need to
create value with the money they borrow. They just need to keep borrowing; the loans themselves produce the
profit. Corporations will focus less on
business operations and more on ways
to increase debt issuance. More accountants and fewer engineers is not a
healthy recipe for productive growth.
The Bank of Japan (BOJ) has been
pushing monetary stimulus even
longer than the ECB and the results
are equally troublesome. The BOJ is
on track to buy more than $786 billion
worth of Japanese government bonds
this year. Currently it owns more than
a third of outstanding government
bonds and it could own 60% by the
end of 2018.4
In addition, the BOJ has become the
principal buyer of Japanese stocks,
now owning more than 60% of Japanese ETFs. These stock purchases
don't encourage Japanese companies
to make productive investments. Like

their European counterparts, companies are more likely to become complacent and just let the money roll in.
It’s corporate welfare at its worst.5
While financial markets celebrate any
form of monetary stimulus, there can
be no mistaking its side-effects. Savers
are being punished, the cost of capital
is being repressed, and speculation is
being encouraged in an incomeconstrained climate. Low rates hobble
bank lending, threaten insurance company profits and devastate the solvency
of pension plans. Stimulus is especially
difficult for economies desperately in
need of productivity-enhancing investment. The situation today is not dissimilar to the environment of assetbased excess that preceded the global
financial crisis.6
The 2007-08 crisis stemmed from a
spectacular growth in debt that was
secured by property assets. Investors
took false comfort from the idea that
property prices could not fall simultaneously; indeed, this confidence
pushed up prices. Because homebuyers and lenders believed that house
prices could not fall they were willing
to pay/lend against any price. And that
led to the collapse.
Leverage is again resurgent, most notably in the non-financial corporate sector where debt is now in excess of the
levels experienced before the 2007-08
crisis. Fed staff have identified this
metric as one of the best indicators of
financial-stability risk. When we get
another bought of instability, highly
regulated banks will be unable to provide the same levels of liquidity as
they did in the past. Markets may
freeze more quickly and asset prices
may get even more punished than last
time.
As long as central banks are still
pumping liquidity into the markets, it
is tempting not to worry. The Fed

grudgingly acknowledges that monetary policies alone will be sufficient to
resolve the current malaise. Rather
than fostering financial speculation,
policies will need to encourage productive real investment. Fiscal policy
will have to come to the rescue eventually. Tax cuts and fiscal spending
could be the last line of defence.
The central bankers’ fundamental
analytical error has been to model the
economy as something simple and
controllable. It is not. The economy is
a complex, evolving system.
After six years of historically low interest rates, growth is lacklustre, corporate profits are slipping, and productivity growth is negative. Defaults
are on the rise, refinancing capability
is in increasing danger and market
distortions are gathering. The supposed “solution” to the current situation compounds the error by encouraging yet more credit and debt expansion; central bankers are in denial.
Central bankers’ monetary policies
have lasted for so long that they are
now endangering the productive foundations of the economy.
The outcome though is inevitable.
Like gravity, market forces will prevail. Keep the tissues handy.
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