
they have the flexibility to be able to 
lower them when the next recession 
comes around. A scenario in which 
the Fed is forced to raise rates in 
spite of weak economic growth is not 
unthinkable. It should also be noted 
that the widely anticipated interest 
rate increases may be delayed.  
 
Indeed, there are numerous issues to 
ending ZIRP; notably, significant 
problems lie in connection with li-
quidity. New regulations require 
banks to set aside relatively large 
amounts of capital when dealing in 
non-government bonds. [Perversely, 
government bonds have been as-
signed a zero risk weighting by regu-
lators, exposing banks to an even 
greater extent to sovereign risk (e.g. 
Greece) than before.] Because of the 
expense, banks have largely ceased 
acting as market makers in corporate 
bonds.   
 
Exchange Traded Funds holding cor-
porate bonds are another potential 
source of trouble in this respect, as 
they will become forced sellers if 
redemption requests come flooding 
in. When selling in corporate bonds 
begins in earnest (because of rising 
rates), it will likely occur in a market 
maker vacuum.1  
 
Meanwhile, the current low default 
rates in high yield corporate bonds 
are due mainly to the result of ZIRP 
and the yield chasing it has encour-
aged. As long as this environment 

persists, companies can easily refi-
nance their debt, almost irrespective 
of the economic fundamentals. This 
has recently become evident in the 
oil sector, as the collapse in oil prices 
has barely slowed the ability of those 
companies to issue new high yield 
bonds. “In other words, the junk 
bond market has all the hallmarks of 
a Ponzi scheme these days.”2 
 
Another liquidity related problem is 
that more than two-thirds of all trad-
ing activity in stocks currently is 
executed by machines. Whether it is 
High Frequency Trading or systemic 
black box trading, many programs 
are executing trades based on similar 
algorithmic inputs. It could easily 
transpire that one day no-one will be 
there to take the other side of trades 
if a wave of selling is triggered. The 
“flash crash” of 2010 has provided 
an air pocket preview of such an 
event.3 

 
Yet another concern relates to 
emerging markets as investors with-
draw funds at the fastest rate since 
the GFC. Emerging markets now 
account for half of global GDP, 
twice the level in the early 1990s. 
They are now so large – with debts 
to match – that a funding crisis in-
duced by Fed tightening could jeop-
ardise the world’s recovery and 
eventually come back to haunt the 
US itself.4 

 
The International Monetary Fund 

“Absence of fluctuations in the market 
causes hidden risks to accumulate with 
impunity. The longer one goes without a 
market trauma, the worse the damage 
when commotion occurs.” 

Antifragile: Things That Gain from Disorder   
Nassim Nicholas Taleb                                           

American interest rates are the same 
today - zero percent - as they were in 
December 2008, at the height of the 
global financial crisis (GFC). The last 
rate increase by the US Federal Re-
serve was almost a decade ago.  
 
Low rates have been a source of calm 
for over six years now. The equity 
markets have become increasingly de-
pendent on zero interest rate policies 
(ZIRP), which is neither healthy nor 
sustainable. This puts the stock market 
in a vulnerable position because any 
sign of an end to ZIRP is likely to be 
met with higher volatility. Thus far 
increased volatility has manifested it-
self in bond, currency, commodity and 
emerging markets. Can the developed 
world’s equity markets be far behind? 
 
The US Federal Reserve appears eager 
to end ZIRP and to ‘normalise’ interest 
rates, if at all possible, before the year 
is out.  Under normal conditions, the 
Fed would be raising rates because of 
the economy, with the intent of slow-
ing it down. But these days, the Fed 
might raise rates in spite of the econ-
omy, one that remains sluggish after so 
many years into the recovery. The Fed 
wants to raise interest rates in part so 
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might have a reflexive rally on the 
forthcoming stimulus, this would 
likely be short-lived. QE fatigue is 
already evident as each subsequent 
round of QE has seen diminishing 
results. Another round of QE would 
imply that printing $4.5tn was not 
enough. And it would also likely have 
negative implications for the QE pro-
grammes currently underway in 
Europe and Japan. 
 
Normalising interest rates risks desta-
bilising financial markets and the 
economy, both of which are depend-
ent on ZIRP. But because the Fed 
needs to be able to say it tried to get 
back to normal, the Fed could gin-
gerly tighten until it sees evidence 
that the economy is tipping back into 
recession. However, “if the S&P is 
cut in half, the Fed will launch not 
just QE4, but 5, 6 and so on, resulting 
in every other central bank doing the 
same as the global currency war goes 
nuclear."7 
 
It must have been great being an al-
mighty central banker the past six 
years - saving the financial system 
from collapse and conducting mone-
tary experiments. Transitioning to a 
normal interest rate environment and 
unwinding the experiment without 
tipping us all into another crisis, per-
haps not so much. 
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warned in April that asset managers 
now have $76tn worth of investments, 
with vast holdings of emerging market 
bonds and equities. These asset manag-
ers are prone to herding behaviour and 
the IMF fears a “liquidity storm” once 
the Fed starts to tighten, causing them 
to pull out en masse.  The IMF also 
worries what will happen if Fed action 
causes the dollar to spike dramatically 
and drive up global borrowing costs, 
transmitting a double shock through 
the international financial system. This 
could amount to a “margin call” on 
$9tn of foreign-held US dollar-
denominated debt, a figure that has 
ballooned from $2tn fifteen years ago.5 
 
Perhaps the biggest impediment to 
raising rates is the level of US domes-
tic debt. Cheap credit has been fuelling 
the recovery and debt has been accu-
mulating remorselessly. The nature of 
the financial system is predicated on 
the permanent expansion of collateral 
to support increasing debt and on the 
expansion of income to service that 
debt. If debt increases while collateral 

and income decrease, the system’s fra-
gility makes it prone to destabilisation. 
“Systems with no … practical pathway 
to contraction and reduced complexity/
fixed costs are more at risk of collapse 
than systems with institutional path-
ways for successful reductions in debt, 
credit, income, fixed costs and com-
plexity.”6  If either collateral or income 
declines while debt continues to grow, 
the system could implode - as it nearly 
did during the GFC (See chart). 
 
The stock market is clearly vulnerable 
to these liquidity issues. These weak-
nesses are unimportant as long as the 
current ZIRP environment remains 
unaltered. They won't matter until they 
do, but then these weaknesses could 
suddenly matter a great deal.  
 
While most are focussed on the risks 
around an increase in interest rates, the 
Bank of America believes the biggest 
risk to confidence could be the oppo-
site: if another round of quantitative 
easing (QE) becomes necessary to prop 
up the economy. While the market 
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