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Consequences
“Every sustained action has more than one
consequence. Some consequences will appear
positive for a time before revealing their destructive nature. Some will be foreseeable, some
will not. Some will be controllable, some will
not. Those that are unforeseen and uncontrollable will trigger waves of other unforeseen and
uncontrollable consequences."
Charles Hugh Smith

It is a well known Canadian stereotype that
we are nicer than Americans. Less well
known is that Canadians are also far
smarter, much more productive and way
more special than our American
neighbours, and that’s why our housing
market is worth so much more than theirs
and why we can take on so much more
debt than the Americans ever could. (See
chart). Canadians continue to pile into one
of the most over-priced property markets
in the developed world, while taking on
record amounts of debt at record-low mortgage rates to do so. This is just one example of the unanticipated consequences of
the monetary policies in vogue amongst
the world’s central bankers. Zero interest
rate policies (ZIRP) encourage imprudent
behaviour.

investors used to rely on company fundamentals and perhaps an accurate reading of technical analysis to make money
in the markets. Neither of these skills - to
our great frustration - have been very
useful lately. It's difficult to explain why
a company's shares are trading at record
highs when its earnings are lacklustre
and aggregate demand is relatively
weaker in comparison to past cycles.1
Today, it's all about market liquidity.
For this we can thank our central bankers.
“What is clear is that the world has become addicted to central bank stimulus.
Bank of America said 56pc of global
GDP is currently supported by ZIRP,
and so are 83pc of the free-floating equities on global bourses. Half of all government bonds in the world yield less
that 1pc. Roughly 1.4bn people are experiencing negative rates in one form or
another. These are astonishing figures,
evidence of a 1930s-style depression,
albeit one that is still contained. Nobody
knows what will happen as the Fed tries
to break out of the monetary stimulus

trap, including Fed officials themselves.”2
Artificially holding down the short-end
of the yield curve has distorted credit
spreads, which are crucial in determining
the allocation of resources in an economy. With the Treasury yield so low,
typically risk-averse bond investors are
forced to venture further out on the risk
spectrum and invest in corporate bonds.
In reaching for yield, more aggressive
bond investors have hoovered up high
yield bonds, significant issuers being
from the shale industry. When bond markets and equity markets diverge, usually
the former is correct.
Astute market observers understand that
equities are making successive new
highs almost solely on the back of ZIRP
and QE (quantitative easing - printing
money to buy bonds). Equity prices are
another form of market distortion resulting from current monetary policy.
With yields artificially suppressed, traditional bond investors seeking yield have
been forced into equities. The obvious

ZIRP has transformed the most fundamental index in the financial universe: the true
cost of borrowing money. The US Federal
Reserve’s decision to keep interest rates at
record lows for six years has encouraged
investors to funnel cash into more aggressive securities to generate returns, raising
concern that the risks are being overlooked. In doing so, the Fed has distorted
the concept of “risk” so badly that risk now
has little meaning. The Fed has also altered
the entire relationship between borrowed
money and the cost-structure of the endeavours for which it was borrowed.
Prior to the 2007/09 global financial crisis,
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choice for yield-seeking investors has been
high dividend-paying stocks, whose yields
easily surpass those of low-risk bonds.
Consequently, dividend stocks have seen
tremendous price gains but these dividend
stocks also fall quicker in periods of market turmoil. One interpretation is that many
non-traditional equity investors are more
susceptible to panic when volatility rises.
An area where we have seen turmoil is in
the commodity space. A sharp drop in
commodity prices normally sends a strong
alert to investors. Falling oil prices have
resulted from buoyant supply overwhelming limp demand - a sign of a weakening
global economy. In addition, violent oil
price changes have historically caused
market dislocations and have led, or been
coincident to, stock market corrections.
With oil prices plummeting, many of those
high yield financings issued by the shale
industry could default.
One way to force the Federal Reserve to
normalise interest rate policy would be the
presence of strong inflationary pressures,
requiring the central bank to act on its
mandate to promote stable prices. However, with commodity prices tanking and
the dollar soaring, the Fed seems sanguine
on the subject of inflation.
Although the impact on financial markets

may not be immediate, the misallocation of
resources induced by current monetary
policy is also creating social distortions.
According to the American Internal Revenue Service statistics, since 2010 the top
10% of US households has grown by
+14.6% on an annualised basis. In contrast,
the wealth of the bottom 90% of households has shrunk by -0.86%. In other
words, ZIRP has been increasing the divide
between upper and lower income classes.3
ZIRP enthusiasm has not stopped at the
U.S. border. In the wake of the Fed’s
monetary policies over the past several
years, other central banks are repeating the
experiment in their countries. And given
the ensuing asset price bubbles created by
ZIRP, foreign investors aren't taking too
long to reflect on the cause-effect relationship. Investors have become conditioned
such that they are no longer a surprised to
see rising stock prices in the face of weakening economies. The mere whiff of a central bank ZIRP/QE sets off an investor
buying frenzy reminiscent of the dotcom
era in the late 1990's. When investing becomes as easy as buying on monetary
stimulus announcements, it's time to exercise caution.
Thanks to ZIRP, there is a growing conviction among investors that equity indices at
current levels are ‘justifiable’. Some in-

vestment professionals are rationalizing
that a strengthening economy will ‘catch
up’ to current equity valuations. A number of media pundits are assuring investors that ‘this time is different’. When
there is a growing consensus that the markets are experiencing a new, permanently
higher level of valuation, it is usually a
sign that we’re near a market top.
Indeed, numerous indicators are at levels
consistent with prior markets tops. Current equity valuations provide little margin of safety for long term investors. (See
chart)
With the Fed’s ending of QE this past
autumn, investors from now on cannot
expect to be rescued every time there are
market gyrations. The threshold for the
Fed to return to QE will be high. This is
why we could be entering a period in
which bad news will be bad news and
volatility could be more frequent and severe.
Many market observers agree that ZIRP is
no longer appropriate. However, a real
concern is that the Fed does not manage
to raise rates significantly before the next
recession. The Fed probably feels compelled to raise interest rates regardless of
near term market consequences in order
to have some capability of lowering rates
to offset the next economic slowdown.
Ironically, it will likely be the Fed's action
that triggers the next recession.
Financial markets are in uncharted territory and as such no one can predict how
long price distortions will continue. We
can, perhaps, predict how they might end.
Free market forces will one day retake the
upper hand and the current distortions
will end, probably unhappily and likely
with unanticipated consequences.
Sources:
1.

2.

3.

4.
5.

Owen Williams, Williams Market Analytics,
“Long US Stocks? Caveat Emptor”, 9 December 2014
Ambrose Evans-Pritchard, Daily Telegraph,
“Bank of America sees $50 oil as Opec dies”,
9 December 2014
Owen Williams, Williams Market Analytics,
“Long US Stocks? Caveat Emptor”, 9 December 2014
Chart previous page, Haver Analytics,
www.haver.com
Chart this page, Doug Short, Advisor Perspectives, dshort.com

The information contained herein has been prepared from sources believed reliable but is not guaranteed by us as to its timeliness or accuracy. The views expressed in this commentary reflect those of TFP Investment Counsel Corp (TFP IC) as of the date of this commentary. These views are subject to change at any time and TFP IC disclaims any
responsibility to update such views. These views may not be relied upon for investment decisions and should not be considered a recommendation by TFP IC to purchase or sell
any security. This data is intended solely for our clients, is for information purposes only, and may not be publicly disclosed or distributed without our prior written consent.

