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EXECUTIVE SUMMARY:    

 Starting in the 1980’s Central Banks have deployed strategies wherein they seek to support 

growth by boosting private sector balance sheets. As a result, we have seen repeated cycles of 

asset price inflation (along with the associated rise in leverage) each time culminating when asset 

prices can no longer be supported by their income-generating capacity, at which point the bubble 

bursts and the economy goes into recession. It could be argued that today’s asset valuations 

relative to incomes are higher than any of the previous cycles noted. 

 

 A one-day spike in the funding cost for Repos (repurchase agreements) on September 16, 2019 

caused the Fed to inject twice as much Repo funding liquidity at year end 2019 as the amount 

they injected in the aftermath of the Lehman collapse in 2008 or ahead of the millennium turn to 

prevent a Y2K crisis. To us, the message is unmistakable: the Fed is now fearful of yet another 

crisis.     

 

 We believe that each episode of “emergency liquidity injections” by the Fed serves to further 

boost prices of whatever asset category is already enjoying favorable price momentum (dot.com 

stocks in late 1999, Treasuries in late 2008, FANG+ stocks in late 2019). When the Fed 

subsequently withdraws this emergency liquidity injection, the assets that had benefited from the 

excess liquidity suffered painful price declines (as seen in tech stocks in March 2000 or in 

Treasuries in April 2009). Chances are that history will repeat itself in coming months.  

 

 While the CNN Business “Fear and Greed” index (measuring Wall Street sentiment) stood at a 

record high “Extreme Greed” reading at year end 2019, the Conference Board’s Survey of CEO 

Confidence registered the largest drop since the 2008/09 crisis. Who is best able to assess the 

outlook? 

 

 U.S. corporate balance sheets have been deteriorating since 2015, but in contrast to the historic 

norm (in which eroding balance sheet strength was associated with rising credit risk premiums), 

investors now are demanding less compensation for incurring credit risk as shown by the fact that 

prices on credit default-swaps at year end 2019 were the lowest on record since the 2008/09 

crisis. While Central Bank policies designed to starve investors of yield obviously can explain this 

phenomenon, playing that game does not seem sensible to us.  

“The trouble with asset bubbles is that they force you to look like a fool; either before or after they burst.”   

We only get to choose whether we prefer to look stupid because we were not fully participating in the 

asset inflation process, or whether to look stupid because we were fully exposed to the bubble when it 

collapsed. The analysis below presents the reasons why we prefer to remain defensive in the current 

environment.    
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Starting with the Greenspan Fed’s aggressive easing in response to the 1987 stock market crash, the U.S. 

economy entered an era of balance sheet expansion or contraction cycles, as cheap and easy credit fueled 

growth in private sector balance sheets relative to incomes. In the late 1980’s the ensuing  

boom – in which rising asset prices generated greater wealth and an associated increase in debt – 

manifested itself primarily in the commercial real estate market, preceding its collapse in the early 1990’s. 

In the late 1990’s it was tech stocks that saw their prices soar and then collapse in 2000/2002, which 

bubble was followed by the 2004/2007 housing boom which triggered the 2008/2009 Great Financial 

Crisis. With each cycle involving ever more bloated balance sheets, it took ever stronger monetary policy 

stimulus to overcome the negative impact of the burst bubble.  

This process is effectively illustrated in Insert 1 (courtesy The Wall Street Journal), depicting how the ever 

lower (and lower for longer) Federal Funds rate coincided with asset inflation cycles and how the current 

asset inflation – which encompasses all asset classes – dwarfs the previous peaks.   

 

 

Insert 1 

While it is intuitively easy to grasp that elevated levels of indebtedness relative to income has adverse 

consequences (as it means that a larger share of future incomes have been mortgaged), it may not be so 

easy to recognize the dangers of exceedingly high asset values relative to incomes. The reasons why 

elevated levels of asset prices relative to incomes represent a vulnerability are two-fold:  

1. Rising asset prices induce higher levels of debt, as illustrated by the fact that higher home prices 

necessitate larger mortgages for new buyers. Rising asset values also provide incremental 

collateral protection for lenders, thereby inducing more lending, while of course also incentivizing 

speculation (investing on margin). 
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2. High asset prices imply lower prospective returns which in turn offer incentives for investors to 

move further out the risk curve. Therefore, high and rising asset prices often cause reckless 

investment decisions which can then come back to bite investors when the business cycle turns 

down and/or asset prices deflate. 

Furthermore, since the distribution of assets is more unequal than the distribution of incomes, periods of 

elevated asset prices relative to incomes can trigger more political and societal divisions and unrest.   

As shown in Insert 1, the size of the current asset value valuation exceeds any prior valuations. If and 

when valuation expectations deflate, the negative impact on the economy – and the pain – could be 

greater than what we saw in previous cycles. In addition, we would argue that Central Banks have already 

exhausted virtually all of their monetary policy stimulus tools, by pushing policy rates down to record low 

levels and by massive liquidity injections. In support to our assertion, leading developed nations’ Central 

Bank balance sheets (which reflect the scale of liquidity provisions made) that averaged 12.5 % of GDP in 

the decade preceding the 2008/09 crisis, have quadrupled in size so as to now stand at 48.5% of GDP.  

The Bank of England, while much less aggressive in providing monetary stimulus than the European 

Central Bank or Bank of Japan, provides an instructive illustration of the historic policy measures taken 

over the past several years, as depicted in Insert 2 (courtesy Bianco Research). 

 

 

Insert 2 
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The monetary policy support succeeded in generating GDP growth as signaled by the observation that the 

U.S. business cycle expansion which got underway in the second half of 2009 celebrated its 10-year 

anniversary in 2019, an exceptionally long-lived cyclical expansion. The Federal Reserve policy response 

to threatening liquidity problems in the Repo ( = securities repurchase) short term funding market in mid-

September 2019, sends us a sign that the Fed itself is greatly concerned about financial market 

vulnerabilities that have arisen in the wake of a decade of artificial monetary stimulus. Insert 3 (courtesy 

Bianco Research) offers an effective illustration of the degree of panic among Fed policymakers caused by 

a brief surge in Repo rates on September 16, 2019.     

 

 

Insert 3 

As seen in the chart, by the end of 2019, the Fed had provided some $235 billion of Repo funding to the 

market, twice as much as the Fed provided in late 1999 in order to calm market fears of Y2K computer 

problems associated with the turn of the millennium and almost twice as much as the Fed provided in 

response to the Lehman collapse in September 2008.  

 

Money is fungible, and similar to what happened in late 1999 or in late 2008, the excess liquidity injected 

by the Fed found its way to the asset class with the most favorable price momentum at each point in time; 

in 1999 being “dot.com” stocks, in late 2008 being Treasuries, and in 2019 being FANG+ stocks, further 

magnifying their outperformance, pushing them into even more overbought territory, which in turn could 

set the stage for sharp reversals when the Fed pulls back its support. 

 

The Fed now is scaling back its Repo provisions to the market – just as they did in early 2000 and in early 

2009 – suggesting that we should anticipate the “hangover” to materialize before the end of the First 

Quarter 2020.   
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The market impact of the Fed’s monetary policy stance is effectively captured by the CNN Business “Fear 

& Greed” Index, shown in Insert 4 (courtesy Bianco Research). After registering extreme fear in late 2018 

as the Fed was raising rates and announcing that their balance sheet “normalization”  (= shrinking) policy 

was on auto pilot even as the S&P 500 had suffered a double digit loss, the Fed chairman’s announcement 

in early 2019 that they would be patient and stood ready, if required,  to respond to negative 

developments turned Wall Street sentiment. The subsequent Repo liquidity support in Q4, 2019 helped 

propel Wall Street sentiment to a record high reading of Extreme Greed as 2019 was closing.   

 

 

 

 

Insert 4 
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We find it instructive to contrast this reading of investor exuberance with the reading of CEO Confidence 

as gauged by the Conference Board’s Survey among CEOs, depicted in Insert 5 (courtesy BMO). It seems 

reasonable to us to consider the possibility that business CEOs have a better handle on the outlook for 

their companies and for the real economy than Wall Street participants do. 

 

Insert 5 

That assertion is strongly supported by the evidence provided in Insert 6 (courtesy The Wall Street Journal) 

depicting how changes in the CEO Confidence Index leads changes in real GDP growth by two calendar 

quarters.   

 

Insert 6 
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The deceleration in the rate of growth in core retail sales, as shown in Insert 7 (courtesy The Wall Street 

Journal), shows that the U.S. economy could be in the process of gradually losing steam so as to risk 

approaching stall speed in 2020.   

 

Insert 7 

Recently released data from the Bureau of Labor Statistics also revealed that – shockingly – 50% of 

American households are outspending their net income every month, thus continuously depleting savings 

or going into debt in order to sustain their life style as shown in Insert 8 (courtesy Deutsche Bank). This is 

obviously not sustainable over time.  

 
Insert 8 
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The unexpected weakening in the ISM Manufacturing Index reported on January 3, 2020 as seen in Insert 

9 (courtesy Oxford Economics), provides further support for our cautionary stance.   

 

Insert 9 

Furthermore, it seems unwise to ignore history’s lesson that periods in which U.S. short term rates have 

been high relative to rates in the rest of the world have reliably preceded recessions (shaded areas), as 

shown in Insert 10 (courtesy Bianco Research). This observation reflects the U.S. Dollar’s status as the 

global reserve currency, meaning that the Federal Reserve – even as it attempts to set policy in reflection 

of domestic U.S. economic conditions – exerts an outsized impact on the global economy with a 

substantial share of trading, investing and borrowing outside the United States being done in U.S. Dollars.   

 

Insert 10 
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It is also worth highlighting the message contained in Insert 11 (courtesy Evercore ISI), that despite 

repeated efforts by Chinese policymakers to provide a boost to China’s economy – which functioned as 

the engine of growth for the global economy in the 2010 through 2017 era – the rate of growth in Chinese 

retail sales, Chinese capital spending (Fixed Asset Investment) and Chinese industrial production is still 

decelerating. While a great deal of attention is focused on day-to-day developments in the U.S. trade 

conflict with China and while Wall Street cheers loudly every time the People’s Bank of China cuts its 

required reserve ratio (as they have done umpteen times since 2015), the reality is that the trend rate of 

Chinese growth remains in steady decline.  

 

 

Insert 11 
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Cheap and easy credit conditions have set the stage for U.S. non-financial corporations to increase their 

level of indebtedness relative to GDP to a new all-time high, as shown by the blue line in Insert 12 

(courtesy The Wall Street Journal). The debt-to-profits ratio is also close to its historic peak reached in the 

2001/02 as profits fell in that recession. As and when we experience the next recession and trough in 

profits, this leverage ratio certainly will rise further.   

 

 

Insert 12 
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We may be seeing the first signs of such a development among the weakest of the investment grade 

corporate bonds, as indicated in Insert 13 (courtesy CreditSights), depicting the recent rise in leverage 

among BBB-rated bonds.   

 

 

Insert 13 
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As shown in Insert 14 (courtesy BCA Research) U.S. corporate balance sheets have been deteriorating 

since 2015 (depicted by shaded areas in the chart) but in contrast to the historical norm, when such 

periods coincided with rising spreads (=risk premiums) on corporate bonds, as shown in the top panel, in 

the current cycle investors are instead demanding less compensation for credit risks (accepting lower 

spreads) even as those risks are rising.   

 

 

 

Insert 14 
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In fact, as measured by the pricing of credit default-swaps, at year-end 2019 investors had a greater 

appetite for credit risk than at any time since the Great Financial Crisis, as illustrated in Insert 15 (courtesy 

Bianco Research). While this wide gap between fundamentals and financial market pricing could reflect 

(global) investors’ search for yield in a world where yield-producing securities have become increasingly 

rare thanks to Central Bank manipulations, we continue to hold the view that it is wiser to leave 

underpriced securities for others to buy, while awaiting the inevitable correction and associated swing 

from risk being under-priced to risk being over-priced, as seen in every cycle.    

 

 

Insert 15 
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There are some tentative signs that we may be approaching the tail end of the credit cycle, as suggested 

by the recent acceleration in credit rating downgrades relative to upgrades in the U.S. leveraged loan 

universe, as can be seen in Insert 16 (courtesy The Wall Street Journal).  

  

 

 

Insert 16 
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CNBC commentators are expressing their consternation over Warren Buffet’s massive “idle cash” position 

of well north of $100 billion. It seems likely that his desire to keep a chunk of his powder dry would have 

something to do with the reading of the market valuation metric that reportedly represents his favorite 

valuation indicator: total stock market capitalization relative to nominal GDP, as depicted in Insert 17 

(courtesy Evercore ISI).   

 

 

 

 

Insert 17 
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The fact that the gap between U.S. corporations’ profits as reported in national statistical data (in the 

National Income and Profits Accounts) and as measured by S&P 500 EPS reports, currently is diverging by 

the greatest amount ever, as can be seen in Insert 18 (courtesy The Wall Street Journal), in all likelihood 

does not offer much inducement to Buffet to rush into the market. (Please note that the scales are 

logarithmic).  

 

 

 

Insert 18 
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This is also an extremely narrowly focused market, where the top five names in the market (led by Apple 

and Microsoft) account for 18% of the value of all 500 stocks in the S&P 500 Index as shown in Insert 19 

(courtesy Gavekal). With those five stocks generating an inordinate share of the total index’s return, 

underperforming money managers are tempted to try to catch up by “riding the tiger” and buying already 

expensive stocks precisely because they are outperforming. This narrowly led market surge is also luring 

investors to abandon active management strategies and jump onto the indexing band wagon, of course 

implying that these “nifty five” leading stocks accumulate a rising share of total investment capital. 

 

 

Insert 19 

 

As stated in the opening sentence of this commentary: Investors must choose whether they prefer to look 

foolish because they were not fully participating in the asset inflation process, or look foolish because 

they were fully exposed to the bubble when it collapsed. Our analysis explains why we prefer to remain 

defensive in the current environment. 


