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Hey, Donald, Be Careful What You Wish For! Barry's Free Money Fed Is Your Nightmarish Curse

By David Stockman. Posted On Tuesday, January 8th, 2019

The Donald's 8AM braggadocio this morning about his allegedly booming economy tells you all you need to know about why he is so hopelessly clueless about the freight-train coming down the pike right at him.

In a word, he thinks the economy operates in presidential terms and political cycles; and that with respect to Fed policy, it's a matter of the Eccles Building giving Barry a free ride and the Donald a hard time.

Economic numbers looking REALLY good. Can you imagine if I had long term ZERO interest rates to play with like the past administration, rather than the rapidly raised normalized rates we have today. That would have been SO EASY! Still, markets up BIG since 2016 Election!
It is hard to know where to start with this dog's breakfast of delusion and bunkum. But the obvious point is that the economy proceeds in what used to be called the business cycle, not election cycles; and what drives outcomes in that context is the Fed, fundamentals and foreign economies, not presidential boasting and tweet-storms.

Yes, concrete presidential policies can sometimes help, but not the Donald's----the  vapid cheerleading of GOP pols and Wall Street punters to the contrary notwithstanding. That's because 
· his $1.7 trillion tax cut was the dumbest, deficit-financed late-cycle fiscal maneuver ever concocted inside the beltway and 
· his Trade Wars and Border Wars will function to crush what remains of the current octogenarian recovery cycle, not make MAGA.

We will have more on those baleful effects in future posts, but today we address the Donald's beef about the unbroken string of near zero Federal funds target rates during the first 84 months (2009-2015) of Obama's 96 months in the Oval Office. As it happened, that was the singular most destructive run of monetary policy in American history----something 
· so radical it was never before even discussed in polite company and 
· so toxic to capitalist prosperity as to hopefully never be attempted ever again.

To be sure, the inherently corrosive, bubble-fueling impact of seven straight years of free carry trades is something sure to be lost on the "low interest man" in the Oval Office. But what the cowardly Keynesians in the Eccles Building essentially did was confect the equivalent of a rolling seven year bond with a near zero coupon.

There is no other word for that than madness, and now, belatedly, even the monetary politburo recognizes its monstrous error. It is therefore fearfully and tepidly attempting to "normalize" rates and its balance sheet, hoping weakish in-coming data will give it an excuse to temporize and dither----so as not to trigger the FEDs (financial explosive devices) that its massive windfall to speculators, yield chasers and leverage punters has implanted from one end of Wall Street to the other.

In a word, what the Donald believes to be the Fed's "gift" to Barry between the two green arrows in the graph below was actually a monumental act of central bank folly that must now inexorably come home to roost----and on the Donald's watch at that.

Yes, the roosting will not occur all at once and not on a straight line of plunging stock market averages. For instance, at the time of Peak Trump on September 21 last year, the S&P index was up from 2140 on election day to 2940----a gain of 37%.

But that wasn't a 12-gun salute in honor of the Donald's policy goulash of Fiscal Debauch and Trade Wars; it was the last gasp of the monumental troop of momo monkeys
 the Fed's insanity fostered in the casino.

And while at today's close of 2574, 20% of the Trump Bump still stands, the red arrows in the chart remind why it is all over except the shouting.

The Fed's hideously bloated $4.5 trillion balance sheet is now shrinking at a $600 billion annual rate toward +/- $2.5 trillion; and the absolute folly of a 0.12% Federal funds rate is being corrected toward 3.00% or better. This is happening not because the Fed has suddenly converted to sound money or because the inhabitants of the Eccles Building have shed their Keynesian stripes.

In fact, they are normalizing in the direction of the red arrows pincer movement depicted in the graph in order to save the institution. That is to say, recover enough dry powder on both the rate and balance sheet front to give the Fed at least minimal credibility as a recession-fighter when the next downturn arrives.

But on that score they are waging a losing battle, and one which will blow-up in the Donald's face in short order. That's because 7 years of ZIRP and $3.5 trillion of balance sheet expansion gave birth to a monster in the Wall Street trading pits.

To wit, the legions of dip-buyers----both carbon-based units and the silicon kind----have become so entitled to rising stock averages that they greet any attempted correction with violent hissy fits like the one staged on Christmas Eve. In turn, that triggers a fearful reaction function in the Eccles Building, and a resulting burst of word clouds and delay/deferral actions designed to calm the raging machines and indexed selling.
But here's the thing. These spasms of capitulation in the Eccles Building are only tactical: The Fed will keep the red arrows heading for normalization----even if the time path is punctuated by pauses, truces and delays.
And that's the skunk in the woodpile. The law of symmetry has not been repealed---nor have recessions been outlawed. So all the temporary inflations of financial asset prices which occurred during the blue phase of the chart below will be parried with equal and off-setting deflations during the normalization phase depicted in pink.

That's because the crash of 2008-2009 was not some kind of once in 500 years economic ailment that needed to be "healed" with one-time extraordinary policies of ZIRP and QE. To the contrary, the Great Financial Crisis (GFC) was an intense but standard issue bursting bubble that is the inherent result of contemporary central  banking and its systematic falsification of financial asset prices.

So the green arrows on Obama's watch fixed exactly nothing. They just sequestered the GFC and fostered even greater financial malignancies during the interim.

But last week's appearance of Helicopter Jay on the stage at Atlanta sealed the deal. Rather than rip off the band-aid with scheduled certainty----as per his previous insistence that QT was on "automatic pilot"---he has now invited the crybabies and vicious speculators of Wall Street to brace the Fed over and over with violent hissy fits whenever the process of normalization weighs too heavily on the casino.

That means it will perhaps take a tad longer to get there, but the interim confusion and lurching volatilities will only add fuel to the eventual fiery crash.
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One example of the new malignancies fostered by the Fed's lunacy during the Obama green arrows era above is the massive increase in business debt----nearly all of which went into Wall Street directed financial engineering rather than productive investment in main street operations.

On the eve of the financial crisis in late 2007, total business debt---corporate and unincorporated----stood at $11.5 trillion but now totals more than $14.6 trillion. Yet real net investment in fixed business assets---plant, equipment, technology and intellectual property---- is still below its pre-recession level because nearly all the funds raised leaked back into Wall Street via stock-buybacks, M&A deals and enhanced dividends and recaps.

The chart below depicts the corporate piece of total business debt (about $9 trillion) and shows that corporate debt relative to GDP is now the highest in US history. But the real danger is not merely the ratio, but that fact that it was accumulated 
1. during a period of radically repressed interest rates; and also 
2. under conditions in which asset managers and bond fund managers were desperate for yield.

So as interest rates belatedly normalize, the carry cost to corporate issuers will swell---even as the refi hurdle becomes dramatically more challenging as bond managers increasingly eschew chasing yield without regard to risk. This means that the after-tax interest cost for the S&P 500 companies alone will rise from $17 per share in 2017 to upwards of $50 per share a year or so down the road.
At the same time, the rising cost of roll-over financing for lower grade credits---if it is available at all---will put a dramatic crimp in financial engineering flows back into Wall Street as C-suites and boards struggle with interest expense hits to earnings and waning appetites for corporate debt .
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Ground zero for the coming corporate debt trauma will be the massively expanded BBB sector that was driven by the Fed fostered scramble for yield.  During the last decade, outstandings soared by 3.6X from $750 billion to $2.7 trillion.

But as a recent post in the Financial Times makes clear, this burst in volume occurred at the very time that Wall Street dealers were drastically shrinking their inventories and therefore capacity to liquefy the markets.

In fact, the legendary trader who became famous for the "Big Short" during the securitized mortgage crisis last time around has now targeted the giant air pocket below the bulging triple B sector:

The market for triple B-rated bonds — the lowest rung of investment grade — has exploded in size since the financial crisis. Outstanding issuance of such bonds has grown from $750bn at the end of 2007 to about $2.7tn now, as debt-laden companies have been kept alive by low interest rates and a generally improving economy. But size is not the problem, says Mr Eisman, who is now a portfolio manager at Neuberger Berman, an investment group based on Sixth Avenue which was spun out of Lehman Brothers a decade ago. Rather, he says, it is that big banks have cut their trading inventories of triple B bonds by about 80 per cent, to $20bn, as they try to comply with tougher rules on capital and liquidity. With the traditional market-makers on the sidelines in the next recession, Mr Eisman says, the only way to sell such bonds will be at painfully deep discounts — forcing big marked-to-market losses on funds holding them.
As shown in the chart below, this bloated $2.7 trillion triple B market produced 5-10% returns during the last few years as managers scrambled for yield. But now the pressure to own this grade of paper is coming off on the demand side----even as credit quality and performance are certain to sharply deteriorate when the next recession inexorably arrives.

The result will be a pile-up in a $2.7 billion corporate bond market that will prove to be every bit as dislocating at the mortgage bond crash last time around.
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Finally, the auto sector is also heading for a credit crash and for the same reason. Since 2010, total outstanding U.S. auto loans increased by $445 billion or 64% to over $1.1 trillion, and most of that gain occurred during the long stretch when the Fed had money market rates pinned to the floorboards.

Consequently, anyone who could fog a rearview mirror has gotten a car loan. But like always, what follows won't be pretty---for either the investors who bought underpriced car loans or the auto makers who became wholly dependent on credit based sales.
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Does the Donald have a clue about the bursting debt bombs which are chock-a-block around the casino?

He obviously doesn't. But then again, Barry didn't know he was riding on a malignant bubble, either.
Still, the Donald has an unusually acute blind-spot when it comes to grasping the basic truth that Fed fostered financial bubbles are not evidence of growing wealth and prosperity, but only an interim illusion that will inevitably by shattered.

We are referring to his 45-year career as a low interest man in the New York real estate development and speculation business. It turns out that since 1999, prices of New York condos have rising by 198% and that's even before leverage.

During that same 19-year period, real median household income rise by 2%.
Needless to say, the extension of zero interest rates that the Donald was pining for in this AM's tweet is not about to make MAGA. But the chart below at least helps explain why the Donald is so cluelessly confused about what happens next.
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� In MOMO, or Momentum, investing the investor buys (or short sells) securities that had been performing well over the previous three to 12 months and sells those that have been performing poorly over the same period. This is a form of short-term investing based on the underlying belief that trends generally continue for a long period of time.





