
















Welcome to the “Market Update” for autumn 2017. We start by recapping some of the
basics and then dive into a market analysis. Many of these topics we have discussed
before, but as we enter the last quarter of the year it makes sense to take a look back,
especially since the outlook for mortgage rates has improved significantly since the
beginning of 2017.

The chart below compares the 10 Year Treasury Bond Index with 30 year fixed mortgage rates.

The two lines look almost identical because both types of bonds pay a fixed rate of interest,
and therefore offer the same type of fixed income benefits to investors. U.S. Treasury Bonds
are considered to be less risky, which is why historically they have a slightly lower rate.

The price of the bond has an inverse relationship with the interest rate. This means when
the price of a bond goes up, the interest rate goes down. This relationship between price
and rate is important to understand, because this is what determines mortgage rates.

You have probably read that The Federal Reserve Bank, also referred to as “The Fed”, has
decided to “raise interest rates”. The natural response is to think that this means mortgage
rates will be higher. This is not automatically true. When the U.S. Central Bank (The Fed)
decides to raise rates this is referring to the “Fed Funds Rate”, which is an overnight
lending rate for banks, and does not apply directly to mortgage rates.
Notice in the chart below how rates on
the U.S. 10 Year Treasury Bond rose
abruptly in November, long before the
first Fed rate hike. In fact, ever since
December when The Fed Funds Rate
was increased for the first time in over a
year, mortgage rates have been
sideways, and are now moving lower
(which we forecasted), despite multiple
rate hikes.

What The Federal Reserve decides is meaningful, but it is not the only factor to consider.
Instead, monitoring the price of mortgage bonds is more important, because that is what
will more directly impact mortgage rates. Most bonds are viewed as safe investments and
for this reason investors shift money to the bond market when other assets become risky;
driving the price of bonds up due to the increase in demand.
If we know investors buy more bonds in times of greater risk, and this increase in demand
drives price up, then because of the inverse relationship between price and rate
(price goes up, rate comes down), we can expect mortgage rates to be lower when market
conditions turn negative.

Since the last recession The Federal Reserve Bank has provided almost $3.50 Trillion of
liquidity to the capital markets through various forms of stimulus programs in an effort to
prop up the economy.

This injection of capital helped the economy stumble back to its feet, but a dependency
on cheap credit clearly still exists. Regardless, the Federal Reserve seems determined to
continue raising the Fed Funds Rate.
If history is any guide then The Fed is about to cause the worst market crash in almost
80 years! Here is why…

The Fed, and their easy money policies, have now created an even bigger bubble than prior
to the 2007 housing crisis.

In addition to the ominous chart above, take a look below at the frightening correlation
between stock prices today and the time leading up to The Great Depression.

Source: BofA Merrill Lynch Global Investment Strategy

The Fed has clearly not learned from their mistakes in the past; the chart below shows the
“Fed Funds Rate” and the circles highlight negative financial events that resulted when The
Fed increased rates. As you can see The Federal Reserve has a track record of raising rates
at the worst possible time, and as a result causing a financial catastrophe.

The Fed’s poor timing is not just a matter of bad luck, there are plenty of warning signs
along the way that they should be able to notice. For example, the graph below represents
the spread between short term and long term rates, also known as a “yield curve”.
Notice that the last five recessions (shaded areas) each occurred after an inverted yield
curve, which is when short term rates are higher than long term rates.

In the next two charts, which overlay the Fed Funds Rate with the U.S. 10 Year Treasury
Bond, we can again see how an inverted yield curve acts as a warning signal.

Source: econimica.blogspot.com

The grey arrows are pointing to a period of recession, and as you’ll notice nearly every
time since the 1950’s when the Fed Funds is higher than the 10 Year Treasury Bond a
recession occurs.

Almost immediately after it became clear
that Donald Trump would be elected
President, investors becoming extremely
optimistic that the new pro-business
administration would help lift the
economy. This made riskier investments,
such as stocks, more attractive to investors
and as a result they sold bonds, causing
rates to rise quickly.

The price of stocks also surged higher, in what has been nicknamed the “Trump Bump”.

However, ever since November the U.S. 10 Year Treasury Bond has been moving sideways
and given that Trump has not lived up to the expectations of most investors, bond rates
seem poised to go much lower. If the stock market rally were to reverse, the chart below
suggests rates could drop precipitously back to pre-election levels.

Source: econimica.blogspot.com

If rates on long duration bonds continue to follow this path lower, and if The Fed Funds
Rate is raised just two more times, then the result will be an inverted yield curve, which as
we already discussed is a powerful signal of recession. The Fed is once again raising rates
at the wrong time and steering the US towards economic disaster.

On September 5th the yield curve between the 3yr and 10yr Treasury Bonds reached the
lowest levels since the economic recovery began in 2009.

The last time it reached similar levels was last summer during the Brexit vote, and that
eventually led to the lowest mortgage rates on record as investors fled to the safety of
bonds. However, only a few months later Donald Trump was elected President which sent
bonds crashing and interest rates soaring.

Now just six months into the Trump Presidency, and only 3 Fed rate hikes later, bond prices
have almost fully recovered. As a result interest rates have rebounded, and the trend
towards lower mortgage rates seems to be gaining momentum.

Source: thefelderreport.com

By taking advantage of low interest rates, many publicly traded companies were able to
raise money by issuing bonds. Instead of reinvesting the proceeds, businesses used the
capital to buy back their own stock, and as a result the price per share of stock increased.
That sounds good at first, but it also reduces corporate profits. In the past when there has
been a decline in earnings similar to what we saw earlier this year, the eventual result was
at least a 20% fall in stock prices.

More so than a result of debt fueled stock buybacks, the dramatic climb in stock prices has
been a result of unique experiments with monetary policy. Since the last recession The Fed
has used various forms of “Quantitative Easing” to stimulate the economy by issuing new
money into the financial system in exchange for assets such as government bonds. As a
result of the accumulation of assets from QE the Federal Reserve balance sheet has
expanded to over $4.5 Trillion.

Source: fred.stlouisfed.org

By expanding their balance sheet, The Fed injected massive amounts of financial stimulus
into the capital markets causing stock prices to soar. However, in addition to starting a rate
hiking cycle, on September 20th The Fed announced they will begin “unwinding their
balance sheet” by $10 billion per month; the first reduction in nine years. The question
that is now on the mind of every investors is “Will this double whammy of Fed rate hikes
and balance sheet reduction trigger the next collapse?”

The stock markets are overvalued and cheap credit has created one of the biggest credit
bubbles in history!

Source: @businessinsider

The government, corporations, and in particular the U.S. consumer, have accumulated
record amounts of debt.

Source: fred.stlouisfed.org

So then why does The Fed think now is a good time to raise rates, especially with declining GDP?

Historically when The Fed raises rates from low growth levels similar to today, it leads to
recession within 3 – 9 months. When considering the current levels of debt, and a
contracting economy, raising The Fed Funds Rate seems poorly timed.

Source: @hmeisler

Investors are finally starting to take notice and stock prices have begun to slide. Yet, stock
market evangelists shrug it off by arguing that the S&P 500 stock index is only down 2% at
the moment. However, when we look at the broader market the data paints a very
different picture. As illustrated by the chart below, the number of companies no longer
above their 200 Day Moving Average (DMA), or in a potential long term down trend,
has started to increase dramatically.

Therefore, the S&P 500 by itself does NOT represent the entire market. With so many
stocks breaking below their long term trend line (200 DMA), the reality of what is actually
happening is quite clear; the “Trump Bump” is officially over!

Since 1910 each time a two-term presidency ended, the U.S. was in recession or
experienced one within twelve months. This has been true 100% of the time, but investors
must have been unaware since stocks skyrocketed after the election.

Source: @evergreengk

The narrative behind this stock market rally compared Donald Trump to Ronald Reagan, and
assumed that an increase in government infrastructure spending would fix the economy.
However, investors seem to be ignoring that the national debt is almost $20 Trillion and
further government spending is restricted by the U.S. Debt Ceiling.

Source: @zerohedge

Because of the cap on how much the government can borrower the U.S. Treasury now has
less cash than Google!

Source: @zerohedge

If Congress does not reach an agreement to raise the Debt Ceiling by the end of the year,
the U.S. Government will come to a halt, as key government services and social welfare
programs will no longer have the necessary funding to continue.

We have seen this act play out before, most recently just a few years ago. The drama
leading up to a potential government shutdown should create a similar bond rally, and as
a result interest rates will be much lower, if only for a short time.

In the end, there will likely be an agreement that is reached and the U.S. Government will
go on issuing more debt. However, even if the Debt Ceiling is raised it will do very little to
help the fragile economy and just the mere threat of a government shutdown could be the
catalyst which sends the U.S. into recession.

As uncertainty increases, capital seeks shelter in the bond market. The price of bonds have
an inverse relationship to rates. Therefore, as the price of mortgage bonds increases from
higher demand, the result is LOWER MORTGAGE RATES!

In a few months we will likely look back on today and refer to it as the calm before the
storm. As the information throughout this letter suggests, a severe market correction is no
longer a question of “if ”, but merely a matter of “when”. although the economic outlook
seems dire, it is in times of chaos that we find the greatest opportunity.
To learn how you can benefit from the next economic downturn please contact us for a
FREE consultation. We hope to speak with you soon while there is still time to prepare, but
in the meantime we wish you all the best with your financial endeavors; may you be guided
wisely in your journey to prosperity!

Jonathan E. Kutsmeda
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