



















Like a clock pendulum, when markets swing too far to one-side they inevitably reverse course
to swing back the other way. The question of “when” is the most elusive to answer, but there
are a number of patterns, trends, and historic reference points we can look at that suggest a
correction in the elevated price of assets, specifically stocks/equities, is getting closer.
Investors have enjoyed such a long run of returns with very little volatility that many market
participants have become overly complacent. One of the reasons we’re currently still in the
2nd longest period without a recession is because an unprecedented amount of liquidity was
provided to the markets by global central banks, specifically the U.S. Federal Reserve Bank
(The Fed).
This “Liquidity” was generated from “Quantitative Easing”, which is the fancy term used to
refer to the money printing and asset purchase experiments used by central banks to save the
financial markets from Armageddon after the collapse of Lehman Brothers and Bear Stearns
in 2009.
However, as you’ll see in this market update, these experiments are in their final stages, and
for some countries, including the U.S., central banks have not only discontinued Quantitative
Easing (QE), but have begun to reverse the process by “winding down the balance sheet”.
By letting the government bonds on balance sheet to expire instead of the central bank
reinvesting that money back into the market, this process of “unwinding” is vaporizing the
liquidity that was previously acting as a safety net. The market is like a junky on a binge, and
sobriety is going to be a hard thing to bare.
The winding down of the Fed balance sheet has only just begun, but the shock waves are
already being felt, especially for overseas markets who have been benefiting by the constant
flow of dollars into their economies the past decade.
The charts in this Spring Preview will provide a glimpse into the situation I just explained
above, and outline how the set-up will inevitably mean heavy losses for equity investors, and
record low interest rates as the resulting rotation from stocks to the safety of bonds* causes
the price of bonds to soar and interest rates to plummet.
*To learn more about the risk-on / risk-off relationship of stocks and bonds, as well as how
mortgage rates are determined by the price of mortgage bonds, please read our special report
“The TRUTH About Mortgage Rates”.

The market is extremely over-weight and one-sided. In these types of circumstances the
snowball effect (think of a snowball rolling downhill picking up size and momentum) that can
occur when markets begin to sell-off can become self-reinforcing, which results in panic selling
and eventually a crash.
One of the factors behind this type of market action is “short sellers”. When someone is
“shorting” they are betting that a particular asset or investment will fall in price or value. If a
short seller is wrong, and the price does NOT fall as expected then they need to “cover” their
short position by purchasing the asset they were betting against. This buying action causes
the price to increase, which can trigger short covering for other short sellers and a massive
“short squeeze” which is like a tsunami of buying and price increases as short sellers rapidly
try to unwind their positions.
Currently the stock market “longs” which are investors betting on further growth in a
particular asset or asset class, as well as the bond market “shorts”, are both at record
extremes. This is one of the reasons the bond market and interest rates have been under so
much pressure since 2017. This extreme positioning is poised for a massive reversal, and this
type of herd mentality almost always reverses course in dramatic fashion - just think “Bitcoin,
Housing Bubble, Dot.com Bubble, etc.
Some of the extreme and record setting positions investors are holding at the moment
include:
 The biggest short “vol” position in the history of markets.
This means there has never been in the history of markets (all assets) more investors betting
that there will be a lack of market volatility. This is despite the turbulence we’ve already
started to see in 2018 as The Fed has only just begun to unwind their balance sheet and
withdraw the life blood of the markets – liquidity.
 The biggest long position in the history of the oil markets
Never before have more investments been betting on higher oil prices.
 The biggest (almost) long position in the history of copper
Copper is referred to as “Dr. Copper” because it acts as barometer for economic growth since
copper is used in so many things, from construction to consumer goods.

 The largest short position in the dollar ever recorded
The U.S. Dollar is the reserve currency and all foreign exchanges need to be first settled in
dollars. The reduction of The Fed’s balance sheet is actually sucking up dollar liquidity which
means there is an ongoing shortage of U.S. Dollars which is already causing the dollar to
strengthen against foreign currencies. This dollar liquidity issue is probably the most
underestimate risk to the markets; the U.S. dollar rally and eventual wiping out of the U.S.
dollar shorts could be what triggers the next financial crisis.
 The largest short position in the history of Eurodollar futures
The Eurodollar market has a similar importance as the U.S. Dollar in regards to provide
liquidity to the markets
 The largest long position in the history of equities
 The largest underweight in the history of bonds
 The largest short position in the history of bond futures (5 Year Treasury Bonds)

As the Federal Reserve has begun raising short term rates via the “Fed Funds Rate” short term
borrowing costs have exploded to 9 year highs. This is putting tremendous stress on
corporations and governments who tend to borrow via short term financing.

The rise in rates in the US has been attracting a lot of foreign capital since investors can now
get a reasonable return on short term US government debt, which has reached the highest
levels since 2008.

This increase in rates is a big reason for the U.S. Dollar strength, which as a result is putting
immense pressure on foreign economies. If a foreign government borrowed money in U.S.
Dollars, which most did especially while U.S. rates were low, and suddenly the dollar increases
in value that means the foreign government’s debt just got larger and more expensive since
they generate the income to pay those debts in their local currency.
Likewise, if overseas investors want to invest in the U.S. market they need to convert their
money into U.S. Dollars which adds even more fuel to the dollar rally. The two biggest
economies where this is already wreaking havoc are Brazil and Italy.

The ETF which tracks the Brazilian stock market (stock ticker symbol: EWZ) has been closely
synced with the U.S. S&P 500 since 2016. The recent collapse in the index could be
foreshadowing a similar move in the U.S. stock market.

The Brazilian currency, the “Real”, has also weakened dramatically against the dollar as
indicated by the chart below.

The next problem child is Italy, which poses a number of systemic risks including a banking
system on the verge of collapse. The political future in Italy is also very uncertain as current
Italian leaders have ramped up the rhetoric of a possible exit from the EU, nicknamed “ItaLeave”. This nickname is similar to its predecessors including “Br-exit” (U.K./Britain) and “Grexit” (Greece).
Since Germany is the “safe haven” economy in the EU, very much like the U.S. is the global
safe haven, the spread between the cost of German bonds and Italian bonds has widened
massively almost overnight as the risk of an Italian default feels imminent.

Similar risks, and subsequent market fallout, occurred in 2011 when the same situation began
to unravel in Greece which eventually led to the record low mortgage rates of 2012. However,
Italy is a much larger economy and far more significant than Greece. This is an important
situation to watch, and has already shown signs of being a likely catalyst for a big move lower
in mortgage rates.
Here is a chart of Bitcoin…

Actually, this is a chart of the S&P 500, but it looks a lot like Bitcoin just before it crashed
from its high of 20,000, down to its current price of around $7,000. When markets take on a
parabolic move as the one you see above, they eventually correct back down in an almost
symmetrical pattern.
When you see a pattern like the one above, same as it was with Bitcoin, it isn’t a matter of
“if” things will correct violently, it is simply a matter of “when”. With the S&P 500 now the
most overbought…ever, the day of reckoning seems to be knocking on the door.

When we look closer at Bitcoin and the S&P 500 we can see a very close correlation. In fact,
the price action of Bitcoin (black line) has been acting as forward indicator for the S&P 500.
The recent collapse in Bitcoin should be a stark warning for stock investors, as the recent
divergence between the two lines suggests a big correction for stocks may be looming.

It’s not only the S&P that is at peak levels. Almost every major index is at all-time highs, each
closely resembling the parabolic top of previous bubbles.

When we compare charts like the one above to the overall strength of the economy (GDP),
we can clearly see that the stock market bubble has been blown to even greater extremes as
a result of central bank stimulus.
Entropy refers to the natural tendency for
things to move toward disorder. The longer
things are calm, the greater the potential for
increased volatility or dramatic changes. The
recent volcanic eruptions on the Big Island are
a prime example. The Kilauea volcano was
relatively calm for decades, such that a violent
eruption like what just occurred was long
overdue and almost expected.
In markets, this type of sudden and dramatic
change is sometimes referred to as the Minsky
moment, when the calm suddenly gives way to
the chaotic. Currently the US stock market has
enjoyed the longest stretch of days in the
history of the stock market without at least a 5 percent correction. Investors better start
preparing for the “Kilauea moment” or risk getting scorched by the hot lava of a market crash.

The U.S. economy has also been defying cyclical trends. We are currently amidst the 2nd
longest period without a recession.
Later this summer will mark a new record. Waiting around to celebrate it might not be the
safest choice for investors.

The signs of complacency are everywhere. For example, corporations set a new record for
Mergers & Acquisitions. Peak levels in M&A activity are usually found late in the cycle, and
typically precede big market corrections.

All of this extreme activity is occurring after nearly a decade of market stimulus is finally being
removed. Central Banks have started to remove the punch bowl, but the market wants to
keep partying. The hangover is going to be painful.
As the chart on the next page illustrates, the balance sheet unwind has barely even begun
(note the small dip in the line graph) yet the impact to markets has already been noteworthy.

While the euphoria in the stock market rages on, the bond market looks like it’s bouncing off
the recent lows which is in-line with the long term trend line. Technical analysis suggests the
bottom for longer duration bonds (10 – 30 year debt) may have been reached, which means
the cycle high for rates has already passed.
As the charts suggest a move higher in bond prices (lower rates) has very little resistance from
here and a new bull market in bonds (lower rates) could just be getting started.

The rapid increase in short term rates (1 – 3 year), and the likelihood of a move lower in long
term rates (10 – 30 year), is moving us ever so close to an “inverted yield curve” which I
discussed in greater detail in earlier publications.
Simply put, an “inverted yield curve” is when short term rates are higher than long term rates,
which historically has always been an indication of a recession. Currently the yield curve
between the 2-year and 10-year Treasury Bonds are at the lowest level since the Financial
Crisis, and are very close to inverting.

In the chart below you can see the current yield curve, and how in the past when it inverts a
recession follows (gray columns).

As I just mentioned, things have been quiet for too long, and based on the “Citi Economic
Surprise Index” things are about to change resulting in lower interest rates. Usually when this
index reaches record levels over 75 and then reverses, interest rates fall significantly.

Additionally, since the Great Financial Crisis in 2009, the last two times we’ve experienced a
big run up in interest rates things quickly changed directions and lower rates soon followed.

Despite all the evidence suggesting that lower rates (higher bond prices) are on the horizon,
investors are the most “short” they have ever been in history! If bonds rally for any reason,
just a little bit, the “short squeeze” will be so large that it would cause a colossal rally in bonds,
and a massive snow ball effect lower in interest rates.

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 markets last stand. 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 outlook for the stock market
seems dire, it is in times of chaos that we find the greatest opportunity.
To learn how your mortgage can benefit from the impending downturn in stocks 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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