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In Ernest Hemingway’s 1926 novel “The Sun Also Rises”, a dialogue between two men 

famously reads: 

“How did you go bankrupt?” Bill asked. 

“Two ways,” Mike said. “Gradually and then suddenly.”  

As we turn another page in the Gallanteer, and wrap up another year, the condition of global 

markets has continued to weaken, perhaps “gradually”, but most people still have little sense 

that anything has changed at all – except of course those who are subscribed to this 

newsletter. Unfortunately to everyone else, the chaos will seem to have appeared out of 

nowhere, and for those people their story will sound more like Mike’s. 

In this final issue of 2018 we look at the mounting evidence that everything isn’t as it seems. 

That market conditions are quickly deteriorating, and “The Everything Bubble” may have had 

its final encore. 

In chaos there is opportunity, but when chaos goes from gradual to all of a sudden you’ll want 

to be high enough above it so you can pick out those once in a lifetime opportunities. 

However, if you’re caught in the middle of it all because you didn’t prepare sooner then you’ll 

be too busy trying to sift through the wreckage and unable to capitalize on what has the 

potential of being the biggest wealth transfer in centuries. 

The market is trying to tell us something, and before things go from bad to worse, gradual to 

all of sudden, I highly suggest we all pay attention and listen… 
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The US Dollar is the world’s reserve currency, and the US is still the world’s largest economy.  

This comes with certain privileges, and since most global transactions need to first clear in US 

Dollar’s there exists a perpetual demand for US Dollars, including US dollar equivalent assets 

most notably US Treasuries. 

Despite our lack of fiscal prudence the US will be the place the rest of the world looks to hide 

during the next financial crisis, given the size of the US economy compared to the rest of the 

world as displayed above. 

As interest rates have risen slightly the last two years, alongside of the Federal Reserve ending 

QE (Quantitative Easing), and no longer reinvesting the money when bonds on their balance 

sheet expire, The Fed and the US has been in essence sucking liquidity out of the system, 

which is also being referred to as Quantitative Tightening. This increases the demand for US 

Dollar’s and US Treasuries as global US Dollar liquidity shrinks. 
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This has many foreign economies, especially 

the smaller “emerging market” economies 

desperate for US dollar’s, especially since 

many of these countries borrowed when the 

dollar was much weaker. 

 

 

With the increase in dollar strength, the debts owed by these sovereign governments has 

ballooned higher since they owe the debt in US dollars but generate the means to pay the 

debt in their own local currency. 

As a result, the demand for US Treasuries has also increased and should continue to do so as 

the Fed remains on a path to normalization (higher Fed Funds Rate and smaller balance sheet) 

and the demand for US dollar’s persists. This means an increase in bond prices, including the 

price of mortgage bonds, which will result in lower interest rates, including lower mortgage 

rates in the US.  

To learn more about the connection between US Treasuries, mortgage bonds, and mortgage 

rates, please read our special report “The TRUTH About Mortgage Rates”. 

 

Source: The Atlas 
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Stan Druckenmiller, one of the greatest investors in history, and still a leader in the industry 

today, was quoted: 

“We’re in the most economically 

disruptive period since the 1880s 

and there’s been no bankruptcies. 

As quantitative easing turns to 

quantitative tightening, all these 

zombies are going to be exposed.” 

 

 

 

 

As explained by 13D Global Strategy in an article titled “Who is the Bogeyman this Time”: 

“14% of firms in the S&P 1500 

are zombies, meaning they 

do not have enough earnings 

before interest and taxes to 

cover interest expenses.  

However, the market is 

clearly far-less concerned 

about the warning signs. The 

quality of corporate bonds 

has continued to decline. As 

of this summer, for the first 

time ever, more than 40% of the value of U.S. corporate bonds are rated BBB. 

“Corporates, not consumers or banks, will cause the next recession,” Bank of America Merrill 

Lynch’s chief investment strategist Michael Hartnett warned in a letter to clients last Thursday.  
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Whether or not that proves true, a close scrutiny is warranted of a corporate debt ecosystem 

that grows ever-fragile as it continues to inflate. For roughly three decades, U.S. non-financial 

corporate debt as a percentage of U.S. nominal GDP and the high yield default rate moved in 

tandem. However, the lowest interest rates in human history broke that correlation, and 

today, the divergence is at a post-crisis extreme.”  

 

If the 2009 financial crisis was the result of too much debt, then we’re in big trouble. Evidence 

suggests we didn’t learn our lesson and it looks like we’re heading towards a much more 

painful encore of the last financial crisis. 

In a credit based system, 

economic expansion occurs 

as a result of credit growth. 

Booms and busts are simply 

the cause and effect of credit 

expanding or contracting.  

Eventually whether due to a 

lack in confidence, a negative 

financial event, or some other 

trigger, the markets are no 

longer able or willing to 

support more debt.  

 

As a result, credit growth reverses leading to recession. In the case of a credit bubble, like we 

experiened in 2000 and 2008, the result is a crash.  
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The most recent economic growth 

has been purely an illusion created 

by an explosion of debt.  

For example, the surge higher in 

the stock market has been the 

result of investors borrowing on 

margin to buy more stocks.  

The number of stocks now trading 

at levels greater than 10X revenues 

is almost as high as the tech bubble, and is the 2nd highest on record. 

However, the recent decline in both stock prices 

and margin debt should be a serious concern for 

investors.  

We haven’t seen this type of month-to-month 

decline in margin debt since before the Lehman 

Brothers bankruptcy that triggered the Great 

Financial Crisis.  

 

 

In addition, 40% of the value added to stocks 

in the S&P 500 since 2009 has been from 

dividends and buybacks, yet many of these 

companies have been financing the 

buybacks simply to inflate share prices.  

They issue corporate debt in the form of a 

bonds, then buy back their own stock with 

the proceeds. It creates artificial paper gains 

in the stock price without any growth … It is 

also morally corrupt.  
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The company executives behind the buybacks benefit greatly from the increase in stock price 

as they typically hold a significant number of shares. However, this decision is rarely in the 

best interest of the company’s future.  

Insiders and “smart money” usually sell before everyone else, leaving main street to hold the 

bag when the markets crash.  

Corporations aren’t the only Zombies in town. The US economy has been creating the biggest 

illusion of all. 

In the absence of government spending (debt) growth in the US has been negative for the 

past 5 years.  

It’s hard to be bullish this late in the credit cycle when the only reason stocks and the economy 

has been surviving is because of record amounts of debt.  

It’s quite clear the “real” economy died in 2009 and ever since we have been trudging along 

like the walking dead. 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: @occupywisdom 
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Smart Money is defined as “money bet or invested by people with expert knowledge”, and as 

you can see in the chart below the smart money has been getting out of the market at a pace 

not seen since the last two crashes. 

 

 

 

 

 

 

 

 

 

The Dow Jones Index may have returned to an all-time high in the second half of 2018, but 

the smart money stayed away and sold into the rally.  

 

 

 

 

 

 

 

 

 

 

Source: @davidinglestv 
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Main street or retail investors, refers to those with less experience or knowledge than “smart 

money”. They tend to be late-cycle investors and become most confident just before market 

tops.  

As noted by economist David Rosenberg: 

“The gap that has opened up between consumer confidence for the present and future is so 

classically late-cycle.” 

 

 

  

 

 

 

 

 

 

 

 

 

 

   

 

 

 

 

 

 

 

 

Source: @econguyrosie 
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The warning signs that we are at a market top are everywhere. Global stocks to US Treasuries 

ratio has now rolled over after just falling short of its record level reached during the tech 

bubble peak. 

 

 

 

 

 

 

 

 

 

 

The $XLF financials ETF set a new 1-year low while the S&P 500 Index was within 10% of its 

all-time-high. 

The chart below shows every time since $XLF inception where this has occurred. this is a 

frightening chart, not just as a warning sign, but as an example of how ridiculous the current 

credit bubble has become compared to the last two. 

 

  

 

 

 

 

 

 

Source: @tavicosta 

Source: @oddstats 
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The deeper you go into technical analysis the more obvious it becomes we have inflated a 

credit bubble significantly bigger than in 2000 and 2009, and it’s ready to pop.  

 

 

 

 

 

 

  

 

 

 

 

Don’t go anywhere, we’re just getting started … 

Here is each time in the past 25 years when the Dow closed at a 52-week high while most of 

the NYSE was in a bear market. 

 

  

 

 

 

 

 

 

 

 

 

Source: @jlyonsfundmgmt 

Source: @sentimentrader 
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The Goldman Sachs “Bull/Bear” market risk indicator is trying to tell us something, at 76% it’s 

the highest in nearly 50 years.  

 

  

 

 

 

 

 

 

 

 

 

In the fourth quarter the S&P 500 was down 13%. Each time this type of drop occurred in the 

fourth quarter… 

2019 … ??? 

2008 Financial Crisis 

1987 Black Monday 

1973 Energy Crisis 

1941 World War II 

1929-1937 Great Depression 

1920 Major recession 

1917 World War I 

1907 Financial Crisis 

 

Source: @jackpscott 
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Bank loan delinquencies are on the rise and are testing levels not seen since the last recession. 

 

 

 

 

The Federal Reserve Bank which in order to save the US and the world from a global meltdown 

conducted a number of financial experiments referred to as Quantitative Easing, where they 

injected over $4 Trillion of liquidity into the market by purchasing various financial assets 

including government bonds which they’ve held on their balance sheet until recently.  

 

  

 

 

 

 

 

 

 

 

 
Source: Anirudh Sethi 
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The Fed has decided that as 

these assets mature the 

capital would no longer be 

reinvested and as a result 

their balance sheet will 

begin to roll-off or shrink.  

 

 

 

 

 

 

This process of shrinking the 

balance sheet has been referred 

to as “Quantitative Tightening” 

as it reduces the available credit 

in the system, which causes 

tighter financial conditions as 

liquidity is reduced. 

 

 

  

 

 

 

 

 

 

 

 

Source: Bloomberg, JP Morgan, BlackRock 
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This process of tightening the 

Fed Balance Sheet has only just 

begun and signs of financial 

stress in the global economy are 

quickly appearing as emerging 

market economies, and their 

currencies, have been melting 

down. 

As one market commentator quips: 

"Dear US Federal Reserve, you removed just a 

paltry $19 Billion off of your $4.49 Trillion 

balance sheet, yet at the same time blew up 

the global emerging markets, NOT a good 

trade. End your experiment now. Signed India, 

Turkey, Brazil, Argentina, S Africa…” 

 

 

Governments aren’t the only thing that is cash strapped and “all-in”. The retail investor (Main 

Street) is fully invested with virtually no cash on the sidelines and their ratio of net-worth to 

disposable personal income at record levels. 

 

  

Source: @occupywisdom 

Source: @kevinduffy1929 
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Liquidity is clearly a major issue for the US economy and with Quantitative Tightening, along 

with each Fed Funds rate hike, the central bank is digging our grave while slowly choking out 

our last breath. 

 

 

I know you don’t want to hear it, and everyone who has an economic interest in real estate 

will tell you otherwise (except for me), but we (planet earth) are in another housing bubble 

and it’s going to pop … soon. 

The median sales price has rolled over and is looking like “reversion to the mean” has begun. 

Zoom in and you can see Housing Bubble 2.0 is probably over … expect falling prices. 

 

When the cost of housing exceeds the 

median income by more than 6x we are 

usually in a bubble: 

MEDIAN HOME 2018 = $328,700 

MEDIAN INCOME 2018 = $31,099 

HOME/INCOME 2018 = 10.57x INCOME 
 

The culprit behind the housing bubble is the credit expansion which I outlined earlier in this 

newsletter. However, the reason why the bubble eventually pops is because wages can’t keep 

up with the credit growth.  

 

 

Source: @occupywisdom 
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Wage growth has been non-existence for close to 3 decades, but Baby Boomers and the Gen 

X generation have experienced almost linear growth in real estate prices, hence the illusion 

of just “buy real estate and wait”. 

 

 

 

 

 

 

 

 

However, the reason it has sustained this 

long is because interest rates have also 

declined for the past 35 years as a 

supportive mechanism to the housing boom. 

The last two years whenever someone 

would proclaim that rates were going to the 

moon, I would tell them: 

“If you are so confident then you should sell 

your home now because values would fall as 

a result”.  

Of course this didn’t jive well with their emotional attachment to the idea that a home is an 

investment and the perception of wealth influenced by the illusion of home equity. 

The truth is a home is a liability and home equity is worthless … but that’s a topic for another 

time (if you dare). 

Regardless of the homeowner’s own bias, or any other misinformed opinion, my point was 

valid and is part of the framework for why I am confident interest rates will come back down 

and the Fed will eventually stop raising rates; the last thing they want to do is pop the bubble 

they created (for the 2nd time).  

 

Source: Wikimedia.org 
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I first started introducing the idea of an inverted yield curve in 2017 as it was clear to me then 

that the Fed would make a policy error and raise rates too far, too quickly.  

I recall being mocked for merely questioning the intellect of the Fed … oh you mean this         

“all-knowing” flip-flopping Fed?  

 

         

 

 

 

For a better understanding of what an inverted yield curve means, check out our special report “The Truth 

About Mortgage Rates”. 

 

However just a year later, my 

forecasts proved to be prescient… 

On December 3rd the yield spread 

between the 3 year and the 5 year 

Treasuries inverted for the first time 

since 2007. 

This is also the first of the treasuries 

to invert since the financial crisis.  

 

 

 

 

 

 

 

 

Jun. 27, 2017 Dec. 11, 2018 

Source: Bloomberg 
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Yield curve inversions are most often an early indicator of recession or a warning sign that 

some type of negative financial event is on the horizon. This is also true of the “Global Yield 

Curve”, which is calculated from the spreads of various bonds in a global bond index.  

 

 

 

 

 

 

 

 

 

 

  

This chart is very concerning, and combined with the recent inversion in the US, should have 

every investor on high alert. 
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One of the catalyst for the 

inverted yield curve, and the 

inevitable recession that follows, 

is the Fed’s rate hikes. 

 

 

 

 

 

 

Although rates in general are still low, 

the increase in the 10 year is the 

largest on a percentage basis in over 38 

years. 

 

  

 

 

 

The last time the 10 Year Treasury jumped this quick and touched the 200-day SMA (Simple 

Moving Average) was... 

 

  

 

 

 

 

Source: @TheBubbleBubble 

Source: @StockBoardAsset 
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At the same time, stocks are near the most overbought relative to bonds on record… 

 

 

 

 

 

  

 

 

…and traders have built the biggest net short position on 10-year notes on record. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: @jessefelder 

Source: @lisaabramowicz1 
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Yet, despite the negative momentum and massive speculation that interest rates will go 

higher, the 10 year Treasury has not broken out of the 30-year down trend channel. The 

recent highs are also starting to form a “head-and-shoulders” top. 

So, despite what everyone keeps telling you MORTGAGE RATES are most likely headed lower. 

 

 

 

 

 

 

 

 

 

 

Also, don’t forget where we started in this 

letter - Zombie companies, credit bubbles, and 

a record over-valued stock market due to share 

buybacks and late-cycle speculation from retail 

investors (while smart money quietly exits).  

Every time the 10 year Treasury rate has tested 

the trend line it has been shortly followed by a 

significant financial correction or crash. 

 

We’re either breaking out higher in rates (which will mean lower home values) and the current 

bull market in risk assets (stocks) is only just beginning despite record levels of debt or … The 

Fed has made a policy error and Quantitative Tightening, along with the Fed Fund rate hikes, 

will eventually reverse as a way to combat the impending recession.  

Place your bets … I think I’ve made it abundantly clear which side of the trade I’ll be on.  

See you in 2019! 

 

Source: @nautiluscap 

Source: Financial Samurai 
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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 

matter of “if ”, but merely a question of “when”. Although the economic outlook seems dire, 

it is in times of chaos that we find the greatest opportunity.  

To discuss how you can benefit from the next economic downturn please contact me directly. 

I hope to speak with you soon while there is still time to prepare, but in the meantime I 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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NMLS# 374680 

This message and any related attachments are for the sole use of the addressee and are 

privileged, confidential, and exempt from disclosure.  If you are not the addressee or 

previously authorized recipient please delete this publication and destroy any copies.  

However any person that is in possession of this publication due to “Opting In” or as a 

result of any other form of distribution solicited or unsolicited, will be held to the terms 

set forth within. Copying, dissemination, or distribution of this communication without 

express written consent is strictly prohibited. In publishing research, analysis, and 

investment recommendations, Best Mortgage Rate, including its authors and its 

partners, is not soliciting any actions based upon it. This publication contains material 

based upon publicly available information, obtainable from sources that we consider 

reliable. However, this does not represent that it is accurate and it should not be relied 

on as such. Opinions expressed are current opinions only as of the date appearing on 

the publication. All forecasts and statements about the future, even if presented as fact, 

should be treated as judgments, and neither its authors nor its partners can be held 

responsible for any failure of those judgments to prove accurate.  Without limiting the 

foregoing, there shall be no liable for any loss or damage of any kind resulting from, or 

alleged to result in any way from, the use of its research. It should be assumed that, 

from time to time, the authors and its partners will hold investments in securities and 

other positions, in equity, bond, currency and commodities markets, from which they 

will benefit if the forecasts and judgments about the future presented in this document 

do prove to be accurate. Past performance is not indicative of Future Results. To request 

specific usage or other related permissions please visit : 
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