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About the risk of a “Trigger Point”
•

What is a “Trigger point”? As a renowned analyst said to me “It is simply that fleeting moment in which we move from a market
environment dictated by a set of rules to a new one dictated by a different set of rules in just one second”.

•

Why is it important to know when or where could this “trigger point” occur? The old guys of this place called financial market
assert that when this happens we enter a “transition phase” in the economic cycle, where neither the analytical endeavors nor the
econometric models are useful to answer the short term & more “real” questions. Thus, in these “transition phases”, the analyst must rely
on psychology related aspects or acquire new tricks. Some even say “unlearn what has been learned”. Certainly, a very painful exercise. In
such environment, prices are made at the margin (the price agreed upon by the marginal seller & buyer).

•

Can we detect when a trigger point may happen? No. We can not know when it could happen. But we do know what could be a
trigger point.

•

Can we determine what could be a “Trigger Point” that we should fear in the US? Yes. Here is the identification process:
1. We have mentioned many times that to know whether market rates are harmful or beneficial for the economy what matters is
not the quantum of the interest rate (ie, the 10yr UST yield). It is ridiculous to hear (as I have heard) that rates are too low
because they are historically low.
2. What matters is the adequacy of the rates to the corresponding level of economic activity. In other words. The spread
between the magnitudes (1) market rate versus (2) activity rate. When the former far exceeds the latter, we are facing a “trigger
point”. Then, it is better you start to pray.
3. Why? As Mr Knut Wicksell (founder of the Stockholm school) said, the interest rates defines the cost of capital, and the
activity rate defines the return on capital. When cost of capital significantly grows at a faster pace than the return on
capital, violent adjustments occur:


The spread between corporate bonds and government bonds explosively widens



The broad stock market dives



Financial stocks crater



Money velocity declines precipitously.

These adjustments comprise
what could be called a
“transition phase”. The
trigger point is when the
condition is given.
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What is the Trigger Point we all must fear?
“The Baa bond rates leapt ahead of the US growth rate by 250bp”.
•

For this discussion, I refer to the Baa bond
rates (as the cost of borrowing of an average
company in the US), and compare it with the
real GDP pace (as a proxy for the average
return on capital). The following conclusion
could be drawn:

•

Since 1929, every time real Baa bond
rates leapt ahead of the US growth rate
by 250bp or more, the economy was
knocked flat on its back and the violent
adjustments mentioned unfold.

•

Nor, in the time period examined, do we
have any example of a recession occurring
when Baa rates were in an acceptable range
relative to growth.

•

What are the instruments that we have
to avoid that the feared “Transition
Phase” is triggered?
1. Keep the 10 Yr Treasury yields low
(so that the Baa bond yields –the
cost of capital- remain well
anchored)
2. How? By temporarily keeping the QE
(which means, avoiding the Tapering
mechanism that could result in a
jump in yields).
3. Finally, seek at all costs an increase
in GDP growth (and thus, in the
Return on Capital), that reduces the
spread between Cost of & Return on
capital.
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Conclusions
•

Are we near a “Trigger Point”? Yes.

•

Could this Trigger point activate a “Transition Phase”? Yes

•

What could we expect if this happens? It is impossible to advance. When a “Transition phase” in the economic cycle takes place,
neither the analytical endeavors nor the econometric models are useful to provide the answers to this sort of questions. Put simply, prices
are made at the margin (by the marginal seller & buyer). Volatility explodes.

•

But, What might be an appropriate central scenario if we reach that point? History suggest that when our “Trigger Point” is reached,
we enter into a transition phase where severe discontinuities impact the economy, resulting in violent adjustments:


The spread between corporate bonds and government bonds explosively widens



The broad stock market dives



Financial stocks crater



Money velocity declines precipitously.

•

Can this be avoided? Yes. Admittedly, we are near of what we have identified as a “Trigger Point” but we have not reached it yet.
Additionally, we where in a very similar environment in 2011 but the US authorities were able to stabilize the situation.

•

What distance separates us from the “Trigger Point”? Currently, the real cost of capital for an average company in the US remains
around the 200 bp above its return on capital. Certainly a very dangerous stage. However, the red line is in the 250 bp. Why? Is that an
arbitrary level? Whenever that line has been crossed, the above adjustments have always unleashed. It is not an arbitrary level.

•

Do we have a significant leeway? Definitely NOT. Just a 50 bp movement in yields.

•

What is our current position in this regard?
•

As we are so close to our “Trigger Point” (just a 50 bp shift in yields) , I would assign a zero percent probability to a
Tapering before year end. Why? If the Fed starts immediately the tapering, the UST and the Baa bond yields will probably rise
by more than 50 bp, leading us to cross the “red line”.

•

I would also assign a zero percent probability to the Tapering while the real GDP growth remains below the 3%. A
good point to start tapering would be when the spread between the cost of and the return on capital is between 0 and 50 bp. This
will happen when GDP growth remains stable in the 3%-3.5% range.

•

Finally, I strongly believe that Mr Bernanke and Ms Yellen perfectly know this since they have spent the last years trying to reduce
the entire yield curve, and thus, following the principles of the Stockholm school (founder of the thesis that I have explained). I
strongly believe that the Fed will not allow yields to rise because they are already at a dangerously high level (although many are
those that still think that yields are low). If I am true, then the famously “DO NOT FIGHT THE FED” applies. If I am wrong, be
prepared for a transition phase.
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Legal Disclaimer
All the sections in this publication have been prepared by the financial institution’s team of analysts.
The views expressed in this document are based on the assessment of public and private information. These reports contain evaluations of a
technical and subjective nature on economic data and relevant social and political factors, from which the financial institution’s analysts have
extracted, evaluated and summarized the information they believe to be the most objective, subsequently agreeing upon and drawing up
reasonable opinions on the issues analysed herein.
The opinions and estimates in this document are based on market events and conditions that took place before the publication of this document,
and therefore cannot be determining factors in the evaluation of future events that take place after its publication.
The financial institution may hold views on financial instruments that differ completely or partially from the general market consensus. The market
indices chosen have been selected using the exclusive criteria that the financial institution regards as most appropriate.
The financial institution cannot in any way guarantee that the predictions or events given in this document will take place, and expressly reminds
readers that any past performances mentioned do not in any circumstances imply future returns; that the investments analysed may not be
suitable for all investors; that investments can fluctuate over time in terms of their share price and value; and that any changes that might occur in
interest rates or currency exchange rates are other factors that may also make it unadvisable to follow the opinions expressed herein.
This document cannot be regarded, under any circumstances, as an offer or proposal to buy the financial products or instruments that may have
been mentioned, and all the information herein is for guidance purposes and should not be regarded as the only relevant factor when it comes to
making a decision to proceed with a specific investment.
This document does not, therefore, analyse any other determining factors for properly appraising the decision to make a specific investment, such
as the risk profile of the investor, his/her knowledge, experience and financial situation, the duration or the liquidity of the investment in question.
Consequently, investors are responsible for seeking and obtaining appropriate financial advice in order to assess the risks, costs and other
characteristics of any investments they wish to make.
The financial institution cannot accept any responsibility for the accuracy or suitability of the evaluations or estimates of the models used in the
valuations in this document, or any possible errors or omissions that may have been made when preparing this document.
The financial institution reserves the right to change the information in this document at any time, whether partially or in full.
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