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“In a shift of secular or long term significance, the markets will be adapting to a new set of rules while most market 
participants will be still playing by the old rules.” 

-  Famed market technician, Bob Farrell 

PLAYING WITH FIRE
EVA Summary: 

• Just as the US Forest Service’s efforts to prevent and suppress wildfires over the last 100 years have led to a rise in devastating 
fires, the Federal Reserve’s attempts to prevent recessions and market corrections has created the environment for severe 
financial firestorms.

• While the Federal Reserve has managed to extend economic expansions and shorten recessions over the past several 
decades, its pursuit of stability and prosperity through lower interest rates has led to a massive increase in total debt/GDP, an 
expansion in government, and a structural slowdown in real GDP growth.

• By continuing to over-manage both the economy and financial markets by holding interest rates at zero, and by running the 
very real risk of going into the next recession with nothing but emergency tools, Ms. Yellen and her colleagues are focusing 
their efforts on preventing and putting out small fires at the risk of feeding a much larger blaze.

Only You Can Prevent Forest Fires.

For decades, the US Forest Service (USFS) has hammered this slogan into American pop culture with loveable children’s characters 
like Bambi, Thumper, and Smokey the Bear. 
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They taught us that forest fires are unnatural and unnecessary catastrophes often caused by unattended campfires or carelessly 
discarded cigarettes… that forest fires should be prevented at all costs… and that, whenever wildfires do occur, they should be 
snuffed out as quickly as possible.

In theory, if preventing wildfires actually results in fewer or less severe incidents, then there should be an inverse relationship 
between federal spending and annual fire damage. But like the late, great Yogi Berra used to say, “In theory there is no difference 
between theory and practice. In practice there is.” 

Despite a more than three-fold increase in federal spending on wildfire suppression since the mid-1980s (not to mention 
thousands of honorable lives lost in the process)… 

…there has been a dramatic increase in both the frequency and intensity of large fires in the Western United States. According to 
US Forest Service Chief Tom Tidwell, major wildfires are growing to sizes that would have been “unimaginable” twenty years ago.
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While the US Forest Service has successfully contained 98% of all wildfires before they reach 300 acres in size, the other 2% are 
responsible for 97% of the total damage… which has also been trending up for the past few decades. While the graph below only 
runs through 2013, I should point out that 2015 is on track to be the worst year on record with over 8.5 million scorched acres.

To be clear, these unusually large, unusually intense fires are largely man-made phenomena triggered by a variety of catalysts but 
aggravated by wildfire prevention efforts. “Suppression generally begets larger, more intense wildfires, which in turn intensifies 
the agencies’ suppression response,” explained UC Berkeley Professor Malcolm North. “Many severe fires result from accrued 
management decisions.”

Small fires, you see, play an important role in the forest life-cycle. They cleanse and renew the ecosystem by thinning out smaller 
trees, helping new seedlings to take root, and clearing away the underbrush. In a healthy forest – where periodic burns prevent 
the buildup of explosive fuels on the forest floor – fires burn at lower temperatures and spread more slowly. As you can see in the 
picture below, such fires consume logs, saplings, and low-growth vegetation, but not the mother trees which stand firm as flames 
blacken the forest floor. 

US ACRES BURNED BY WILDFIRE, 1985-2013

INCLUDES ALL PRIVATE, STATE, AND FEDERAL LANDS

Source: National Interagency Fire Center 
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At least that’s what should happen in a healthy forest. But nature’s way of renewing itself is apparently too risky for bureaucrats in 
Washington.

“Nature’s script has been disrupted,” explains New York Times journalist John Schwartz. “Fewer fires caused the forests to grow 
more densely, and for grasses and dead trees to accumulate on the forest floor… The consequences of a century of forest policies 
to suppress fires are now combining with the hotter and drier seasons to create tinderbox conditions, producing high-severity 
fires that kill trees and are increasingly hard to bring under control.”

“Ironically,” writes National Geographic’s Laura Parker, “the century-old government policy of fighting fires instead of letting 
them burn has led to a build-up of the very tinder that lesser fires once destroyed as part of the natural process.” Instead of small, 
relatively-contained fires that rejuvenate the ecosystem, bureaucratic mismanagement has nurtured the conditions for large, run-
away fires that turn imposing forests into desolate grasslands.
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Sounds a lot like Federal Reserve policy doesn’t it? 

The parallels are striking, although – based on the harsh criticism below from the Federal Reserve Bank of Minneapolis – the Fed 
doesn’t seem to understand that it is making the exact same mistakes in suppressing recessions and market corrections.

“Another factor behind the upswing in fire activity and costs is a decades-long buildup of woodland 
fuels that increase the likelihood of fires burning out of control. Ironically, over a century of 
successful fire suppression by federal and state agencies has contributed to this build-up; following 
Smokey Bear’s advice has stifled countless small wildfires that otherwise would consume deadwood, 
brush, and leaf litter… hot weather and a surplus of dried vegetation are an explosive mixture just 
waiting for a spark.”

If you’re like me, you’ve got to be wondering where it is in the Fed’s mandate to criticize the US Forest Service for the same series 
of miscues it has been making with its monetary policies. The lack of self-awareness here is stunning. 

Just as small fires are vital to the health of a forest, recessions and market corrections are critical to maintaining a strong and 
resilient economy. Creation cannot happen without destruction, just like the green shoots of a jack pine cannot sprout without a 
fire. While bankruptcies and falling asset prices are unpleasant – especially for those losing money or jobs – prolonging the pain 
with lower interest rates only encourages the continued build-up of explosive malinvestments like tinder on a forest floor. 

You would think the Fed would have learned something from the financial crisis in 2008 as the “Great Moderation” suddenly gave 
way to the “Great Recession”; but, like the US Forest Service, the Fed continues to play the same old game. As decades of accrued 
management mistakes continue to fuel more intense crises, the Fed’s response is to keep upping the ante until the lender of last 
resort eventually exhausts its ability to intervene at all.

While the Fed has – even including the 18 month “Great Recession” from December 2007 to June 2009 – successfully extended 
the duration of economic expansions and shortened the length of recessions, it’s hard to call this stability. Remember, it’s the 
2% of run-away wildfires – enabled by the lack of smaller burns – that do all of the damage. And the more resources that get 
misallocated in the name of caution, the bigger the eventual explosion in volatility.

VIRTUAL ADVISOR
The Evergreen5



O C TO B E R  16,  2015

OCTOBER 16, 2015

As you can see in the chart below from Hoisington Capital Management’s Dr. Lacy Hunt, the Fed’s standard reaction to recessions 
or financial market turmoil in the modern era has been to routinely lower the cost of borrowing, which has encouraged a 
dramatic rise in total debt/GDP (now at roughly 350% versus 300% on the eve of the Great Depression)* with only very short-lived 
periods of deleveraging along the way.

Moreover, the steady decline in interest rates has allowed the US government to get away with wild fiscal mismanagement. 
As you can see in the charts below, we’ve seen counter-cyclical spending during recessions and pro-cyclical spending during 
expansions, with only very short periods of restraint in the late-1940s, mid-1950s, and the late-1990s. While Congress has reduced 
its emergency deficit spending in recent years from nearly 10% to “only” 2.8%, it’s still worse than the post-WWII average of 
roughly 2.0%. 

*The recent minor improvement in the US debt-to-GDP was largely a result of mortgage defaults and “walk-aways” during the 
aftermath of the Great Recession. 

Source: Bureau of Economic Analysis, Federal Reserve, Congressional Budget Office
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Make no mistake, this unbridled expansion of Big Government and dramatic rise in debt relative to income comes at a cost. Not 
only are we living through the weakest economic recovery on record, but it’s clearly part of a long-term trend. Despite the fact 
that US economic growth is running well below its long-term average, this may be as good as it gets today… and in the event 
that low interest rates continue to drive total debt/GDP to new heights, we should expect even weaker economic growth rates in 
the future. 

In addition to rising debt and slowing growth, what’s even more troubling is that the Fed’s traditional toolkit was completely 
exhausted in the last crisis and has not been refilled. The overnight federal funds interest rate has fallen as much as it can without 
wildly unpredictable consequences, which is both feeding broad-based malinvestment (for example, driving up real estate to 
bubble-like valuations again in many markets) and limiting the Fed’s ability to intervene without creating even bigger problems 
in the next cycle.

Source: Congressional Budget Office, St. Louis Federal Reserve | WSJ.com 
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WORTH WRAY
Chief Economist
To contact Worth, email: 
wwray@evergreengavekal.com

As my colleague, Tyler Hay, observed in last month’s EVA Exchange, the Fed can always introduce a European-style negative 
interest rate policy in the next crisis; but negative rates can only go so far. Moving to a negative 0.5% or 1% in the federal funds 
rate is almost certain to fail to contain the next recession and it would create serious problems for banks, insurance companies, 
and, of course, the long-suffering US saver. 

That leaves us with the prospect of yet another round of quantitative easing (QE4)... which only really works by boosting 
sentiment and forcing investors to take risk beyond their comfort zones. You may have realized this already, but QE is not as 
“clean” a tool as traditional interest rate policy, and is creating significant distortions. There are serious unintended consequences 
that we are just beginning to discover after pushing the Fed’s balance sheet to nearly $4.5 trillion with QE1, QE2, Operation Twist, 
and QE3 in the years since 2008. Pouring massive amounts of fabricated money into the financial system may be appropriate in an 
all-out crisis, but such emergency measures are hardly appropriate for fine-tuning the economy. 

My point here is simple. The Fed lost its ability to effectively manage the business and market cycles years ago, but has failed 
to adapt their policy approach to this new reality. By continuing to over-manage both the economy and financial markets by 
holding interest rates at zero—and by running the very real risk of going into the next recession with nothing but emergency 
tools—Ms. Yellen and her colleagues are focusing their efforts on preventing and putting out small fires at the risk of feeding a 
much larger conflagration.

When the Big One hits, it may well ignite the funeral pyre for the Fed’s grand strategy of fighting the natural seasons of the 
financial markets and the business cycle. If so, the US Forest Service will be in a position to turn the tables and criticize the Fed. 
They are likely to have plenty of company. 

Source: Evergreen GaveKal, Bloomberg 
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O U R  C U R R E N T  L I K E S  & D I S L I K E S

      This report is for informational purposes only and does not constitute a solicitation or an offer to buy or sell any
      securities mentioned herein. This material has been prepared or is distributed solely for informational purposes only
      and is not a solicitation or an offer to buy any security or instrument or to participate in any trading strategy. All
      of the recommendations and assumptions included in this presentation are based upon current market conditions
      as of the date of this presentation and are subject to change. Past performance is no guarantee of future results. All
      investments involve risk including the loss of principal. All material presented is compiled from sources believed to 
be reliable, but accuracy cannot be guaranteed. Information contained in this report has been obtained from sources believed to be reliable, Evergreen Capital Management LLC makes 
no representation as to its accuracy or completeness, except with respect to the Disclosure Section of the report. Any opinions expressed herein reflect our judgment as of the date of 
the materials and are subject to change without notice. The securities discussed in this report may not be suitable for all investors and are not intended as recommendations of particular 
securities, financial instruments or strategies to particular clients. Investors must make their own investment decisions based on their financial situations and investment objectives.
“The specific securities and ETFs identified and described do not represent all of the securities purchased, held, or sold for advisory clients, and you should not assume that investments 
in the securities were or will be profitable. CVS Corp, General Electric, JP Morgan, Accenture, Vanguard Dividend Appreciation ETF, iShares Core S&P 500 ETF and Powershares S&P 500 
Low Volatility ETF are used to illustrate examples of market volatility.  You should not assume that an investment in any of these securities  was or will be profitable.  ECM currently holds 
CVS, General Electric and JPMorgan, and purchases it for client accounts, if ECM believes that it is a suitable investment for the clients considering various factors, including investment 
objective and risk tolerance.

WE’RE NEUTR AL ON

I M P O R TA N T  D I S C LO S U R E S

Changes are noted in bold. 

WE DON’ T LIKEWE LIKE

• Large-cap growth (on a deeper 
pull back)

• International developed markets 
(on a deeper pull back)

• Canadian REITs

• Intermediate Treasure notes

• BB-rated corporate bonds (i.e., 
high-quality, high yield)

• Cash

• Publicly-traded pipeline 
partnerships yielding 7%-12% 
(MLPs)

• Intermediate-term investment 
grade corporate bonds, yielding 
approximately 4%      

• Gold-mining stocks

• Gold

• Intermediate municipal bonds with 
strong credit ratings

• Long-term municipal bonds

• The Indian stock market

• Long-term Treasury bonds

• Blue chip oil stocks (on a pull-back 
after the recent rally)

• Emerging bond markets (dollar-

based or hedged)

• Canadian dollar-denominated 

bonds

• Most cyclical resource-based stocks

• Large-cap value

• Short-term investment grade 
corporate bonds

• High-quality preferred stocks 
yielding 6%

• Long-term investment grade 
corporate bonds

• Short yen ETF

• Emerging market bonds (local 
currency)

• Short euro ETF

• Bonds denominated in renminbi 
trading in Hong Kong (dim sum 
bonds)

• Real Estate Investment Trusts 
(REITs)*

• Small-cap value

• Mid-cap value

• Small-cap growth

• Mid-cap growth

• Floating-rate bank debt ( junk)

• Lower-rated junk bonds

• Emerging stock markets

*However, some small and mid-cap 
issues look attractive (and are becoming 
even more so)

VIRTUAL ADVISOR
The Evergreen9


