
element and a component for expected 
inflation. Since 1926, long-term U.S. 
government bonds have had an annual-
ized return of 5.6% comprised of a real 
return of 2.6% and an inflation compo-
nent of 3.0%.1 

As yields plunge ever lower, the bond 
market appears to be anticipating a 
protracted period of low inflation. 
Fears of outright deflation have esca-
lated as the economic recovery slows 
swelling the burgeoning hordes of 
bond purchasers and further depressing 
yields. In turn, lower yields reinforce 
the notion that future inflation rates 
will themselves be lower. This self-
reinforcing cycle, however, begs the 
question: how successful has the bond 
market been in forecasting future infla-
tion rates? 

The answer is “not very”. The bond 
market really doesn’t see clearly at a 

distance. Although low inflation is 
the likely scenario over the near fu-
ture, beyond that, the bond market 
has limited insight into mid to long-
term inflation.2 

While many observers focus on the 
increased risk associated with mov-
ing away from the likes of govern-
ment bonds into higher yielding se-
curities, often overlooked is the in-
creased risk associated with moving 
out along the yield curve. Moving 
from the short end of the yield curve 
into similar quality fixed income se-
curities at the longer end of the curve 
could have a marked impact on the 
overall risk profile of a portfolio.3 

Longer duration fixed income securi-
ties have a greater propensity to suf-
fer “Black Swan” type events, given 
that they historically display fat tail 
return distributions and much higher 
levels of price volatility relative to 
shorter duration securities. Longer 
duration fixed income securities are 
more susceptible to changes in inter-
est rates than shorter term duration 
securities.4 

Increasing the exposure to lower 
quality fixed income securities (high 
yield or junk bonds) also implicitly 
raises an investment portfolio’s risk 
profile. 

High yield bond borrowers have 
raised $168.5 billion in the year to 
September 15, according to 
Dealogic, a research firm, surpassing 
the full-year record of $163.6 billion. 
Since that record was set in 2009, 
high yield bond issuance is running 
far ahead of all previous levels. 

“There are those who don’t know 
and those who don’t know they don’t 
know.”  
 John Kenneth Galbraith 
 
The secular bear market reality is 
such that had you invested 
US$10,000 in the S&P 500 on 31 
December 1999 and waited, you 
would have little more than 
US$9,400 to show for it right 
now. Thanks to the bursting of the 
dotcom and housing bubbles, it’s 
been a lost decade for most 
American equity investors. 

The past year isn’t much better 
with Canadian, American and 
British stock markets all pretty 
much at levels where they were 
ten months ago in November 
2009.  In an environment with flat 
– albeit volatile – stock markets 
and with historically low interest 
rates, investors are searching for 
higher returns.  

Fixed income investors have been 
pouring money into longer matur-
ing bonds. Investors have been 
forced out along the yield curve 
or into increasingly risky invest-
ments in an attempt to gain higher 
investment returns.  

Might another bubble be forming 
in the bond market? 

It goes without saying that inves-
tors in bonds expect to earn a re-
turn in excess of inflation. Why 
invest in a bond if it does not in-
crease the purchasing power of 
your capital? Hence, the current 
yield to maturity of a bond in-
cludes an expected real return 
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What's more, "covenant-lite" bonds 
have returned in force, with more 
than half the bond issuers this year 
receiving lesser covenants than on 
any of their previous deals.  Inves-
tors have been encouraged by low 
default rates, which according to 
Moody's were down to an annual 
rate of 5.1% in August from a peak 
rate of 14.3% set in November 
2009.5 

Investors should take a jaundiced 
view about the current situation. At 
present, American federal expendi-
tures are about $5 trillion, versus 
about $4 trillion of revenues, and 
GDP is about $14.6 trillion. So the 
federal deficit is running at about 
20% of expenditures, but less than 
7% of GDP. This is not a profile 
that is consistent with hyperinfla-
tion, but it is also not a benign pol-
icy.  

Continued deficits will have sub-
stantial economic consequences 
once the savings rate fails to in-
crease in an adequate amount to 
absorb the new issuance, and par-
ticularly if foreign central banks do 
not pick up the slack. It’s important 
not to assume that the current period 
of stable and even deflationary price 
pressures is some sort of structural 
feature of the economy that will 
allow the Americans to run deficits 
indefinitely. 

The risk of another financial catas-
trophe is increasing and investors 
don’t even need to consider an ex-
treme scenario, such as the Chinese 
or Japanese authorities dumping 
their American treasury holdings.  
Yet current bond investors seem 
prepared exclusively for near term 
outcomes and anticipate being able 
to get out before a collapse. 

What might prick the bond bubble?   

Interest rates are now close to zero. 
At some point in the future, whether 

bubbles in dotcoms, in housing and 
now in bonds, the US Federal Re-
serve may cripple the American 
economy. The result of another 
round of capital destruction might 
entail a rapid downwards conver-
gence of American living standards 
towards those of the improvident 
members of the Third World.  

When will bubbles just be associ-
ated with chewing gum and soap? 
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driven by resurgent inflation or by a 
breakdown of confidence in U.S. 
Treasury bonds, interest rates will 
start going up. 

When they do, the thirty year bull 
market in bonds will come to an 
abrupt, unpleasant end. Holders of 
long-term government bond will suf-
fer painful losses. Companies that 
have borrowed at 6% and run into 
difficulties will find new financing 
available only at 8%, making their 
difficulties insurmountable. The de-
fault rate on junk bonds will likely 
rise above 10% and perhaps stay there 
for a prolonged period.6 

A collapse in junk bonds could be 
accompanied by a similar but larger 
collapse in the leveraged loan market. 
Leveraged buyouts will become un-
tenable, and overleveraged companies 
will be forced to choose between find-
ing additional equity or bankruptcy. 
Capital values may again collapse, 
and a "tight money" market could 
well ensue such as we have not seen 
since the early 1980s.7 

By engineering a series of sequential 


