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Final last gasp?

When Britain’s pound sterling was as
good as gold, His Majesty’s government
thought itself fortunate to be able to
borrow at 3% in perpetuity. That was
in 1751. Now that the pound is as good
as pixels, George Osborne, chancellor
of the exchequer, has announced his
intention to avail himself of the oppor-
tunity to refinance those ancient 3s at
interest rates even lower than 3%.

Trying to comprehend the 21% cen-
tury’s affinity for digital wampum, on
the one hand, and ultra-low bond yields
on the other, monetary historians of
the future will scratch their heads till
their brains ache. They will conclude,
as we do here and now, that the world
was bond mad.

“Whither rates?” is the question of
the hour. Lower and lower, says Van
Hoisington, the great bond bull, with
whom we spoke on Monday (Hoising-
ton’s fund was up 32.6% last year; over
the past 10 years it has delivered 8.62%
a year vs. 4.71% for the Barclays Capi-
tal U.S. Aggregate Bond Index). Lower
and lower in a crescendo of panic, say
we. More from Hoisington below.

“Economists don’t forecast because
they know,” quipped John Kenneth
Galbraith. “They forecast because
they’re asked.” Each month, Bloom-
berg asks dozens of economists to fore-
cast the 10-year Treasury vield over a
six-month horizon. On Dec. 11, the
date of the latest survey, 71 econo-
mists responded. Each and every one
predicted higher yields. One hundred
percent were bearish on bonds.

“One last gasp for Treasurys?” was
the headline over the page one article
in Grant’s exactly one year ago. In it, we
suggested that Treasurys might con-
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found the bearish consensus (though
only 86% of the economists were then
bearish) with an unscripted rally.

With this sequel, “One final last
gasp?” we come close to repeating our-
selves. Treasurys will continue to rally
in 2015, a move that will culminate
in even higher prices and even lower
yields. And that will be the end of the
bond bull market that started on Oct.
1, 1981, say we (and not for the first
time, let the record show).

Though we expect a blow-off rally
in government securities, “bullish” on
Treasurys we’re not. Bulls want to own
the objects of their desire. Your editor
owns no Treasurys and wants none.
He owns no sovereign bonds of any
maturity. Long-dated Treasurys may
be cheaper than foreign government
securities of similar duration, and the
United States may be John Winthrop’s
“city upon a hill.” But the bonds of any
government are promises to pay inter-
est and principal in a currency that the
issuing government either creates or
(in the case of European borrowers)
lends a hand in creating. As govern-
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ment-issued money tends to depreci-
ate, so should—over time—the value
of the government’s promises.

One makes allowances for price and
value. Even a goldbug could be bull-
ish on 14% Treasurys (Grant’s, July 16,
1984). By way of reciprocity, perhaps,
even a bond bug might see the merits of
gold today, given the fact that the virus
of radical monetary policy is swimming
in the global political bloodstream;
what feats of money printing will the
central bankers attempt next time? On
Tuesday, the Swiss 3s of January 2018
were priced to yield minus 29.3 basis
points. Principal continuously invested
at that rate of return is halved in 236.2
years. So it has come to pass that sterile
gold is a high-yielding asset.

On form, interest-rate markets are
long-trending markets. In 19 century
Britain, gilt yields fell for 80 years. In
20" century America, Treasury yields
rose in the 35 years from 1946 to 1981.
Yields have fallen in the 33 odd years
since 1981. Well do we recall the blow-
off phase of the great bond bear mar-
ket. Though economists strained to

To duplicate 2014 returns,
yields must plumb lower lows

total return

bond in 2014
U.S. 10-year Treasury 10.6%
U.S. 30-year Treasury 28.9
German 10-year bund 14.9
Mexican 100-year bond 21.7
10-year gilt 14.4

*to match 2014 performance
source: The Bloomberg

2014 year-end  assumed year-end
y.t.m. 2015 y.t.m.*
2.10% 1.17%
2.73 1.60
0.38 -1.08
5.32 4.58
1.66 0.22



furnish reasons to explain why 15%
was, after all, not so very high, given
(for instance) the terrible Reagan fis-
cal prognosis, the real motive force in
the bond market was panic. We wonder
if the investment narrative spun today
to explain the reasonableness of sub-
1% yields on 10-year government notes
will wear any better than the inflation-
phobic yarns of the early 1980s.

These are historic times, we are cer-
tain. Chancellor Osborne’s press release
last month held out hopes for the pro-
spective refunding of the perpetual 2 %%
securities issued in the fall of 1946 by
the Socialist Chancellor Hugh Dalton.
Cheap money was the cry on both sides
of the Atlantic at the time. At Dalton’s
death in 1962, his eponymous 2 1/2s
changed hands on a 6% basis. At the
bottom in 1974-75, they had sold down
to an 18% basis. “Daltons,” those loss-
producing pieces of paper were derisive-
ly called. The chancellor himself bought
some; he died poor.

What’s a fair yield for long-dated
Treasurys? We put the question to
Hoisington, who has held long bonds
through thick and  thin—mostly
through thick—since October 1990,
when they fetched 8 ¥4%.

He replied with the proposition that
inflation expectations are key. Look
around the world, he said. You see a
half-dozen countries whose 30-year
debt trades at less than 2%—Denmark,
Switzerland (0.541%), Japan and Bel-
gium among them. “Their credits are
in many cases much worse than ours. So

Dollar up, oil down

you would argue that it’s not the credit
quality, but it’s the fact that they have
very low inflation and maybe some idio-
syncrasies in those countries.”

“So with that as a start,” Hoisington
went on, “what is the appropriate level
for long-term rates in the United States?
If the general trend which started in
2011 of lower commodity prices contin-
ues to be under downward pressure be-
cause of excess global capacity, then you
would presume that U.S. prices would
tend to have downward pressure as well.
And you would assume that the stronger
dollar, as everybody tries to get out of
the muck around the world by devalu-
ing their currencies against the dollar
and the dollar continuing to appreciate,
would put further downward pressure
on prices. So we have a global phenom-
enon that is probably more impactful on
the United States than in the past, and
it seems to me to be pointed in the di-
rection of downward pressure on prices.
Whether that ends ultimately in ‘defla-
tion’ is unknown, but certainly the pros-
pect of a rapid rise in inflation seems,
for the time being, not on the horizon.”

In other words, “lower” is still the
prevailing direction. Hoisington de-
murred on the notion that digital tech-
nology was a force for everyday low
prices. Debt, however, he said, certainly
weighs on prices: “We believe the fact
that over-indebtedness of the United
States and the world is contributing to
the lack of global demand, because peo-
ple have borrowed and spent, and that
means they can’t spend that money in
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the future, they have to try to repay it.
And that’s at all levels—corporate, indi-
vidual, governments—and that is sort
of an overarching restraint on economic
activity. And the wonderful thing is that
the Federal Reserve and other central
banks can do nothing about it.”

So more credit formation—induced
by zero-percent borrowing costs—is
not the way forward? we asked, leading
the witness. “More debt is of course
not the answer,” Hoisington replied,
“because it just brings forward con-
sumption and makes it worse later, so
they might be able to have a transitory
improvement, but not a permanent im-
provement. The fact is, it seems to me,
that the evidence in Japan and here in
the United States that the effort to buy
securities to help the system was coun-
terproductive, and we would suppose if
the ECB were unintelligent enough to
try their own, that it would be equally
unproductive. Somebody pointed out
that almost all maturities are close to
five years and they don’t really have
much long paper, so if they did do it,
they’d be buying five-year notes, which
are zero anyway. Or less than zero.”

To duplicate the brilliant returns of
2014, 30-year Treasury yields would
have to fall to 1.60%, 10-year gilt yields
to 0.22%. “From a market standpoint,”
Hoisington commented, “with the
Bloomberg survey continuing to show
100% of the economists forecasting
higher rates for the umpteenth con-
secutive month, you have to assume
the positions are still pointed towards
people expecting higher rates, and for
that reason the first part of this year
could see really much lower interest-
rate levels than anyone thinks possible,
because of positioning in my opinion.”

Assets under management at his
firm ended the year at $6 billion, Hois-
ington related. Though it’s a new high,
clients are hardly breaking down the
doors to get in: “Everybody still thinks
rates are going up, and this would be a
stupid time to invest in 30-year bonds.”

Business activity is weaker than the
Fed seems to know or to acknowledge,
Hoisington went on: “We think this
year will be slower than last year in
terms of growth, and nominal growth
will be noticeably slower. Real growth
will be slightly slower. So when we see
that, if the Fed were to raise rates in a
weakening environment, which is what
they would be doing, I think bond rates
would rally....” And if the economy sur-
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prises to the upside? Even then, Hois-
ington said, the long end of the yield
curve would probably rally: “It would
be the last hurrah for a moment.”

Our ears perking up at the phrase
“last hurrah,” we mentioned some of
the signs of panic and—in the case of
the proposed British refunding—of
historic optimism we see. Is it possible
that the market has overdone it?

“If you look back in United States
history, our charts going back to 1870,
the market spent a few years below 2%,
but not much and not by much,” Hois-
ington replied. “And so having 30-year

rates below 2% seems to me to be ex-
cess. We’re not there yet, but in a very
short period of time we could be.”

And if that were to come to pass, the
collapsing energy markets would bear
a good share of the blame (or, from the
bond bulls’ vantage point, credit). People
understandably focus on the bulge in
supply, said Hoisington; they should not
overlook the evident crack in demand.
“The demand curve can shift out and
take these oil prices even lower than they
are today, in our judgment,” he went on.
“And we think that has an enormous im-
pact on economic activity. In 1986, 1985,
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we had oil go in round numbers from $40
to $10, maybe a little below that. We ac-
tually had a mini recession. I think they
may have revised that away but we had
one quarter down in 1986. So we think
the drop in oil prices is a clear negative to
the United States economy this year. The
high-paying jobs were in the oil sector. We
know that about one-third of the increase
in capital spending over the last four years
was due to oil, but there was a knock-on
effect, so we figure instead of 30%, it’s
roughly 45% of the increase in capital
spending was due directly or indirectly to
this oil boom. So we think there’s a major
adjustment economically from this down-
tick in oil prices in the United States—it
is going to be enormously disappointing
over the next six to nine months.”

Hoisington wound up on a note of
prospective—underscore the word “pro-
spective”—bond-bearishness: “If you get
the right set of policies, things can turn
around in a hurry,” he said. “And people
forget this. We’ve had this sort of pendu-
lum swing towards overregulation, con-
straining small banks from lending, being
anti-business, and it’s possible the pen-
dulum starts to swing the other way, and
business has been lackluster for so long
that, in my judgment, a shift in regula-
tory policy and tax policies could create a
substantial boom by the private sector in
the U.S. and therefore around the world.
So I’'m not overly pessimistic, but for the
time being, we have anti-growth policies
in place.”
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Vacation delectation

To the readers, and potential readers,
of Grant’s:

This anthology of recent articles, our
summertime e-issue, is for you. Please pass it
along, with our compliments, to any and all
prospective members of the greater Grant’s

family.
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