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Long-trending cycles are the stan-
dard in bonds. The once-in-5,000-year 
interest-rate event is non-cyclical and 
nonstandard. Today’s negative bond 
yields are that non-cyclical singularity. 
They are the first of their kind since 
3,000 B.C., at least, according to A His-
tory of Interest Rates by Sidney Homer 
and Richard Sylla. We mentioned that 
fact here two weeks ago but thought 
we’d bring it up again. In one short 
lifetime, you can expect to see only so 
many multi-millennium occurrences.

Indeed, in one middling-length Wall 
Street career, you may not see interest-
rate markets change their fundamental 
direction. Bonds entered what would 
prove to be a 35-year bear market in 
1946. They began what has proven 
to be an almost 35-year bull market 
in 1981. The wise ones who bought 
bonds at yields of 13%, 14% and 15% 
in the first Reagan administration have 
probably long since stopped working. 

“Black Hole for Bond Yields” read 
the headline over The Wall Street Jour-
nal’s story on Monday morning about 
the relentless collapse of interest rates 
(this was juxtaposed to bulletins about 
new highs in the stock market—go fig-
ure). It put us in mind of the power of 
conditioned experience in investing, 
of looking backward for well-remem-
bered signs rather than squinting into 
a fathomless future. Squint we must, 
even when we can’t see a thing. 

If practice makes perfect, Grant’s 
is unrivaled in calling the top in bond 
prices. We have done so repeatedly 
and over the course of many years, 
even if not lately; since 2014, our line 
has rather been “one last gasp” for the 

zero yields to maturity? There is an an-
swer: A fiduciary must take the world 
as it is. Then, too, our world is familiar 
to us. Tumbling yields and manipula-
tive central banks are what we know.   

We form opinions from what we have 
seen with our own eyes. The grand-
fathers of today’s fixed-income inves-
tors were looking the wrong way at the 
bottom of the prior bond bull market, 
which had begun in 1920. Interest rates 
fell during the Roaring Twenties and 
throughout the groaning ’30s (with only 
bill yields, not bond yields, occasionally 
punching through zero). They stopped 
falling in April 1946. 

The largest industrial bond issue, 
quoted at the lowest yield, marked 
the bear-market inflection point: $125 

bulls. We now say that the last gasp has 
been gulped. With all the fluency that 
comes with study and repetition, we 
say that sovereign debt is the biggest 
bubble since the Bronze Age, or maybe 
since ancient Sumer. The notion that 
negative-yielding bonds, denominated 
in a fiat currency, are a “safe” asset is 
a misconception that belongs in the 
next edition of Extraordinary Popular 
Delusions and the Madness of Crowds. We 
are bearish on bonds, especially the 
ones that, like new cars on a dealer’s 
lot, positively guarantee the owner a 
loss as soon as he takes possession of 
his property. 

You rub your eyes: How can sane 
and sobersided fiduciaries toss their 
clients’ savings into the bonfire of sub-
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million of 25-year, 2½% debentures 
by the Shell Union Oil Corp. The se-
curities were priced at 101½, to yield 
2.42%, and they flew out the window 
after the State of New York blessed 
them as safe.  

Shell Union was a substantial and 
creditworthy borrower. In 1945, it 
showed net income of $28.7 million, 
cash and government securities of 
$118 million and a current ratio of 
3:1. From such balance-sheet details 
as the press revealed, there appears 
to have been little net debt. Still, the 
New York State banking regulators, 
which sorted bonds on the binary ba-
sis of their eligibility for investment 
by savings banks, haggled over the 
covenant language. “The addition of 
the debentures to New York State’s 
‘legal’ list,”  The Wall Street Journal 
reported, “came last week follow-
ing conferences between the State 
Banking Board, the underwriters and 
the issuer at which it was decided to 
write into the indenture provisions 
restricting the borrowing power of 
Shell’s subsidiary companies.”

In the spring of 1946, any clair-
voyant could have seen that credit 
risk was yesterday’s worry, particu-
larly with so solid a citizen as Shell. 
President Truman had already signed 
the Employment Act of 1946, which 
opened the door to deficit finance. 
Obviously, interest-rate risk was the 
coming thing. Only later, and at much 

higher yields,  did this great truth 
penetrate the mind of the market. 

Certainly, everyone had come to un-
derstand it by the spring of 1984, when 
long-dated Treasurys fetched 13% and 
14% in the context of a sub-5% infla-
tion rate. At the 1946 lows in yield, 
the CPI was showing year-over-year 
gains of 3.4%, which handed the Shell 
Union bond buyers a starting real yield 
on the order of negative 1%. In May 
and June 1984, with the CPI running 
at 4.2%, buyers of 13¼% long Trea-
surys began their investment journey 
with real yields in excess of 9%. The 
bears—well-credentialed and numer-
ous—made their arguments on the ba-
sis of such conventional criteria as Fed 
policy (too loose) and the Reagan defi-
cits (gargantuan). Perhaps they were 
also contending from the vantage point 
of their long experience with runaway 
inflation and falling bond prices. Cer-
tain it was that the bulls of 1946 had 
not forgotten the Great Depression. 

Arbor Quantitative Analytics re-
ports that the 30-year Treasury bond 
delivered a 10% return in the 10 days 
ended last week, among the best such 
sprints on record (it was in the 99.5th 
percentile). Tuesday’s Financial Times 
reported a drop in 10-year gilt yields 
to 0.71%, far below any yield recorded 
even when the pound was convertible 
into gold at a fixed price. “Across the 
world,” the paper said, “government 
bond yields continue to collapse as 

economists forecast low global growth 
and greater stimulus from central 
banks in spite of years of monetary 
easing. Dutch benchmark 10-year 
rates are now negative, joining those 
of Japan, Germany and Switzerland.” 
According to Bank of America Merrill 
Lynch, $13 trillion of bonds are priced 
with negative nominal yields, up from 
just about none two years ago. 

Last Friday, a page-one story in 
The Wall Street Journal described the 
heated competition for bonds between 
central banks and private investors and 
the panicky feelings among the latter 
that the former would shut them out 
of the market. Thus, “a money man-
ager in New York is worried that when 
he needs U.S. Treasury bonds one 
day, he might not be able to get them.” And 
another: “You may be shut out of the 
bond market just when you need it the most 
[emphasis added].”

Mike Nolan, managing director of 
J.P. Morgan Securities, called these 
concerning remarks to our attention. 
“What kind of anti-anxiety psychotic  
drugs are we talking about here,” he 
wondered. “Some fixed-income form 
of Xanax? Are fixed-income managers 
coming off a bond drunk high? Where 
does this all end?”

If we’ve said it once, we’ve said it a 
hundred times. It ends—it is ending—
in a bond bear market. 
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Read the footnotes
Vanguard Group Inc., which beats 

the mutual fund industry by not try-
ing to beat the stock market, attracted 
more money in the first 10 months of 
2014 than it did in any calendar year 
of its storied 39-year history. Recipro-
cally, reports Monday’s Financial Times, 
“fewer fund managers are beating the 
market this year than at any time in 
over a decade, piling further misery on 
a profession that faces increasing inves-
tor skepticism.”

Costs, returns and fads are the top-
ics under discussion. In preview, we 
judge that passive equity investing is a 
good idea. It is such a very good idea, in 
fact, that it has become a fad. We are 
accordingly bearish on it—bearish in a 
cyclical way. We are bearish on passive 
bond investing, too—bearish in a more 
than cyclical way. And we are bullish on 
security analysis—bullish in an uncon-
ditional way.

You can’t really argue with the Van-
guard value proposition. Markets are 
reasonably efficient, and information 
is yours for the asking. Active manag-
ers, en masse, are not very good at their 
jobs. Costs are therefore a critical de-
terminant—the critical determinant, 
Vanguard calls them—in achieving 
investment success. A half-decade’s 
worth of rising asset prices is the evi-
dentiary icing on the cake. “Active 
management has never been in worse 
repute,” a man from Morningstar testi-
fies. “This is the darkest of days.” 

Many have helped to dim the lights. 
We think of Fred Schwed Jr., progeni-
tor of the efficient markets concept 
in his wise and hilarious 1940 book, 
“Where Are the Customers’ Yachts?”; 
Burton G. Malkiel, author of the in-
fluential 1973 book, “A Random Walk 
Down Wall Street”; Jack Bogle, who 

launched the good ship Vanguard in 
1975; William F. Sharpe, author of 
the 1991 monograph, “The Arithme-
tic of Active Management”; and most 
recently, Charles D. Ellis whose “The 
Rise and Fall of Performance Invest-
ing” in the July/August issue of the Fi-

nancial Analysts Journal initiated one of 
Wall Street’s rare bursts of soul search-
ing (nothing’s turned up yet). 

“As we all know,” Ellis writes—“but 
without always understanding the omi-
nous long-term consequences—over 
the past 50 years, increasing numbers 
of highly talented young investment 
professionals have entered the com-
petition for a faster and more accurate 
discovery of pricing errors, the key 
to achieving the Holy Grail of supe-
rior performance. They have more ad-
vanced training than their predeces-
sors, better analytical tools and faster 
access to more information. Thus, the 
skill and effectiveness of active manag-
ers as a group have risen continuously 
for more than half a century, producing 

an increasingly expert and successful 
(or ‘efficient’) price discovery market 
mechanism. Because all have ready 
access to almost all the same informa-
tion, the probabilities continue to rise 
that any mispricing—particularly for 
the 300 large-capitalization stocks that 
necessarily dominate major managers’ 
portfolios—will be quickly discovered 
and arbitraged away to insignificance. 
The unsurprising result of the global 
commoditization of insight and infor-
mation and of all the competition: The 
increasing efficiency of modern stock 
markets makes it harder to match them 
and much harder to beat them—par-
ticularly after covering fees and costs.”

The hedge fund business makes an 
ironic star witness for Ellis’s case. In 
the decade ended in 2000, average an-
nual returns topped 20%, according to 
Hedge Fund Research via a recent ar-
ticle in Institutional Investor magazine. 
In the five years to 2013, those annual 
returns had dwindled to an average of 
just 7.78%, as tallied by the HFR Fund 
Weighted Composite Index. Individu-
als who tritely apportioned 60% of their 
money to stocks and 40% to bonds in a 
low-fee index fund achieved an annual 
return of 13.17% over the same interval.

The retired hedge-fund eminence 
Michael Steinhardt came to the phone 
the other day to discuss the reasons 
hedge funds have fallen so short of the 
high mark he helped to set. The fund 
that became Steinhardt Partners (it was 
originally Steinhardt, Fine, Berkowitz 
& Co.) debuted in 1967. Over the next 
28 years, it produced compound annual 
returns of 24.5% net of fees and profit 
reallocation, i.e., the standard 1% and 
20% hedge-fund remuneration sched-
ule. At the start, Steinhardt observed, 
there were perhaps 10 funds. Today, “Hi, I’m rich. What’s your name?”
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