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It isn’t often that Albert and | find ourselves on opposing sides of an investment debate.
However, the current state of the government bond market has us divided. From my
perspective as a long-term value-orientated investor, bonds simply don’t offer any value. They
already price in the US slipping into Japanese-style prolonged deflation. However, they offer
no protection at all if (and it may be a big if) the Fed can succeed in reintroducing inflation
(what Keynes described as the “euthanasia of the rentier”). There may be a ‘speculative’ case
for continuing to hold bonds, but there isn’t an investment case.

B To my mind, in principle, government bond valuation is relatively simple. | see the value as the
summation of three components: the real yield, expected inflation, and an inflation risk premium.
The market tells us the real yield for ten-year US government bonds is around 2%. Given that the
nominal yield is also around 2% at the moment, the market is implying that inflation will be
around 0% p.a. over the next ten years.

B This suggests that the market believes that the US will follow the Japanese path into slow
grinding deflation. Unravelling the forward curve shows the market expecting 10y bonds to yield
3% in 10 years time! Surveys of long-term expectations show a different picture — they suggest
that inflation will be around 2.5% p.a. over the next ten years. This implies a radically different
pricing of bonds. In a normal world, a ‘“fair value’ for US government bonds would be around 4.5-
4.75%.

B However, this isn't a normal world. The US has become enormously over-leveraged. If
deflation were to take hold, then debt deflation dynamics would be unleashed which would have
truly horrible consequences for the economy. It is all too easy to see the bursting of the credit
bubble causing a tsunami of deflation to sweep through the system.

B |t took Japan seven years after its first encounter with deflation to instigate quantitative easing;
the US has started before deflation is actually here. Bernanke clearly believes that monetary
policy is far from impotent at the zero bound. When talking to Japanese policy makers in 2000 he
argued that measures such as money financed transfer (printing cash to pay for tax cuts), inflation
targets and unconventional measures were all available even with interest rates at zero.

B What happens when an irresistible force hits an unmovable object? | haven’t a clue, and
neither does any one else. However, the government bond market has clearly opted to believe in
deflation. Thus if the Fed is successful then bonds offer no protection at all. The ‘euthanasia of
the rentier’ will ensue.

B Ben Graham said “An investment operation is one which, upon through analysis, promises
safety of principal and a satisfactory return. Operations not meeting these requirements are
speculative.” Bonds simply don’t offer a satisfactory return (or indeed a safety of principal) at
current yield levels. They as Jim Grant put it may well be “return free risk”. A speculative case of
bond holding can still be made. In a myopic world, it may be possible to ride the news flow down.
However, | am an investor not a speculator. So government bonds have no place in my portfolio.
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It isn’t often that Albert and | find ourselves on opposite sides of the debate. In fact in the last
eight years | can’t recall a single occurrence of such an event. Indeed | am not even sure that
we have a truly deep divide at the moment, it may merely be a matter of time horizon and
investment approach.

As regular readers will know, | tend to view the world through the lens of a long-term value-
orientated absolute-return investor. Albert is often more willing to tolerate momentum driven
shorter term positions (believe it or not!). Perhaps it is these differences in approach that have
lead to us to adopt different positions on the merits of holding government bonds. In the
interest of adding to the debate | will present the value-based bear-case here; Albert has
documented his reasons for bullishness elsewhere (see Global Strategy Weekly18/12/2008
inter alia).

A long-term view of bonds

The chart below shows the long-term history of US 10-year (or nearest equivalent) government
debt. Over the very long-term the yield has averaged just over 4.5%. The chart makes it clear
how anomalous the inflationary experience of the 1970s was. However, current yields are
rapidly approaching all-time lows.

US 10-year government bond yields - a long-term perspective
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Of course, simply because yields are close to all-time lows isn’t necessarily a sell signal.
Witness the example of Japan. The chart below shows the long-term picture for Japanese
10-year government debt. | was working in Tokyo in 1995 and remembering thinking that as
yields reached three percent, surely they couldn’t go any lower. Of course, they went on to
halve, and then halve again.
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Japanese 10y government bond yields - a long-term perspective
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Intrinsic value for bonds

How should one think about valuing bonds? | always have a simplistic view of the returns to a
government bond holder. | generally view bonds as having three components, the real yield,
expected inflation and an inflation risk premium.

The real yield is generally said to be roughly equal to the long-term real growth rate (effectively
creating an equilibrium condition between the marginal cost of capital and the marginal benefit
of capital). Empirically this may be a dubious assumption as real yields and growth don’t
always enjoy a tight relationship, but it will do as a rough approximation. Of course, thanks to
the use of index-linked (or inflation-protected) securities we have a live market in the real yield
for many countries. In the US, 10-year TIPs are yielding around 2%.

Expected inflation is the second component in our simple approach to bond valuation. This
can be assessed in several ways. For instance, surveys such as the survey of professional
forecasters (almost certainly an oxymoron) ask respondents to assess the expected inflation
rate over the next ten years. The chart below shows the expected inflation rate p.a. over the
next ten years according to this survey. At the risk of sounding like the Fed, inflation
expectations remain surprisingly tightly anchored at 2.5% p.a.

Survey of professional forecasters 10y inflation expectation (% p.a.)
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In contrast, the market is pricing in a very different view. The gap between nominal bonds and
TIPS gives a simple measure of implied inflation. With both groups of bonds yielding pretty
much 2%, investors are implying zero inflation on a ten-year view!

Implied inflation from nominal bonds minus TIPS (% p.a.)
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Alternatively one can use inflation swaps to gain insight into the markets’ pricing of future
inflation. These instruments are now implying an inflation rate of just over 1.6% p.a. for the
next ten years. It is noteworthy just how recent the collapse in implied inflation has been!

10y inflation swap implied inflation (%p.a.)
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The final component of our simple bond valuation approach is an inflation risk premium.
Because inflation is obviously uncertain, a risk premium to compensate for the uncertainty is

required. Although hard to estimate, current academic work suggests a range of somewhere
from 25-50bps might be regarded as normal.
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Putting it all together

Using this simple approach to a bond valuation yields the picture below. A ‘fair value’ under
‘normal’ inflation rates would be somewhere around 4.75%. Today’s yields at a fraction over
2% are woefully short of the estimated fair value under ‘normal’ conditions.

Rough fair-value bond benchmark vs actual yield
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Even if we unravel the forward curve we find that the market thinks that 10-year bonds in 10

years’ time will yield just 3%. So the markets seem convinced that low yields are here to stay
for a prolonged period.

Forward 10y bonds in 10 years time
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Inflation or deflation

As | have written many times before | am torn on the issue of the inflation/deflation debate.
History teaches us that bursting credit bubbles unleash massive deflationary impulses on an
economy. With the US economy facing an enormous debt overhang, and the US consumer
engaged in its first retrenchment in a quarter of a century, it is easy to see the dangers of debt
deflation.

US total debt to GDP ratio
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However, the Fed’s reaction to the deflationary threat has been enormous. The quantitative
and qualitative easing the Fed has embarked upon is truly unprecedented. We are now in a
brave new world of monetary experimentation.

Fed’s bastardization of the balance sheet (US$bn)
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Whether or not the Fed is successful in staving off inflation is certainly beyond my ken.
Bernanke has made his game plan for avoiding deflation exceptionally clear. He will do
whatever he can to prevent deflation occurring in the US. In a speech given in 2000 to
Japanese policy makers Bernanke clearly acknowledged the greater threat that deflation
posed in a highly leveraged economy, “Zero inflation or mild deflation is potentially more
dangerous in the modern environment than it was, say, in the classical gold standard era. The
modern economy makes much heavier use of credit, especially longer-term credit, than the
economies of the nineteenth century.”

Bernanke clearly believes that monetary policy is far from impotent at the zero interest-rate
bound. In essence his argument is an arbitrage based' one as follows “Money, unlike other
forms of government debt, pays zero interest and has infinite maturity. The monetary
authorities can issue as much money as they like. Hence, if the price level were truly
independent of money issuance, then the monetary authorities could use the money they
create to acquire indefinite quantities of goods and assets. This is manifestly impossible in
equilibrium. Therefore money issuance must ultimately raise the price level, even if nominal
interest rates are bounded at zero.”

In the speech he laid out a menu of policy options that are available to the monetary
authorities at the zero bound. First, aggressive currency depreciation - this is obviously less of
an option for the US than it was for Japan given the state of the rest of the world. Such a
policy today would seem to be in danger of unleashing a ‘beggar-thy-neighbour’/ competitive
devaluation response. Of course, this kind of policy is also more difficult when a great deal of
overseas investors own your debt, and you don’t want them to dump treasuries.

Second on Bernanke’s list (although so far absent from the US response) is the introduction of
an inflation target to help mould the public’s expectations about the central bank’s desire for
inflation. He mentions the range of 3-4%!

Third of the list was money-financed transfers. Essentially tax cuts financed by printing
money. Obviously this requires co-ordination between the monetary and fiscal authorities, but
this should be less of an issue in the US than it was in Japan.

Finally, Bernanke argues that non-standard monetary policy should be deployed. Effectively,
quantitative and qualitative easing. Bernanke has repeatedly mentioned the possibility of
outright purchases of government bonds.

The Fed has followed this path once before — during World War Il. As Sidney Homer and
Richard Sylla write in their magnum opus “A History of Interest Rates” (gives you some idea
what | did over Christmasl!), “Treasury war finance was based on a fixed schedule of yields.
The Federal Reserve Banks bought whatever securities were required to maintain this
schedule. Three-month Treasury bills were at 3/8%, one-year Certificates of Indebtedness
were at 7/8%, short bonds were at 2%, longer bonds at 2% and twenty-five —to-thirty-year
bonds were at 212%.”

' As Stephen Ross once said, to turn a parrot into a learned financial economist it needs learn just one
word: arbitrage. To my mind, economists are far too happy to rely on arbitrage assumptions to rule out
solutions. Indeed the second chapter of my first book, Behavioural Finance, is spent detailing failures of
arbitrage (both causes and consequences thereof, including the ketchup markets!).
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Interestingly, Homer and Sylla note “When [World War 1] ended, some people thought that the
Treasury would not always be offering as much as 2%2%. Perhaps rates as high as 2%2%
would vanish forever. Therefore in 1945, after the war ended, purchases of the last issue of
2%.%s approached $20billion. The Treasury indeed stopped issuing new bonds altogether”.
This caused yields to drop to 1.93%! However, Homer and Sylla note that “This was the great
crest of a 26-year bull bond market”.

One thing is clear. You don’t want to be the last man holding bonds if the Fed goes down this
route. This creates a beauty contest kind of game, where every bond investor is trying to
second guess every other bond investor. Or as Warren Buffett put it (when comparing the
stock market in 2000 with Cinderella at the ball, “the giddy participants all plan to leave just
seconds before midnight. There is a problem though: They are dancing in a room in which the
clocks have no hands!”.

Whichever combination of measures that Bernanke eventually opts to pursue his most telling
comments come in the final lines of his speech to the Japanese policy makers “Roosevelt’'s
specific policy actions were, | think, less important than his willingness to be aggressive and
to experiment—-in short, to do whatever was necessary to get the country moving again.”
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Is the US Japan?

Whilst deflation is all but guaranteed in the short term, | am not as convinced that the US will
follow the Japanese route into a lost decade of deflation. As Keynes put it “The existing
situation enters, in a sense disproportionately, into the formation of our long-term
expectations; our usual practice being to take the existing situation and to project it into the
future.”

My friend and erstwhile colleague, Peter Tasker (an expert of pretty much all things Japanese
having lived there since 1982) recently penned a note for my old shop on five key differences
between the US and Japan.

First and most obviously, the US has had a much faster and clearer policy response than
Japan ever enjoyed. For instance, the Bank of Japan (BoJ) didn’t engage in any quantitative
easing until 2001, some seven years after the Japanese economy first encountered deflation!

Secondly, Japan didn’t really have any model to follow, the experience of the 1930s was a
lifetime ago, and Japan’s creeping deflation was a different beast from the rapid price-level
declines that the US experienced in the 1930s.

Thirdly, Japan was hindered by fiscal hawks who constantly sought to cut back on fiscal
expenditure. That fiscal expenditure which did occur was not financed by the BoJ printing
money, nor did it have any real use (remember the railways to nowhere?) A policy of fiscal
restraint seems unlikely from the new US President. When combined with Bernanke this could
be a potent combination for avoiding lasting deflation.

Fourth, there are pronounced social and demographic differences between the US and Japan.
Japan’s top heavy aging population made inflation a politically difficult solution. The US has
considerably more favourable demographics which may help make a return of inflation a more
politically viable strategy than the US.

Tasker’s fifth key difference is not so promising for the US (and is one that | mentioned above),
when Japan was trapped in its deflationary spiral the rest of the world was doing pretty well
on average. The US faces a far tougher external environment in which to attempt reflation.

Conclusions

As far as | can see there is no investment case for government bonds yielding around 2%. As
Ben Graham said “An investment operation is one which, upon through analysis, promises
safety of principal and a satisfactory return. Operations not meeting these requirements are
speculative.” Or as Keynes opined “The term speculation [refers to] the activity of forecasting
the psychology of the market, and the term enterprise [to the] activity of forecasting the
prospective yields of assets over their whole life”.

To my mind a 2% nominal yield is not a satisfactory return. The markets are priced as if the
US is doomed to follow the Japanese example and enter a period of long, grinding deflation.
Whilst this may be the case, it is already reflected in prices, as such there is no value in
government bonds. Even if yields were to collapse from 2% to 1% then investors would only
make around 9% return.

6 January 2009 9
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If the alternative scenario comes to pass and the Fed successfully reintroduces inflation
(leading to what Keynes so vividly described as the ‘euthanasia of the rentier’z) then bonds
look distinctly poor value, thus the risk is exceptionally high and skewed in one direction. As
Jim Grant so elegantly put it government bonds may well end up being “return free risk” (as
opposed to their more normal nomenclature of risk-free return). If yields were to rise from 2%
to 4.5% investors would stand to suffer a capital loss of nearly 20%.

Of course, there maybe a speculative case for buying bonds. If the market is myopic (which is
almost always is) then poor short-term economic data, and the arrival of outright deflation
could easily see yields dragged even lower. Thus riding the news flow may be a perfectly
sensible but nonetheless ‘speculative’ approach. However, | am an investor not a speculator
(as I have proved myself to be appalling at the latter), thus government bonds have no place in
my portfolio.

2 A rentier is one who lives off rent/income i.e. the bond holder
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