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At a recent investment conference, hedge fund billionaire Stanley Druckenmiller predicted that interest rates would continue rising. Specifically, he suggested that, consistent with the prospects for
economic growth, the 10-year U.S. Treasury yield could reach 6.00% over the next couple of years.
Druckenmiller’s track record lends credence to his economic perspectives. While we would very
much like to share his optimism, we find it difficult given the record levels of public and private debt.
Druckenmiller’s comments appear to be based largely on enthusiasm for the new administration’s
proposals for increased infrastructure and military spending along with tax cuts and deregulation.
This is consistent with the outlook of most investors today. Although proposals of this nature have
stimulated economic growth in the past, today’s economic environment is dramatically different
from prior periods. Investors and the market as a whole are failing to consider the importance of
the confluence of the highest debt levels (outright and as a % of GDP) and the lowest interest rates
(real and nominal) in the nation’s history. Because of the magnitude and extreme nature of these
two factors, the economic sensitivity to interest rates is greater and more asymmetric now than it
has ever been. Additionally, due the manner in which debt and interest rates have evolved over
time, the amount of interest rate risk held by fixed income and equity investors poses unparalleled
risks and remains, for the moment, grossly underappreciated.
Proper assessment of future investment and economic conditions must carefully consider changes in
the debt load and the interest rates at which new and existing debt will be serviced.

A 45-year Trend
For more than a generation, there has been a dramatic change in the landscape of interest rates as
illustrated in the graph below.
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Despite the recent rise in yields (red arrow), interest rates in the United States are still near record-low
levels.
Declining interest rates have been a dominant factor driving the U.S. economy since 1981. Since that
time, there have been brief periods of higher interest rates, as we see today, but the predictable trend
has been one of progressively lower highs and lower lows.
Since the Great Financial Crisis in 2008, interest rates have been further nudged lower in part by the
Federal Reserve’s (Fed) engagement in a zero-interest rate policy, quantitative easing and other
schemes. Their over-arching objective has been three-fold:




Lower interest rates to encourage more borrowing and thus more consumption (“How do you
make poor people feel wealthy? You give them cheap loans.” –The Big Short)
Lower interest rates to allow borrowers to reduce payments on existing debt thus making their balance sheet more manageable and freeing up capacity for even more borrowing
Maintain a prolonged period of low interest rates “forcing” investors out of safe-haven assets like
Treasuries and money market funds and into riskier asset classes like junk bonds and stocks with
the aim of manufacturing a durable wealth effect that might eventually lift all boats

In hindsight, lower interest rates were successful in accomplishing some of these objectives and failed
on others. What is getting lost in this experiment, however, is that the marginal benefits

of decreasing interest rates are significantly contracting while the marginal consequences are growing rapidly.
Interest Rates and Duration
What are the implications of historically low interest rates for a prolonged period of time? What is
“seen” and touted by policy makers are the marginal benefits of declining interest rates on housing,
auto lending, commercial real estate and corporate funding to name just a few beneficiaries. What is
“unseen” are the layers of accumulating risks that are embedded in a system which discourages savings
and therefore eschews productivity growth. Companies that should be forced into bankruptcy or reorganization remain viable, and thus drain valuable economic resources from other productive uses of
capital. In other words, capital is being misallocated on a vast scale and Ponzi finance is

flourishing.
In an eerie parallel to the years leading up to the crisis of 2008, hundreds of billions of dollars of investors’ capital is being jack-hammered into high-risk, fixed-income bonds and dividend-paying stocks in a
desperate search for additional yield. The prices paid for these investments are at unprecedented valuations and razor thin yields, resulting in a tiny margin of safety. The combination of high valuations and
low coupon payments leave investors highly vulnerable. Because of the many layers of risk across global asset markets that depend upon the valuations observed in the U.S. Treasury markets, deeper analysis is certainly a worthy cause.
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At the most basic level, it is important to appreciate how bond prices change as interest rates rise and
fall. The technical term for this is duration. Since that price/interest rate relationship is the primary
determinant of a bond’s profit and loss, this analysis will begin to reveal the potential risk bond investors face. Duration is defined as the sensitivity of a bond’s price to changes in interest rates. For example, a 10-year U.S. Treasury note priced at par with a 6.50% coupon (the long term average coupon on
U.S. Treasury 10-year notes) has a duration of 7.50. In other words, if interest rates rise by 1.00%, the
price of that bond would decline approximately 7.50%. An investor who purchased $100,000 of that
bond at par and subsequently saw rates rise from 6.50% to 7.50%, would own a bond worth approximately $92,500.
By comparison, the 10-year Treasury note auctioned in August 2016 has a coupon of 1.50% and a duration of 9.30. Due to the lower semi-annual coupon payments compared to the 6.50% Treasury note, its
duration, which also is a measure of the timing of a bonds cash flows, is higher. Consequently, a 1.00%
rise in interest rates would cause the price of that bond to drop by approximately 9.30%. The investor
who bought $100,000 of this bond at par would lose $9,300 as the bond would now have a price of
$90.70 and a value of $90,700.
A second matter of importance is that the coupon payments, to varying degrees, mitigate the losses
described above. In the first example, the annual coupon payments of $6,500 (6.50% times the
$100,000 investment) soften the blow of the $7,500 loss covering 86% of the drop in price. In the second example, the annual coupon payments of $1,500 are a much smaller fraction (16%) of the $9,300
price change caused by the same 1.00% rise in rates and therefore provide much less cushion against
price declines.
In the following graph, the changing sensitivity of price to interest rate (duration- blue) is highlighted
and compared to the amount of coupon cushion (red), or the amount that yield can change over the
course of a year before a bondholder incurs a loss.
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The coupon on the 10-year U.S. Treasury note used in our example only allows for a 16 basis point
(0.16%) increase in interest rates, over the course of a year, before the bondholder posts a total return
loss. In 1981, the bondholder could withstand a 287 basis point (2.87%) increase in interest rates before a loss was incurred.
Debt Outstanding
While the increasing interest rate risk and price sensitivity coupled with a decreasing margin of safety
(lower coupon payments) of outstanding debt is alarming, the story is incomplete. To fully appreciate
the magnitude of this issue, one must overlay those risks with the amount of debt outstanding.
Since 1982, the duration (price risk) of nominal U.S. Treasury securities has risen 70% while the average
coupon, or margin of safety, has dropped 85%. Meanwhile, the total amount of U.S. public federal debt
has exploded higher by 1,600% and total U.S. credit market debt, as last reported by the Federal Reserve in 2015, has increased over 1,000% standing at $63.4 trillion. When contrasted with nominal GDP
($18.6 trillion) as graphed below, one begins to gain a sense for how radically out of balance the accumulation of debt has been relative to the size of the economy required to support and service that
debt. In other words, were it not for the steady long-term decline in interest rates, this arrangement
likely would have collapsed under its own weight long ago.

Data Courtesy: St. Louis Federal Reserve (FRED)

To provide a slightly different perspective, consider the three tables below, which highlight the magnitude of government and personal debt burdens on an absolute basis as well as per household and as a
percentage of median household income.
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Data Courtesy St. Louis Federal Reserve (FRED) and USdebtclock.org
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If every U.S. household allocated 100% of their income to paying off the nation’s total personal and
governmental debt burden, it would take approximately six years to accomplish the feat (This calculation uses aggregated median household incomes). Keep in mind, this assumes no expenditures on income taxes, rent, mortgages, food, or other necessities. Equally concerning, the trajectory of the
growth rate of this debt is parabolic.
As the tables above reflect, for over a generation, households, and the U.S. government have become
increasingly dependent upon falling interest rates to fuel consumption, refinance existing debt and pay
for expanded social and military obligations. The muscle memory of a growing addiction to debt is
powerful, and it has created a false reality that it can go on indefinitely. Although no rational indi-

vidual, CEO or policy-maker would admit to such a false reality, their behavior argues
otherwise.
Investors Take Note
This article was written largely for investors who own securities with embedded interest rate risks such
as those described above. Although we use U.S. Treasury Notes to illustrate, duration is a component
of all bonds. The heightened sensitivities of price changes coupled with historically low offsetting coupons, in almost all cases, leaves investors in a more precarious position today than at any other time in
U.S. history. In other words, investors, whether knowingly or unknowingly, have been encouraged by
Fed policies to take these and other risks and are now subject to larger losses than at any time in the
past.
This situation was beautifully illustrated by BlackRock’s CIO Rick Rieder in a presentation he gave this
fall. In it he compared the asset allocation required for a portfolio to achieve a 7.50% target return in
the years 1995, 2005 and 2015. He further contrasts those specific asset allocations against the volatility (risk) that had to be incurred given that allocation in each respective year. His takeaway was that investors must take on four times the risk today to achieve a return similar to that of 1995.
Summary

We generally agree with Stanley Druckenmiller. If enacted correctly, there are economic benefits to
deregulation, tax reform and fiscal stimulus policies. However, we struggle to understand how higher
interest rates for an economy so dependent upon ever-increasing amounts of leverage is not a major
impediment to growth under any scenario. Also, consider that we have not mentioned additional structural forces such as demographics and stagnating productivity that will provide an increasingly brisk
headwind to economic growth. Basing an investment thesis on campaign rhetoric without consideration for these structural obstacles is fraught with risk.
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The size of the debt overhang and dependency of economic growth on low interest rates means that
policy will not work going forward as it has in the past. Although it has been revealed to otherwise intelligent human beings on many historical occasions, we retain a false belief that the future will be like
the past. If the Great Recession and post-financial crisis era taught us nothing else, it should be that the
cost of too much debt is far higher than we believe. More debt and less discipline is not the

solution to a pre-existing condition characterized by the same. The price tag for failing
to acknowledge and address that reality rises exponentially over time.

720 Global is an investment consultant, specializing in macroeconomic research, valuations, asset allocation, and risk management. Our objective is to provide professional investment managers with
unique and relevant information that can be incorporated into their investment process to enhance performance and marketing. We assist our clients in differentiating themselves from the crowd with a focus on value, performance and a clear, lucid assessment of global market and economic dynamics.

Coming soon 720 Global will offer “The Unseen”, a subscription-based publication similar to what has
been offered at no cost over the past year and a half. In fact, what the subscription offers is precisely
what we have delivered in the past, substance in style and form that provides unique analysis and
meaningful value to discerning investors. Those that have read our work understand the comparative
advantage they have gained over the vast majority of investors that solely focus on the obvious. Our
readers are prepared for what few see.

720 Global research is available for re-branding and customization for distribution to your clients.
For more information about our services please contact us at 301.466.1204 or email
info@720global.com

©720 Global 2016 All Rights Reserved
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NOTICE AND DISCLAIMER: This material has been prepared by 720 Global, LLC. Opinions expressed herein are subject to
change without notification. Any prices or quotations contained herein are indicative screen prices and are for reference only. They do not constitute an offer to buy or sell any securities at any given price. No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness, reliability or appropriateness of the information,
methodology and any derived price contained within this material. The securities and related financial instruments described
herein may not be eligible for sale in all jurisdictions or to certain categories of investors.
Neither 720 Global, LLC nor its directors accept any liability for any loss or damage arising out of the use of all or any part of
these materials.
All rights reserved. This material is strictly for specified recipients only and may not be reproduced, distributed or forwarded
in any manner without the permission of 720 Global, LLC.
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