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While there are some good reasons that demand for fixed income assets has increased, the subsequent price 
appreciation has made compelling investments harder to find. However, while we view sovereign bonds from 
many developed countries as very overvalued, our outlook on credit is more nuanced. 
 
There has been much discussion in recent months 
about whether a “bond bubble” has formed. The 
combination of worries about the pace of the 
global economic recovery, increasing expectations 
of further quantitative easing, and record demand 
from investors has pushed yields on a variety of 
bonds to historical lows. While we enjoy a good 
debate, to us the issue of whether a bond bubble 
exists is less important than what current low 
yields imply about the prospects for future bond 
returns. Future economic growth may disappoint, 
and inflation may remain contained, given ongoing 
deleveraging and the withdrawal of various 
government stimulus efforts. Bond yields may 
also be kept down in the short term by actions of 
central banks in the developed world, as well as 
by the potential for shifting investor preferences 
supported by aging demographics and increased 
risk aversion. Still, there is significant risk that 
inflation and real economic growth will be higher 
than the anemic rates priced in to the bond 
markets, and that investor appetite for bonds may 
sour. We strongly suspect that sovereign and 
corporate bonds yielding 1% represent a poor 
investment. For other types of bonds (such as 
high yield) our outlook is more nuanced, as 
elevated credit spreads appear to offer some 
cushion should a backup in interest rates occur. 
 
 
 
 
 

What Exactly Is a Bond Bubble, 
Anyway? 
 
While there is no technical definition of “asset 
bubbles,” we regard three key measures as critical 
in their diagnosis. The first is that valuations for 
the asset have become very stretched relative to 
historical norms. Depending on the asset class 
and/or valuation technique, this could mean, for 
example, that equities trade at a record multiple 
of earnings, or that a commodity trades at a 
record price per unit of measure. The second 
(related) feature of a bubble is that high valuations 
imply there is little chance of an investor seeing a 
future positive real return on an asset, and in fact 
a significant chance of incurring a loss. Finally, 
and related to the first two, bubbles involve overly 
optimistic sentiment, where investors ignore 
arguments about exuberant valuations and low 
projected returns because they believe a new 
paradigm has arrived and lessons from the past 
are not as applicable for the future. 
 
The difficulty with identifying a bond bubble 
through valuation analysis is that bond yields are 
driven by expectations of future inflation and real 
economic growth. As nominal yields do not mean 
revert and economists have a poor track record  
of predicting such expectations with any accuracy, 
valuing bonds presents a challenge.1 This is 
                                                   
1 One example of this poor track record is the biannual 
survey conducted by The Wall Street Journal of professional 
forecasters, which asks them to predict where the yield 
on the ten-year U.S. Treasury bond will be in six months. 
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different than valuations for assets like stocks, 
which historically have reverted back to long-term 
average multiples of metrics such as earnings and 
book value. Thus, while we can look at equity 
valuations and get a good sense of the degree of 
overvaluation by examining how many standard 
deviations they trade above historical averages, 
bond valuations are more challenging, as they 
must factor in the degree to which the market’s 
pricing of future inflation and economic growth 
expectations is reasonable. And therein lies the 
difficulty in identifying a bond bubble: while 
current yields are extremely low relative to 
historical averages, they could be justifiable if 
inflation and growth in the future are lower than 
in the past. 
 
 
Current Bond Yields Imply Subdued 
Growth and Inflation Expectations 
 
Sovereign bond yields across many developed 
markets have recently dropped to historical lows. 
In the United States, two- and five-year Treasury 
bonds yielded just 0.3% and 1.2%, respectively, at 
the end of October, falling even below levels seen 
at the depths of the credit crisis (Exhibit 1). Mean-
while, yields on ten-year German government 
bunds and U.K. gilts have recovered somewhat, 
but remain near the record lows set in August 
(Exhibit 2). Falling government bond yields have 
in turn dragged down yields on a variety of bonds 
to which they are benchmarked, given that credit 
spreads have remained fairly steady year-to-date. 
For example, in October, corporate bond yields  
in the United States reached a record low yield  
of 3.6%; they have also recently come close to 
historical lows in Europe and the United Kingdom. 
 

                                                                               
Our analysis shows that the consensus predicts the correct 
direction of the subsequent change less than 40% of the 
time—a worse-than-random result. 

Sovereign bond yield should compensate investors 
for future inflation and the opportunity cost of 
not being exposed to real economic growth. This 
is reflected in the close relationship between the 
yield on sovereign bonds and the sum of average 
rates of real GDP growth and inflation over 
rolling ten-year periods (see Exhibit 3, which is 
based on U.S. ten-year Treasury yields). 
 
In order for this relationship to continue to hold 
in the future should interest rates stay near their 
current levels, growth and inflation in many 
developed countries will have to drop to levels 
not seen in decades. For example, U.S. ten-year 
Treasuries now yield 2.6%. This compares with 
average annualized consumer price inflation of 
3.2% over rolling ten-year periods since 1910; the 
most recent decade it was below 2% began in 
December 31, 1957 (Exhibit 4). Even if inflation 
were to fall to zero (which has not been seen in  
70 years), the inability to capitalize on economic 
growth alone might still suggest sovereign bonds 
are a poor investment. Real GDP in the United 
States has grown by an average of 3.3% per year 
over rolling ten-year periods during the past 
century. While the ten-year period ending in 2009 
did see average growth (1.8%) below 2%, it was 
for only the second time since 1954.  
 
This subdued outlook for growth and inflation is 
not shared by several other markets. Inflation-
linked bond yields are plunging, for example, as 
investors try to brace themselves for an uptick in 
prices. Looking at the United States, breakeven 
inflation yields have marched steadily upward since 
the Federal Reserve (Fed) signaled in August its 
intention to conduct further quantitative easing 
(Exhibit 5). Outside of the bond market, one 
widely quoted survey of professional forecasters 
shows that U.S. consumer price inflation is 
expected to be 2.3%, on average, per year from 
2010 to 2019. 
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Are These Expectations Reasonable? 
 
Bond investors can make several bullish arguments 
about why inflation (and growth) may be secularly 
lower for developed economies in the years ahead. 
The first of these is excessive debt burdens—
consumers and governments in developed markets 
need to improve their balance sheets. Further, 
bond bulls argue that quantitative easing will not 
ignite inflation, as Western countries are in a 
liquidity trap where consumers and corporations are 
unwilling to borrow regardless of the price of 
credit or attractiveness of investment opportunities. 
The result will be lower spending and higher taxes 
going forward, which will dampen future economic 
growth. Inflationary pressures are also unlikely to 
come via the corporate sector, which faces excess 
capacity in most countries and a surplus of labor 
from which to draw necessary additions to its 
workforce. Finally, in countries such as the United 
States and some parts of Europe, there is a massive 
housing overhang, which will lower inflation from 
rent and dampen sectors like construction for years 
to come.  
 
We agree with many of the economic arguments 
provided by the bond bulls. However, bond 
markets are pricing in a near certainty that severely 
subdued growth and inflation will persist for a 
decade, which seems extreme to us, even given 
current economic uncertainty. There are several 
reasons to question what has become conventional 
wisdom in recent months. First is the historical 
record. The link between financial crises, 
deleveraging, and the slower growth that typically 
ensues has been the focus of several studies2—
while slower growth typically follows financial 
crises, lower inflation is not necessarily a byproduct. 
A recent study3 found that growth can rebound 

                                                   
2 See, for example, Carmen Reinhart and Kenneth Rogoff, 
“Growth in a Time of Debt,” American Economic Review, 
December 31, 2009. 
3 Garry Tang and Christian Upper, “Debt Reduction 
After Crises,” BIS Quarterly Review, September 2010. 

fairly quickly following financial crises, despite 
massive private sector deleveraging. According 
to the study’s findings, debt reduction after crises 
is typically facilitated in equal measures by inflation, 
economic growth, and debt reduction (via payback 
or default).  
 
Second, elevated unemployment in countries like 
the United States may be less deflationary than 
commonly thought. This is because while higher 
unemployment holds down expenditures, it may 
have a more limited impact on wages for at least 
two reasons. Some of those currently unemployed 
may have outdated skill sets, making them unable 
to compete with (and bring down the compen-
sation of) more highly skilled workforces. And,  
if some of the unemployed are unable or unwilling 
to move, given weak local housing markets,  
they will not compete with or bring down the 
compensation of nonlocal pools of labor.  
 
Third, arguments that deleveraging in the indebted 
Western economies will lead to weaker inflation 
or to deflation also typically overlook the fact that 
it is not necessarily the quantity of debt that an 
individual, company, or government owes that 
impacts spending, but rather its affordability. 
Thus, despite elevated levels of mortgage debt in 
countries like the United States and the United 
Kingdom, low interest rates have meant debt 
servicing costs compare favorably with historical 
averages. Morgan Stanley recently estimated  
that the debt service ratio for Americans with 
mortgages had dropped to the lowest level in a 
decade. Of course, the opposite is also true—to 
the extent that consumers and corporations have 
not fixed the rate of interest on their liabilities, as 
is standard for U.K. mortgages, they are vulnerable 
to increases in interest rates that would make debt 
burdens more onerous. Who owes the debt is 
also important, given the disproportionate share 
of consumption attributed to wealthier citizens. 
In the United States, for example, where house-
holds with incomes greater than $150,000 may 
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generate 40% of consumption, a broad-based 
economic recovery may be less necessary than 
expected to boost consumption and thus inflation. 
 
 

What Else Might Explain Current 
Yields? 
 
Despite low yields, investor interest in bonds has 
been strong. Investor interest can be measured by 
a variety of metrics, including soaring demand for 
fixed income mutual funds in the United States 
and rising pension fund allocations to bonds in 
Europe. Since the beginning of 2008, bond funds 
in the United States have seen inflows of $646 
billion, at the same time that $273 billion has 
flowed out of equity funds (Exhibit 6). These equity 
flows have occurred despite periods of strong 
performance: in 2009, the S&P 500 returned 
26.5%, but equity funds saw net outflows of $9.1 
billion. High returns on bond funds, which in 
some cases have exceeded those of equities, have 
probably piqued investor interest. U.S. investment- 
grade debt returned 18.7% in 2009, and another 
10.9% year-to-date. High-yield debt, which 
returned 58.2% in 2009 and another 14.4% year-
to-date, also has hardly been a defensive investment. 
Fixed income has not just outperformed equities 
in the United States and Europe over the past 
three years, however (Exhibits 7 and 8)—ten- and 
20-year returns also compare quite favorably with 
those of equities. 
 
Some speculate that demographic changes may be 
causing investors to increase allocations to fixed 
income. Between 2000 and 2020, for example, the 
percentage of Americans over the age of 65 is 
expected to increase by over 30%, the fastest-
growing segment of the population (Exhibit 9). 
As baby boomers approach retirement age, some 
believe their desire for capital preservation could 
result in the sale of investments such as equities, 
and purchases of more secure assets like Treasury 

and municipal bonds. The recent credit crisis may 
even have accelerated this change in investment 
preferences, though exact data on investment flows 
by demographics are extremely hard to come by.  
 
Investor preferences could also be changing not 
just due to demographics, but as a result of the 
recent credit crisis and steep equity market sell-
off. Some investors may have underestimated the 
volatility inherent in their equity-centric portfolios, 
and are selling into the subsequent rally in equities 
to increase strategic allocations to bonds. This may 
be true of both retail and institutional investors.  
A 2009 survey from Towers Watson showed,  
for example, that U.S. corporate pension fund 
managers planned to move 10% of their assets out 
of equities and into other allocations. U.K. pension 
funds, meanwhile, have moved from a less than 
20% allocation to fixed income ten years ago to a 
greater than 30% share today, with most of the 
increase coming in the last three years, according 
to data from Morgan Stanley. 
 
Only time (and perhaps a lower yield environment) 
will reveal the staying power of these buyers, but 
bonds are also benefitting from another important 
source of demand: deeply pocketed central banks. 
Historically, emerging markets and other central 
banks have invested their foreign exchange reserves 
in major developed markets sovereign bonds like 
Treasuries, bunds, and gilts; for example, the 
Chinese and Japanese are the world’s largest 
holders of U.S. Treasuries (Exhibit 10). Their 
buying has been supplemented since the crisis 
began by developed markets central bank 
purchases of their own sovereign debt (such as 
the Fed and the Bank of England) to implement 
policy objectives. Quantitative easing in the 
United States and the United Kingdom has  
been significant relative to the overall size of 
government bond and overall debt markets, 
pushing down bond yields (Exhibit 11). In the 
Eurozone, the European Central Bank has used 
its repo operations to support various types of 
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government and corporate bonds, including most 
recently those from peripheral governments 
(Exhibit 12). While rates are arguably lower today 
than they would be absent policies designed to 
keep sovereign rates low, these policies also lower 
the risk of a sudden and sustained plunge in bond 
prices, as any such softness in pricing will likely 
be met with additional quantitative easing, at least 
in the short-to-intermediate term.  
 
Finally, the shape of the interest rate curve in 
some countries may also help explain some of  
the investor interest in bonds. Current yields on 
money market funds and savings deposits are close 
to zero in many developed economies. These low 
short-term rates have caused yield curves to 
steepen (Exhibit 13), increasing the opportunity 
cost of investing in cash or short-term bonds 
versus longer-term alternatives. In the United 
States, for example, the spread between three-
month Treasury bills and ten-year Treasury bonds 
is now 251 basis points (bps), well above its 
historical average of 142 bps. This is pushing 
investors both farther out on the curve in the 
search for yield, as well as into lower-rated 
corporate and emerging markets bonds. Issuance 
of high-yield and corporate bonds has been 
strong thus far in 2010, as issuers have sought to 
capitalize on this demand (Exhibit 14), though 
volumes remain below those seen during the peak 
of the credit bubble. 
 
 
Prospects for Ineffective Monetary 
Policy 
 
The promise of further quantitative easing from 
central banks is a powerful tonic for bond bulls. 
They argue that given fragile confidence in the 
economy, central banks will have no choice but to 
further intervene in bond markets to keep interest 
rates low and to try to stimulate lending and 
growth. Yet there are critical reasons to question 

whether central bank buying can continue to 
anchor low interest rates across the curve, and 
there are material risks for unintended conse-
quences to arise from the continued and 
significant intervention in the bond markets. 
Partially this is due to the record amount of debt 
that has been—and will continue to be—issued 
by developed world sovereigns. A greater supply 
makes keeping yields low increasingly difficult, 
particularly given the percentage of debt that is 
owned by foreigners who may not settle for low 
interest rates. Further, the impact of quantitative 
easing may be steadily diminishing given the 
expectations that have already been priced in to 
the market. Looking at the U.S. Treasury market, 
a recent study by Deutsche Bank estimated that 
$100 billion of U.S. Treasury purchases by the 
Fed would lower long-term rates by just 5 bps. 
There is also the important calibration problem 
with extensive quantitative easing—to the extent 
that excessive intervention in sovereign bond 
markets reduces their liquidity, the bonds may 
surrender some of the premium they have 
accrued over time. 
 
 
For Bond Investors, Risk Is a  
Relative Term 
 
The low yields currently offered by many types of 
bonds present a threat to future investor returns, 
yet the magnitude of this threat may be more 
limited than some realize. It is tempting to look at 
low bond yields and imagine how prices would 
suffer if rates suddenly backed up, either because 
of unexpected inflation or sudden lack of buyer 
interest. Historically, however, periods of rapidly 
rising interest rates have been relatively rare in 
developed countries such as the United States 
(Exhibit 15), and when they have occurred, 
losses to bond holders have been much more 
muted than one might expect. Using U.S. data, 
and looking at all rolling six-month periods since 
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1971 where the Fed funds rate was hiked by 300 
bps or more, investors, on average, just about 
broke even. This can be explained by several 
factors. Often, when interest rates rise (hurting 
bond prices), the large carry on offer cushions the 
total return to investors. In addition, how the 
shape of the entire interest rate curve shifts tends 
to drive returns more than just movements in 
short-term rates.  
 
To use a historical example, the swiftest increase 
in U.S. short-term rates over the past 50 years 
occurred in late 1980, when the Fed hiked rates by 
650 bps over six months to fight inflation. Despite 
this increase in rates, and its anticipated impact, 
the Barclays Capital Treasury Index posted positive 
returns for both the full year 1979 and 1980. Even 
using the worst rolling six-month return over that 
period, investors would have lost just 7.0%. This 
was partially because of the carry earned by 
investors during that period—five-year Treasuries 
yielded over 13% per year in early 1980. Shifts in 
the yield curve were also a factor. Despite the 
move in the Fed funds rate, the yield on ten-year 
Treasuries increased by less than 200 bps over 
the period.  
 
Historical data aside, we would be remiss if we 
did not point out that in a low interest rate 
environment, some of the lessons described 
above (such as the importance of carry) do not 
apply. Currently, bond returns are extremely 
sensitive to changes in interest rates. For 
example, if the yield on the Barclays Capital U.S. 
Treasury Index fell from its current yield of 1.4% 
to an unprecedented 0%, an investor would see a 
price return of 8.8%; if its yield rose to 4.0%, a 
level seen as recently as late 2007 (and still 300 
bps below the historical average yield), the price 
return would be -14.8% (Exhibit 16). While the 
drivers for a dramatic movement in rates in either 
direction seem distant on the horizon, and thus 
rates may be range bound for some time, on 
balance it seems highly unlikely that interest rates 

could ever drop to zero. The risk-reward balance 
for investors is skewed against them. 
 
 
Our Take on Things … Depends on 
the Bond in Question 
 
As mentioned above, one sign of a bubble is overly 
exuberant sentiment on behalf of investors. Given 
the uncertain economic outlook for much of the 
developed world, the likelihood of inflation and 
growth in the months ahead remaining below 
their historical averages, the promise of further 
quantitative easing, and the desire/need for some 
investors to change their investment allocations, it 
is difficult in some respects to say sentiment is too 
frothy. Objective ways of measuring sentiment 
also do not suggest extreme optimism. Based on 
futures data from the Chicago Board of Trade, 
net long interest in Treasuries by speculative 
investors is much lower than at previous heights 
(Exhibit 17). Surveys of fund managers also do 
not indicate extreme optimism. In a recent BofA 
Merrill Lynch survey, a net 71% of institutional 
investors thought bonds were overvalued. 
 
However, in taking a longer-term view, we go back 
to the asymmetric risk-reward balance described 
above when buying bonds with historically low 
interest rates, and the fact that some government 
bonds offer yields at historically low levels. Even 
if rates do not back up rapidly, as some fear, 
investor upside is capped (by rates going to zero) 
and downside is potentially unlimited (though of 
course likely to stay within some bounds). As 
yields have moved closer to zero in recent months, 
our reservations have only increased, and thus we 
are extremely cautious about investing in developed 
markets sovereign bonds, particularly those from 
the United States, the United Kingdom, and core 
European countries, such as Germany.  
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Further, the very policies designed to keep interest 
rates down in the short term increase the prospects 
for high inflation or a riot in the bond markets 
longer term, as increased sovereign debt issuance 
and quantitative easing measures raise the 
prospects for inflation over the long term. While 
bond markets have been pricing in rising longer-
term inflation expectations in recent months, they 
remain somewhat modest at present. 
 
For other types of bonds, our view is more 
nuanced. Yields on investment-grade bonds have 
fallen to record lows in recent months, but spreads 
over underlying government bonds remain 
elevated. U.S. investment-grade bonds yielded a 
record low of 3.6% in October, yet the 168 bp 
credit spread over Treasuries was well above its 
historical average. Similarly, although sterling 
corporate bonds now yield just 5.0%, spreads 
remain almost a full standard deviation above 
their long-term average. Corporate bond spreads 
provide somewhat of a risk buffer relative to 
sovereign bonds, particularly if interest rates were 
to rise as the economic outlook improves, as this 
should also result in falling credit spreads, helping 
to offset any investor losses. Credit quality is 
improving, as measured by metrics such as leverage 
ratios, but strong investor demand is creating 
several dynamics that we are watching warily. The 
first is the issuance of short-duration bonds with 
extremely low coupons; several have been issued 
recently with yields of 1% or less. Like the 
sovereigns described above, these bonds present 
very little upside. The second is the re-emergence 
of investor unfriendly structures such as corporate 
hybrids with perpetual (no) maturities. Finally, as 
with other types of bonds, low yields increase the 
likelihood of seeing negative real returns in the 
future.  
 
Moving down the credit spectrum, we are relatively 
more constructive on high-yield bonds. Spreads 
on high-yield bonds are above historical averages, 
though admittedly less so than they were this 

summer, given the recent surge in risk appetite. 
For example, the option-adjusted spread on the 
Barclays Capital U.S. High Yield Index is now 
575 bps, compared with 680 bps in August (and 
its long-term average of 522 bps). However, 
comparisons to historical averages are not exact, 
as credit fundamentals have been steadily 
improving. The annualized default rate for high-
yield bonds through the end of September was 
just 0.3%, and may remain below 2% through the 
end of 2012. In contrast, the average annual 
default rate has been over 4% during the last 
decade. One of the main worries for this asset 
class has been the so-called wall of maturities 
that was expected to create refinancing risks for 
borrowers between 2012 and 2014. Corporations 
have been able to refinance a significant percentage 
of this debt; the volume of U.S. high-yielding 
bonds and loans due to mature between now and 
the end of 2012 has fallen by about 41% since the 
beginning of 2009 to about $200 billion. This 
helps borrowers in two ways: lower interest rates 
increase debt affordability, and terming out debt 
farther into the future lowers refinancing risks in 
the short term. So while it does not eliminate the 
challenge to issuers, it has made the debt load 
more manageable. 
 
 

Portfolio Implications 
 
Since late 2008, many credit investments have 
handsomely rewarded investors, and sovereign 
bond positions worked mainly as intended, 
protecting investors during the 2008 downturn and 
during bouts of volatility earlier this year. Looking 
ahead, current low yields make it unlikely (and in 
some cases impossible) that future returns will 
echo those of the recent past and reduce the 
deflation-hedging ability of sovereign bonds. For 
example, U.S. Treasury yields may not necessarily 
contract any further, even in the event of a 
downturn, as slow growth is already priced in and 
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because of the risk that foreign owners may lose 
interest in owning such bonds at these pithy yields.  
 
Given this situation, we do believe changes are 
probably justified to many portfolios. We have 
long recommended that investors maintain an 
allocation in their portfolios to high-quality and 
liquid fixed income securities such as intermediate- 
to long-duration sovereigns to serve as a hedge 
against deflation. Such allocations serve as a 
resource for funding cash needs without selling 
off equities and other risky assets that can fall 
sharply during economic contractions or a flight 
to quality. However, given the overvaluation of 
many sovereign bonds, particularly U.S. Treasuries, 
U.K. gilts, and core European sovereigns, and the 
asymmetric risk-reward of buying such sovereign 
bonds at low yields, our first piece of advice would 
be to rebalance deflation hedges back to target. 
For the remaining allocation, we would advocate 
moving a portion of sovereign bonds into cash 
(e.g., T-bills), rebalancing back into longer-duration 
instruments as yields rise and the risk-reward 
opportunity moves more into balance. For many 
months, we had also advised investors to diversify 
deflation hedges into inflation-linked bonds, as 
we found them more attractively valued than 
nominal sovereigns, given their ability to appreciate 
during periods of subdued growth but also 
compensate for future inflation. However, as 
yields on these bonds have plunged in the United 
States and across many European markets, and as 
their longer duration makes them highly sensitive 
to increases in interest rates, we no longer 
recommend such diversification.  
 
Investors in credits face a more difficult decision. 
Investment-grade bonds in the United States and 
Europe have more compelling valuations than 
sovereigns, given that credit spreads are elevated 
relative to historical norms. However, investment-
grade credits have a mixed history in providing 
diversification benefits during economic contrac-
tions and flights to quality. Investors must decide 

whether they believe that the diversification benefit 
presented by investment-grade credit and its higher 
yield (for example, US$- and euro-denominated 
corporate bonds yielded just 3.6% and 3.4%, 
respectively, at the end of October) are enough  
to compensate for its reduced effectiveness as a 
deflation hedge. If future growth remains subdued 
or actually surpasses expectations, investment-
grade credit might outperform sovereigns; 
however, if economic growth slows and a flight 
to quality ensues, investment grade may see 
substantial declines.  
 
Finally, relative to other fixed income asset classes, 
we believe high-yield valuations are attractive, 
though we note that credit spreads have fallen 
recently and that more aggressive financing 
techniques, such as issuance to fund equity 
dividends, are on the rise. Given its low-quality 
characteristics, high yield is not appropriate as a 
deflation hedge, but can provide some diversification 
relative to equities. This can be offensive, as 
when valuations are cheap, or defensive, as when 
investors are looking to reduce equity beta in their 
portfolio. We have historically focused on the 
former, but no longer view high-yield bonds as 
compelling enough to serve as an equity substitute. 
Conditions today may be favorable for investors 
looking to hold such bonds for equity diversifi-
cation. While high-yield bonds should be 
expected to decline along with equities in  
an economic downturn, such declines have 
historically been less severe, even in the sharp 
market decline of 2008–09. If the economic 
outlook improves, high yield may underperform 
equities, though any losses from higher overall 
interest rates may be offset by gains from lower 
credit spreads. If economic growth deteriorates 
beyond current expectations, high yield may 
underperform sovereigns and investment-grade 
credit, though its higher credit spread and coupon 
will provide some cushion. This assumes that 
defaults rates do not rise sharply, though we 
acknowledge that the recent trend toward more 
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aggressive financings could dilute overall credit 
quality. If conditions remain similar to what they 
are today, an asset that yields over 7% may prove 
to be rewarding. For investors looking for a tactical 
hedge with a similar risk profile but worried about 
rising interest rates, leveraged loans also may be of 
some interest.4 
 
 
Conclusion 
 
Identifying a bond bubble is a subjective exercise, 
and from our perspective the evidence is incon-
clusive. However, we do believe sovereign bonds 
in a number of developed markets are very 
overvalued, with little upside return potential 
relative to the downside risk. Historically, bond-
holder returns have been cushioned during periods 
of rising interest rates by yield curve shifts and 
positive carry. Today, however, low rates mean 
that carry is minimal and prospects for any cushion 
provided by curve flattening are modest. Bond 
investors face the risk that rates could rise from 
multiple sources, including accelerating growth or 
inflation, particularly given expansionary monetary 
policies and high levels of public debt, as well as a 
softening of foreign interest, a particular risk for 
U.S. Treasuries. Credit currently offers somewhat 
better value, but here too rates are at historical 
lows. Further, those seeking a deflation hedge 
should consider the degree to which modestly 
higher yields of investment-grade bonds should 
compensate for their mixed history of providing a 
safe harbor in periods of economic contraction. ■ 

                                                   
4 Of course, leveraged loans may underperform high-
yield bonds in the event of sharply rising interest rates, 
should the increase in the cost of servicing debt at higher 
yields lead to a rise in default rates. 
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2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Japan 10.7    11.8    15.4    17.5    16.1    14.4    12.9    10.8    10.6    10.0    
Mainland China 2.6    3.7    4.4    5.7    7.4    9.2    10.6    12.6    12.3    10.4    
Total Foreign Holdings 35.0    38.6    42.6    46.9    48.8    48.7    52.1    53.3    50.9    50.3    

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Japan 30.6    30.6    36.2    37.3    32.9    29.6    24.7    20.4    20.7    19.9    
Mainland China 7.6    9.6    10.4    12.1    15.2    18.9    20.3    23.6    24.2    20.6    

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Japan 0.1    18.9    45.7    25.3    -2.9    -7.0    -6.7    7.7    22.3    9.3    
Mainland China 30.3    50.6    34.3    40.2    39.1    28.0    20.3    52.3    23.0    -3.0    
Total Foreign Holdings 2.5    18.8    23.3    21.4    10.0    3.4    11.9    30.7    20.0    14.1    
Total U.S. Treasury Securities 0.0    8.0    11.5    10.3    5.6    3.8    4.5    27.8    25.6    15.6    

Percentage of Total U.S. Treasury Securities (%)

Percentage of Total Foreign-Held Treasury Securities (%)

Annual Growth in Holdings (%)
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Total Foreign Holdings

February 29, 2000 – August 31, 2010

Source: U.S. Department of Treasury.
Notes: Estimated foreign holdings of U.S. Treasury marketable bills, bonds, and notes reported under the Treasury International Capital 
reporting system are based on annual surveys of foreign holdings of U.S. securities and on monthly data. Percentage growth figures 
represent annual data as of December 31. Data for 2010 are year-to-date through August 31.
700m

Exhibit 10
Foreign Holdings of U.S. Treasury Securities
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