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TREASURIES AND THE RAGING BULL MARKET IN PESSIMISM 

 

During the past thirteen years or so the financial markets have churned through a cacophony of asset 

bubbles. We believe this is owed in large part to financial market distortions created by an unhealthy 

prescription of low interest rates provided by the Federal Reserve and its central banking cohorts.  From 

tech stocks to real estate, happy-go-lucky speculators and innocents alike have been torched one too many 

times to come back for more, or so one might think.  Sadly those who were finally scared sober might be 

the same ones most at risk today.  This is a sad irony indeed.  As it stands though, we believe the financial 

markets today are playing out like a tired horror movie plot where the victims and audience go through a 

host of possible bad guys, only to find that the true villain is the one whom they have trusted all along.  

Frequently while watching these movies, members of the viewing audience will correctly identify the 

villain, and uncontrollably shout at the screen, “No, no, no, don’t go in there!” Naturally, the victims are 

always a step behind according to the plot and fatefully discover they have been duped as it is too late.  

Such is the case today in the Treasury market where the most dangerous and least suspected villain from 

bubble horror stories quietly bides his time.  Much like the movie theater, warnings and screams to the 

innocents are unheard and unheeded, and the plot will be allowed to run its course. 

 

To be sure, the risk present in these securities is tangible and not hyperbole.  With the large majority of 

Treasuries yielding negative real returns across the yield curve, it is relatively easy to see that Treasury 

prices are expensive in both real and historical terms. For those not persuaded by real losses in purchasing 

power occurring in the here and now, the argument against Treasury prices is equally compelling on a 

historical basis.  From the historical vantage point, we must stretch our view all the way back to the 1940s 

to find Treasuries priced this high (with yields this low).  The reason we must look so far back into 

history to find comparably low yields is simple and is owed to the fact that the period of 1942-1951 was 

the last time that yields across the yield curve were so openly manipulated by the Federal Reserve (as they 

are today).  During that period and just as today, the Federal Reserve is the principal buyer of Treasury 

bonds (recently representing 61% of purchasing) in an attempt to hold interest rates exceptionally low.  In 

sum, the Federal Reserve’s manipulation of the Treasury curve as a policy tool has in our opinion 

exacerbated some undue risks posed to the large majority of Treasury holders.  In fact, we believe that 

absent the Fed’s involvement, the risk to Treasury holders would be lower.  The same argument could be 

constructed regarding the tech and housing bubbles, where artificially low interest rates egged on 

speculators (using margin and exotic mortgages, respectively) that might have otherwise stayed on the 

sidelines.  Let us examine some of these risks now.  To begin, let us return to the purchasing power 

argument.  In real terms, and applying the recent CPI reading of 2.7% inflation, investors in every issue—

with the exception of the 30 year which currently yields 3.13%--are currently losing money.  For those 

bold enough to venture into the 30 year Treasury, they would face the very real possibility of an 

approximate 19% capital loss in the event that interest rates rose 1%.  In the event that rates rise 3% or 

more, then losses of greater than 50% are likely.  In sum, these are mindful of post Lehman type losses.  

We see the arguments supporting 30 year Treasuries resembling very closely the arguments surrounding 

tech stocks in the late 1990s.  Humor us for a moment to explain, if we take the 30 year yield, and convert 

it to a “P/E” multiple by looking at its reciprocal value (i.e. P/E reciprocal is yield, and vice versa) we see 

that 30 year Treasuries are trading at 32x the coupon.  Now for comparison, consider that since 1977 (as 

far back as data would allow for our search) these same bonds have traded at an average “P/E” of 13.6x, 

leaving today’s multiple at a 135% premium to the historical average.  Today’s 30 year Treasury investor 

is implicitly wagering that a multiple of 32x will expand even further.  This investment thesis is eerily 
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reminiscent of the same bet that equity investors were making on stocks in 2000 (S&P 500 traded at 29.8x 

earnings then) which was that an inflated P/E would expand even further.  Nearly everyone can recall 

how that worked out for equity investors in the years that followed.  Admittedly, and to be fair, Treasuries 

are a bit different than stocks. For instance, the Treasury investor would stand to get repaid in full 

irrespective of capital losses over the length of the contract, but history has shown that very, very few 

investors can keep their footing in the face of these types of potential losses.  Additionally, the 

circumstances that would surround that type of rise in interest rates suggest that the money eventually 

received would have already been greatly diminished in purchasing power.  Clearly, today’s Treasury 

investor has much to consider. 

 

However dangerous some of these outcomes may be it seems that many Treasury investors are dismissing 

their probabilities.  This too strikes us as a dangerous tack.  Yes, we all know about Europe, and China, 

and consumer spending in the U.S. and so forth.  That’s just it though. All of these scenarios are generally 

known and mostly priced in.  In effect, the Treasury investor is relying upon additional economic pain to 

surface in order to profit.  Finally, they are also playing a game of chicken with the central banks, hoping 

that at some point the latter will blink and discontinue their monetary responses.  The central banker’s 

response to these economic woes has been unequivocal to date as the four largest banks including the 

Federal Reserve, European Central Bank, Bank of England and the Bank of Japan have all expanded their 

balance sheets (and created cash sitting somewhere).  In the figures below, we can see the 236% increase 

in the Fed’s balance sheet, and the 164% increase in the ECB’s. 

 

 
 
Source:  Bloomberg 

 

Aside from central bank money printing and the clear inflationary risk this poses, the moribund 

fundamentals that have kept money on the sidelines in the U.S. may be slowly changing. Although we 

have become accustomed to false dawns of durable economic strength over the past several years, we 

continue to see small bits of progress along the way.  Implicit to the Treasury bull thesis is that the 

enormous amount of money created by the Federal Reserve remains parked on its balance sheet and held 

as reserves by the commercial banks.  The premises that support this phenomenon seem to be eroding at 

the edges as commercial banks are not necessarily afraid of their own shadows any longer.  In 2011, 

business loans increased 10% year-over-year, after declines of 9% in 2010 and 19% in 2009.  In a similar 

vein, after 15 of 19 commercial banks recently passed the Fed’s stress tests, several elected to increase 

their dividends or repurchase shares, including J.P Morgan, Wells Fargo, and American Express.  In 
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short, banks are beginning to show incremental signs of climbing back into the saddle.  We cannot 

overlook the other side of the equation though, and in this case, there is evidence that the ill effect of 

household debt is also making progress.  For evidence, we can see in the Federal Reserve’s household 

debt service ratio, which illustrates the percentage of discretionary income that is taken up by financial 

interest obligations which now stands at 10.9%.  The current reading of 10.9% is slightly above its low of 

10.6% in 1983 and represents a sharp decline from its high of 14.0% in 2007.  Although none of these 

measures are definitive in and of themselves, they do paint a picture that the private sector which led the 

financial crisis is on the mend, even if at a measured pace.  Bearing this in mind, Treasury bulls should 

remain guarded against the prospects for an uptick in inflation or growth as the velocity of money could 

accelerate on the basis of additional lending activity.   

 

In addition to the gradually shifting fundamentals in the U.S. economy that would undermine the 

Treasury bulls, Mr. Bernanke continues to reserve the right (at least in his rhetoric) to create additional 

money through quantitative easing.  Although this activity serves to create inflation in the future, it also 

satiates the Treasury bulls’ speculation on lower yields, which of course is a profitable trade if it is 

realized (consider that long-term Treasury ETFs like TLT returned +33.9% in 2011).  On this matter, the 

Fed and their easing practices are a known quantity in the fixed income markets and we can be sure they 

are very much appreciated as a recent accomplice in the bull run of Treasury prices.  Should the Fed 

become more confident in U.S. growth, future unemployment rates, or in a worse case scenario, see 

prospects for rising inflation, their announcement of such and the implication that quantitative easing had 

been shelved would most likely shake out a number of speculators and precipitate a selloff.  That would 

strike us a particularly bad day to be long these securities.  Still, we cannot be sure about the exact details 

of how or when this market will correct itself.   However, given the remarkable imbalance we see 

between risk and reward in Treasuries, we believe that holding these securities resembles the same 

behavior we witnessed in the late 1990s with tech stocks or with home price speculators in the early 

2000s.  Simply put, don’t go in there. 

 

In conclusion, we cannot help but recall Sir John’s advice on to how best withstand and eventually 

prosper from the financial chaos that would ensue from the debt bubble.  “In the past century, protection 

could be obtained by keeping your net worth in cash or government bonds.  Now, the surplus capacities 

are so great that most currencies and bonds are likely to continue losing their purchasing power.  Not yet 

have I found any better method to prosper during the future financial chaos, which is likely to last many 

years, than to keep your net worth in shares of those corporations that have proven to have the widest 

profit margins and the most rapidly increasing profits.  Earning power is likely to continue to be valuable, 

especially if diversified among many nations.”  Likewise, we cannot help but recall that Sir John was 

purchasing 30 year Treasury strips with borrowed yen when they were yielding 6.3% back in the late 

1990s early 2000s which proved to be one of the more astute trades we know of during that period (aside 

from successfully shorting the tech bubble, which he also did).  We share Warren Buffett’s view on the 

markets, taken from an old proverb he cites, “What the wise man does in the beginning, the fool does in 

the end.” 

 

We appreciate your continued interest in our firm.  If you would like to learn more about the registered 

investment advisor Lauren Templeton Capital Management, please visit us at 

www.laurentempletoninvestments.com. 

 

Happy Bargain Hunting, 

 

 

http://www.laurentempletoninvestments.com/
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Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Lauren Templeton Capital Management (“LTCM”). Such an offer will be made only 

by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

LTCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  
 

 

LTCM is a registered investment adviser.  The fee schedule for LTCM’s investment advisory services with respect 

to the Fund is stated in the Offering Memorandum.  The Fund will also incur other operating expenses such as 

administration fees, audit fees and legal fees which will reduce the performance of the fund.  More information 

about LTCM can be found in Form ADV Part 2 which is available upon request.  LTF-12-28 

 

 

 


