
 
 

The Often-Overlooked Risks of Investing in Bonds Today 
 

For decades, many investors have thought of bonds as the pinnacle of safety, and one of the best solutions 
for consistent, low-risk income. This perception is not surprising, given US bonds have, for the most part, 
been in a strong bull market for the past four decades. Bonds have also traditionally been viewed as a safe 
haven when markets get rocky. With US stocks as expensive as they’ve ever been along a number of 
traditional valuation metrics,1 it’s no wonder many investors are keeping a sizeable portion of their 
portfolios in bonds.   

While bonds have had an impressive run, today’s investment environment bears little resemblance to the 
1980s when the bond bull market began. In fact, Stansberry Asset Management (SAM) believes the bond 
market is the world’s most dangerous asset class today. 

Even if you don’t have bonds in your portfolio, you’ll want to understand these 
risks as the bond market is also highly relevant to stock investors.  Perhaps you’ve 
heard the axiom “credit leads equity.”  This axiom has proven prophetic at 
numerous turning points, notably the 2008 global financial crisis and the 2011 – 12 
European financial crisis.  Underlying this axiom is the fact that a majority of the 
world’s public companies rely on bond market debt to finance their operations. As 
investors sour on the bond market, companies are forced to issue bonds at higher 
and higher yields. These increased borrowing costs generally lead to lower 
profitability, less growth, and the potential for dividend cuts – negatively impacting equity investors.  

SAM believes there are three key reasons why the bond market is one of the most dangerous places to 
invest today. In this report, you’ll get an overview of each, so you can better evaluate the risk/reward ratio 
in bonds and can begin to determine how much exposure you want to this asset class given today’s market 
environment. 

Reason #1: We are facing a massive risk of mean reversion in bond prices 

Many investors rightly think of the current stock market bull run as exceptionally lengthy, but the bull 
market in bonds has gone on almost four times longer2. When the bond bull market started in the early 
1980s, Ronald Reagan was president, Paul Volcker was Chairman of the Federal Reserve System (the Fed), 
and the federal funds rate was in the teens.  

Since those days, every time the US economy has hit some kind of “speed bump,” the Fed has typically 
responded by cutting interest rates. For example, in the wake of the 2008 financial crisis, the Fed cut the 
federal funds rate all the way to zero and pushed real interest rates into negative territory by buying 
approximately $4 trillion of US government bonds.3  In the early 1980s, yields on the 10-year US Treasury 

                                                           
1 Valuation metrics considered include: Shiller CAPE, Tobin’s Q, Market Cap to GDP. 
2 Source: Federal Reserve Bank of St. Louis FRED database. 
3 Source: https://www.usgovernmentdebt.us 
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topped 15%.  Today, even after a modest rise from their all-time lows, 10-year Treasury yields still hover 
around 3% – far below the long-term historical average of approximately 6.7%.4 

The most dangerous market in the world today? 

 

Virtually all asset classes – bonds, stocks, and commodities – are mean reverting over long periods of time.  
With little room for interest rates to fall from these levels, and a bond bull market that has lasted for four 
decades, could we be staring at the mother of all mean reversions in bonds?  Keep in mind that as interest 
rates rise, bond values fall.  For example, if 10-year Treasury yields rise to their historic long-term average 
of 6.7%, even “safe” bonds like a typical 10-year municipal bond may experience deep double-digit 
declines.  

You may be thinking “this doesn’t matter to me; I’ll just hold on to my muni bonds until maturity so I won’t 
have to sell at a loss.” While that approach is always an option, it could cost you years (and even decades) 
of sub-par returns.  Bear in mind that when interest rates rise, inflation often tends to rise as well, further 
eroding your bond income.  As an example, if you were to hold a bond paying 4% for ten years, and during 
that time inflation rose from the current historical low of approximately 2% to a more typical historical 
average of approximately 3 - 4%, you’d barely have any income in “real dollars.”  Furthermore, inflation 
frequently precipitates declines in stocks as well and investors “trapped” in bonds they intend to hold to 
maturity will be ill-positioned to exploit such a sell off. 

Reason #2: Debt has ballooned since the financial crisis 

Anyone who has taken out a mortage or car loan, or simply used a credit card, already has a basic sense of 
how the credit market works. The more “creditworthy” you are – meaning, the more likely you are to pay 
back a loan in the eyes of prospective creditors – the lower your interest rates may be.  If it becomes clear 
you’re unable to repay your debts, your credit gets yanked away. Bonds typically work in a similar way. 

                                                           
4 Source: Federal Reserve Bank of St. Louis FRED database. 
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There was a lesson to learn from the over-leveraging which fueled the 2008 – 2009 financial crisis. Yet 
amazingly, US government debt, corporate debt, and global debt have increased dramatically since that 
time.5  

How has the debt picture evolved since the 2008 financial crisis? 

 

Just like individuals can get in over their heads by taking on too much debt, companies and even 
governments that issue too much debt can eventually find themselves in dire straits. As their growing debt 
becomes increasingly difficult to repay, bond holders perceive an increased risk that they may not get their 
money back. The debt-ridden borrower must then pay higher rates the next time they issue bonds. Higher 
interest payments put additional strain on the borrower, creating a vicious cycle that can force them to 
default – with bond investors left holding the bag.  

Reason #3: Deteriorating corporate creditworthiness 

As most investors are aware, bonds receive credit ratings designed to help investors evaluate their credit 
quality.  These ratings are given by private, independent ratings agencies, who assess a bond issuer’s 
financial strength and perceived ability to pay a bond’s principal and interest. 

Traditional bond ratings range from “AAA,” which is the highest, to “C” or “D,” which are the lowest grades. 
BBB-rated companies represent the bottom rung of what are considered “Investment Grade” bonds – 
anything rated BB or below is considered “Junk,” or more politely, “High Yield.” 

In the 1990s, the US Investment Grade non-financial bond market was made up of about 25% BBB-rated 
companies. Today, this just-above-junk category has doubled, making up around 50% of the approximately 

                                                           
5 Sources: https://www.usgovernmentdebt.us/ (on federal debt);; McKinsey Global Institute, Rising Corporate Debt, 
Peril or Promise?; Institute of International Finance, https://www.iif.com/publications/global-debt-monitor 
Timing: 2008 to current 
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6 trillion Investment Grade market.6 In other words, half of the US corporate debt market would turn from 
Investment Grade to Junk with just one credit downgrade. 

You may think that this increase in low-grade bonds simply reflects credit rating agencies tightening their 
standards after the 2008 financial crisis – but this is not the case. Recall, the rating agencies notoriously 
rubber stamped a AAA rating (the highest quality) on hundreds of billions of dollars worth of investment 
securities called collateralized debt obligations (CDOs) during the financial crisis. These CDOs turned out to 
be pools of junk debt. One would be forgiven for assuming that after such a debacle, the rating agencies 
would tighten up standards to make sure Investment Grade bonds were safer than they were in 2008. In 
reality, SAM believes that the quality of Investment Grade debt is deteriorating rapidly.    

Companies have spent the last decade gorging themselves on cheap debt. BBB-rated companies in 
particular have leveraged themselves at a rate dramatically above their historical average. Net leverage7 of 
BBB non-financial companies averaged approximately 1.7x back in 2000. After remaining relatively stable 
for 15 years, BBB companies have recently racheted their leverage up to an average of approximately 2.9x.8   

Net leverage in US investment grade credit markets remains high 

 

This suggests that credit rating agencies are allowing for much higher leverage in this category than has 
been the case in the past. In other words, Investment Grade isn’t what it used to be.  

BBB issuers have largely been able to “kick the can down the road” when it comes to addressing their debt. 
The low interest rates of the past decade kept average interest rate coverage steady. However, coverage 
has started to deteriorate over the past few years,9 indicating companies are having a harder time meeting 
their debt obligations.  As rates rise and debt issuance continues, companies will find it increasingly difficult 
to make their interest payments. 

                                                           
6 Source: J.P. Morgan calculations as of 2Q 2017. 
7 Net leverage = [(Total debt) – (Cash) – (Short term investment)] / EBITDA 
8 Source: J.P. Morgan calculations as of 2Q 2017. 
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Average interest rate coverage for US investment grade credit 

 

One additional risk “wild card” – China  

The three bond market risks we’ve discussed so far – potential for massive mean reversion in bond yields, 
ballooning debt levels, and deteriorating corporate creditworthiness – are long-term problems that have 
been building up for decades.  You can think of them as shifting tectonic plates underneath a fault line, 
gradually creating risk for a catastrophic earthquake.  There is one additional risk that’s more recent in 
origin and is related to the growing economic tensions with China.  What’s more, this final risk affects the 
one corner of the bond market many investors consider the safest of all: US Treasuries. 

After months without a resolution, we face a real possibility that the economic conflict with China will 
continue to escalate.  Furthermore, even if the Trump Administration succeeds in negotiating a trade deal, 
China’s longer-term economic ambitions suggest we may be in only the early chapters of a budding “Great 
Powers” conflict between the US and China.  The tension between the two countries has become highly 
relevant to investors today and will likely grow in significance over the longer term. 

What does all this have to do with the bond market?  To answer this question, we need to understand the 
different forms of “leverage” the two countries have on each other.  When it comes to tariffs, the US may 
be capable of “punishing” China much more than China can harm us.  For perspective, Chinese exports to 
the US make up a much more meaningful percentage of Chinese GDP (approximately 4%) than US exports 
to China make up of our own GDP (<1%)10. The goods we export to China also tend to be of higher strategic 
importance, including food and advanced technology.  

                                                           
10 Sources for GDP metrics: U.S. Department of Commerce Bureau of Economic Analysis (U.S. GDP), U.S. Census 
Bureau (U.S. exports to China, China exports to U.S.), Trading Economics (China GDP) (see 
https://tradingeconomics.com/china/gdp) 
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When it comes to a “Trade War” with China, there is a fundamental asymmetry: 

  

Given that China is not well-positioned to leverage tariffs against the US, how else might they retaliate in a 
protracted economic conflict?   As it turns out, China is the largest foreign holder of US Treasuries, owning 
around $1.2 trillion worth of US Treasury securities.11  If our economic conflict with China does not subside 
and China does not wish to back down, they have a very powerful weapon at their disposal: They may 
choose to stop purchasing US Treasuries or even to liquidate part of their holdings.  Indeed, even a hint that 
such a move was imminent could cause panic in global bond markets.  This risk is more of a “tail risk” than 
the three others – we at SAM consider it a low likelihood.  But we also believe investors should not risk 
their long-term financial security, nor the well-being of their portfolios, on large allocations to asset classes 
with these types of vulnerabilities. 

The Stansberry Asset Management Approach 

SAM believes in adapting our strategies based on the current investing environment and our forward-
looking views on the market and the economy.   We seek to invest in the asset classes we believe are 
positioned to perform well, and right now that does not include most categories of bonds.  (We do believe 
it’s safe to hold cash in short-dated Treasuries with maturities of 6 months and under; and we also believe 
floating-rate bonds offer a small island of safety relative to many other parts of the fixed income market.)    

So what can we do for investors who are looking for both safety and income?  There is a range of answers 
to this question, and we invite you to reach out to us if you’re curious to learn more about the full menu.  
We would be happy to share our views regardless of whether you become a client.  One example we can 
share with you here is merger arbitrage investing. 

  

                                                           
11 As of October 2018 
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What is Merger Arbitrage? 

Merger arbitrage is a strategy where an investor purchases the stock of a company being acquired and 
seeks to capture the “spread” between its current price and the buyout price. To many individual investors, 
merger arbitrage may sound risky, and its often thought of as an institutional or hedge fund strategy. 
Though this strategy is infrequently used by retail investment advisers, we believe a well-executed merger 
arbitrage portfolio can serve as a powerful “bond substitute,” supplying income while lowering portfolio 
volatility and potentially reducing risk of long-term capital impairment if the risks we’ve described in this 
White Paper play out. 

SAM’s Merger Arbitrage Strategy  

SAM seeks to invest in mergers that have already been publicly announced, yet a spread remains between 
the stock price of the company being acquired and the price the acquiring company has agreed to pay. By 
carefully selecting mergers that we believe are highly likely to close in 12 months or less, and by favoring 
opportunities that are “all cash” deals, SAM can create short-term investments with reliable returns that 
recycle capital quickly, generating portfolio income.  Having a part of one’s overall portfolio that turns over 
regularly within 12 months also provides a ready source of liquidity in the event the stock market sells off – 
the proceeds from mergers that close can supply cash to buy one’s favorite longer-term holdings if and 
when they “go on sale,” without having to sell other favored longer-term holdings. 

In addition to income, a successful merger arbitrage strategy can also provide 
stability in a volatile market. If the overall stock market declines, merger 
arbitrage investments tend to hold their value. This is because a hard catalyst 
exists – the merger contract – and shareholders know they will be paid a pre-
defined amount when the merger closes. In short, like a bond, mergers have a 
calculatable yield (the spread) and a maturity date (when the company is 
acquired).  

However, unlike a bond, merger arbitrage investments are less likely to be impacted if the overall market 
falls off a cliff. For example, in the last financial crisis, the S&P 500 Index fell more than 55% from its peak in 
October 2007 to its trough in March 2009.12 Conversely, during this same period the HFRX Merger Arbitrage 
Index (an index created to track merger arbitrage investments for hedge funds) was up 3%.13 One of the 
reasons for this large difference is that the risks that can impact mergers most – e.g. regulatory risks, 
financing risks, and the risk of a deal not closing – are not closely related to the ups and downs of the 
overall stock market. In fact, many merger contracts specifically state that stock market volatility can NOT 
be used as a reason to back out of a deal. 

Of course, a successful merger arbitrage strategy involves more than just identifying deals with the largest 
“spreads.” SAM carefully reviews merger contracts and considers key factors that could impact whether a 
merger will close as expected before choosing investments for our clients. But when done well, we believe 
a basket of merger arbitrage investments is a better alternative to bonds for investors looking for capital 
preservation and income in this market. 

                                                           
12 Source: Bloomberg 
13 Source: Bloomberg 
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Interested in Learning More? 

Stansberry Asset Management (SAM) is an SEC-registered investment adviser using the distinctive 
Stansberry Research value-investing philosophy to guide investing decisions for clients with portfolios of 
$500,000 or more.  

SAM offers clients many other alternatives to traditional bond (and stock) investing; merger arbitrage is just 
a single example.  

We believe SAM is unusually blessed to have clients who are sophisticated about markets and security 
analysis, but simply do not want to manage all their investments on their own. If you would like to learn 
more about SAM and our approach to investing, we’d be delighted to speak with you.  

Phone: 646.854.2995   

Email: info@stansberryam.com  

Web: https://stansberryam.com 
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Important Notes  
  
This report has been prepared by Stansberry Asset Management, LLC (“SAM”) and is for informational purposes only.  Under no 
circumstances should this report or any information herein be construed as investment advice, or as an offer to sell or the 
solicitation of an offer to buy any securities or other financial instruments.   

The information contained herein has been prepared by SAM for its intended recipients and all intellectual property relating to 
this information vests with SAM unless otherwise specified. This report has been prepared solely for informational purposes and 
not in a fiduciary capacity. The information contained in this presentation is for use by the intended recipient and cannot be 
reproduced, shared or published in any manner without the prior written consent of SAM. 

The investment strategy contained herein should not be considered a recommendation to purchase or sell any particular 
security. Such investment strategy is not intended to indicate overall portfolio performance that may be expected to be 
achieved. Any market analysis, estimates and similar information are subject to inherent uncertainties and are based on a 
number of assumptions.  

This report is provided on an "as is" basis, without warranty, express or implied. SAM does not undertake to update forward-
looking statements. SAM makes no guarantees as to the profitability of any investment strategy.  While this report has been 
prepared with all reasonable care from sources believed to be reliable, SAM assumes no responsibility or liability for any errors 
or omissions or misstatements howsoever caused. This report is not intended to be, and should not be construed as, investment 
advice.  No guarantees or warranties regarding accuracy, completeness or fitness for purpose are provided by SAM and under 
no circumstances will SAM or any of its officers, representatives, associates or agents be liable for any loss or damage, whether 
direct, incidental or consequential, caused by reliance on or use of this report. This limitation of liability applies regardless of any 
negligence or gross negligence of SAM or any of its officers, representatives, associates or agents.  The recipient of this report 
accepts all risks in relying on this report. 

Stansberry Research is a subscription-based publisher of financial information. Stansberry Research is not regulated by the 
Securities and Exchange Commission.  Stansberry Research and SAM are overseen by different boards and are operated 
separately by different management teams.  

SAM’s management team is responsible for the investment decisions of SAM. The members of SAM’s management team are 
not officers or editors of Stansberry Research and have no financial interest in Stansberry Research.  

Porter Stansberry and the other writers at Stansberry Research are not personally involved in the day-to-day management of 
SAM or its investment advisory services, but some of them may choose to become clients of SAM.  

Although SAM will utilize investment research published by Stansberry Research, SAM has no special or early access to such 
research. It receives information from Stansberry Research just like any other subscriber does – after the issues are published.  

An arrangement exists under which Stansberry Research will be compensated by SAM for SAM’s use of the “Stansberry” name, 
for marketing to Stansberry Research subscribers, and in certain instances if a reader enters into an investment advisory 
relationship with SAM. Additional information about this arrangement and Stansberry Research will be furnished upon request.  

The statements and views expressed herein may not express current views or positions. In addition, the views expressed may 
be historic or forward-looking in nature, may reflect significant assumptions and subjective judgments, and are subject to change 
without notice.  SAM does not undertake to revise or update this information in any way.  In some circumstances, this report 
may employ data derived from third-party sources.  No representation is made as to the accuracy of such information and the 
use of such information in no way implies an endorsement of the source of such information or its validity.   

The success of the client accounts depends on the ability and experience of SAM and there can be no assurance that SAM will 
generate any gains or profits for client accounts.  No investment strategy or risk management technique can guarantee returns 
or eliminate risk in any market environment.  Future returns are not guaranteed and a loss of principal may occur.   

 


