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It hasn’t happened in 5000 years, so maybe it is
not a good thing. We have been dealing with
low interest rates for several years now, howev-
er, we have now entered negative territory with
about one third of the worlds’ sovereign debt.
Maybe it wouldn’t matter much, except that all
assets are priced based on what is called the risk
premium. It is the additional amount of return
above a “risk free” asset which is government
debt. It is important to know the impact this has
on all investments.

The effect interest rates have on buying a house
is a good example of how interest rates effect
investments. The lower interest rates go, the
larger the house you can afford with the same
payment. A $300,000 mortgage costs $1,350/
month when rates are 3.5%. If mortgage rates
are at 5%, the same monthly payment goes to
$1,610. It then takes 20% more income to quali-
fy, or you have to buy a house that costs
$50,000 less. All of these variables play into
how financial assets perform in a changing in-
terest rate environment. It is estimated that $10
trillion of debt currently has negative interest
rates. Just to have a little fun, let’s assume the
average rate is negative .1%. You are offered
the gift of $10 trillion if you agree to hold the
money for two years. The money would cost
you $10 billion a year in interest, so in two
years when the funds are yours free and clear,
you are bankrupt. There are only a handful of
people in the world that could take that deal. It
makes you wonder why anyone is buying this
stuff at negative interest rates, especially since
no one has for 5,000 years. The whole point of
loaning money is that the lender is supposed
make something. We live in strange times.

This principle applies to stock prices too. Inves-
tors will pay more for $1 of earnings if interest
rates are lower, and more importantly, if they
are expected to stay low for a while. Econo-
mists used to think that if more dollars were
injected into the economy, inflation would fol-
low. It isn’t working that way now, or at least

not yet. The bond market is priced expecting
that five-year interest rates will pay 1.93% five
years from now. This is called the forward rate.
The current five-year Treasury note yields
1.09%. This says that the financial markets ba-
sically think that these low interest rates are
going to be with us for several more years. If
this is actually the case, the stock market is
probably reasonably priced, or maybe even
cheap.

If you are wondering what to do in this scenar-
10, consider a sustainable growing income. This
is simply buying investments that have the abil-
ity to increase their payments over time. If you
start at a reasonable level of return, at least 3%,
and the income grows by 5% annually, your
income will double in 15 years. The goal is to
have the higher income offset the effect of high-
er interest rates. If your income has increased,
you can still afford a $300,000 mortgage. The
only way a fixed interest rate can adjust to high-
er interest rates is for the principle value to de-
cline. In a negative interest rate environment,
there are a lot of investments that have a bad
surprise built into them if we ever get back to a
normal world, and someday we will. The stock
market isn’t the only place to find a sustainable
growing income, but you won’t find an income
stream that endures higher costs in the fixed
debt market. This doesn’t apply to short-term
maturities. They may not pay much, however,
they should be considered an asset class since
they offer the opportunity to preserve capital.
Really great investors have the ability to pro-
vide liquidity when everybody else is running
for the exits.

In the mean-time a rising income will turn prof-
itable much faster than a fixed income will in
times of stress. If the bond market is correct and
it does take another 5 years to see any substan-
tial pickup in yield, a growing income makes
even more sense. Just beware of anyone offer-
ing free money, you might end up bankrupt.



