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You will note that the data compiled at the end of the first quarter on real gross domestic product 
(GDP) growth and inflation—as measured by the Trimmed Mean Personal Consumption 
Expenditure (PCE) Index, the Dallas Fed’s preferred indicator—show that both increased less 
than 2 percent year over year. The dashboard also indicates that at quarter’s end, we were 
cruising along at near stall speed—note the “Engine stall” red warning light. The unemployment-
rate gauge is not red because it declined to 7.5 percent in April. And, as indicated by the 
odometer box, we have traveled some distance in job creation, even though we have not seen the 
job creation we might have hoped for in a typical recovery: 70.4 percent of jobs lost in the recent 
recession have been recovered, up from about 50 percent only a year ago. The indicator for the 
yield curve, if anything, is robust. Junk-bond spreads are below 5 percent; nominal yields for 
even the lowest-grade bonds (CCC-rated credit that is one notch above default) have fallen to 
below 7 percent from double digits only a year ago. Further, covenant-light lending is on a tear. 
The “oil gauge” indicates the Fed has supplied plenty of lubrication for the engine of job 
creation. 
 
Professional Forecasters Have Been Disappointed Thus Far… 
Over the four years since the recession ended in June 2009, GDP growth has averaged just 2.1 
percent, hewing to a narrow year-over-year range of 1.5 to 2.8 percent. It is noteworthy that the 
fraternity of professional economic forecasters has been consistently disappointed: Forecasts 
made at the beginning of 2010, 2011 and 2012 all overpredicted growth. At the onset of this 
year, the median forecast for 2013 called for 2.4 percent GDP growth, and that, too, has been 
challenged by first-quarter data that came in below expectations, raising fears of “déjà vu all over 
again.” 

U.S. Economic Dashboard
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The word ‘rendezvous’ brings with it 
certain connotations; chancy 
behaviour and a hope that one does 
not get caught. The word ‘risk’ in 
‘market-speak’ is a by-word for 
volatility - for instance JP Morgan’s 
Value at Risk measure (VaR). But 
perhaps we should heed the words 
of  Mike Milken, the conjuror and 
creator of  our current capital 
markets, who defined ‘risk’ to denote 
where an investment is placed in the 
capital structure, and not at all by its 
volatility or standard deviation.  

To put the capital structure in 
context Milken wrote an insightful 
prosperity formula that addresses its 
central position. The formula  states 
the following: 

Milken defined ‘financial technology’ 
as the ability to alter the capital 
(debt) structure. 

Herein lies the key...the various 
forms of  capital created, such as, 
high yield debt, mortgage backed 
debt, asset backed debt, are the 
leverage points for the economy and 
the markets. For Milken increasing 
forms of  debt equals prosperity; he 
states it is “debt values that underpin 
all capital markets.” If  the value of  
the various forms of  debt falls, then 
the economy and the markets are in 
trouble. 

The Milken prosperity equation 
is actually a mechanism for asset 

reflation or deflation, a prescription 
that central banks have taken to 
heart by transmitting monetary 
policy through decreasing the cost of 
debt and thereby nudging investors 
into different assets.

The conventional and non-
conventional actions of  central 
banks such as the Zero Interest Rate 
Policy (ZIRP) and Quantitative 
Easing (QE) have flattened the 
traditional Milken capital structure; 
Dallas Fed Governor Fisher recently 
used a speedometer to illustrate that 
the basis point spread between junk 
bonds and AAA bonds is too low. 
This was disingenuous since the 
market has been brought to this 
point by the central banks.

Signal loss
By deliberately altering the price 
signals provided by the capital 
structure and driving down the yields 
of  high quality debt, central banks 
have preserved the fragile financial 
system and have bullied investors 
into the lower quality end of  the 
capital structure - such as equities, 
real estate, and high yield. We all 
complain about central banks but 
still, with open palms, welcome the 
returns we are offered, low quality or 
not.  

There is no longer a clear 
difference of  reward between high 
and low quality debt. Milken’s capital  
structure has become compressed 
and the result has been a successful 
asset reflation; financial technology 
has performed its magic. Milken, 
though, refuses to go away and 
reminds us that the cost of  debt 
needs to be correctly priced or the 
capital will be misallocated.   

Does this matter...
Therefore what should be the 
measure of  risk if  not the capital 
structure? Should we return to 
standard deviation as a risk 
measure...we think not. Will the 
capital structure, once again, return 
to its traditional price signal role? 
Yes. 

Given that we live and invest in 
markets dominated and run by debt, 
we have a rendezvous with Mike 
Milken’s world of  risk. 
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Five years of  dizzying bond issuance by the treasuries of  developed nations, facilitated and cheaply paid for 
by their central banks, has flattened the capital structure. This has caused traditional reward and risk 
metrics to become skewed, leaving investors open to an unexpected re-emergence of  permanent losses.

Rendezvous with Risk.

This document shall not be construed as giving any form of recommendation or investment, legal or other advice. This document does not constitute an offer or 
invitation to subscribe for or purchase any regulated financial product and neither this document nor anything contained herein shall form the basis of any contract or 
commitment whatsoever. It is being furnished to you solely for your information purposes and is subject to change at any time. Clarmond House Limited is an 
Appointed Representative of MSS Capital Limited  which is authorised and regulated in the UK by the Financial Conduct Authority. 
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