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Rates Must Rise To Avert Next Crisis

A version of this article first appeared in the Financial Times.

In 1898, Swedish economist Knut Wicksell argued that there existed a “natural”
rate of interest that balanced the supply and demand of credit, assuring the

appropriate allocation of saving and investment.

Should market interest rates remain below the natural rate for an extended
period, investors will borrow excessively, allocating capital into less productive

investments, and ultimately into purely speculative ones.

This is what the US economy faces today after years of meagre borrowing costs.
Policymakers have created a Wicksellian dilemma where investment spurred by
low interest rates is driving economic growth, but these inefficient investments

support growth at the expense of lower productivity in the economy.

In recent years, this investment has flowed into housing, commercial real estate,
and equities, driving asset prices higher, exactly the goal of the Federal Reserve

in the wake of the financial crisis. But as the recovery in real estate and equities
matures, a darker side of this imbalance between natural and market rates is
beginning to emerge. Many investments today using artificially cheap capital are
not increasing productivity—they are being made, because money is cheap and the

profit motive is strong.

Consider the evidence. This year likely will witness record US stock buybacks; the
second biggest year for mergers and acquisitions; the highest percentage of non-
investment grade borrowers among new issuers of corporate debt; and a record for

covenant-light loan issuance.

In the midst of all this, stock prices are appreciating at the slowest pace since the
financial crisis. Why? Because top-line growth is low and productive investments

in core businesses are wanton.
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Over time, the natural rate of interest should roughly equate to the average return
on new capital investment. Distortions in economic activity begin to occur when

the natural rate varies materially from the market rate.

The aftermath of the current period of corporate borrowing and splurging will be
nasty. Consider that the majority of defaults of US high-yield bonds during 2008
and 2009 were loans originated between 2005 and 2007—the final three years of
the last credit cycle when M&A and leveraged buyouts peaked. Similar to today,
credit remained cheap and the Fed was slow to raise interest rates.

We are not back in the frothy days of 2007, but we are leaving the realm of smart

investment decisions and moving into the “silly season” when investors become

convinced that recession is nowhere on the horizon and market downside is limited.

It is a world where asset prices continue to appreciate and confidence remains
strong, while capital chases a shrinking pool of productive investment
opportunities. Similar to the run-up to 2007, rising asset prices and

malinvestments today may be sowing the seeds of the next financial crisis.

The harsh reality is extended periods of malinvestment result in declining
productivity growth, lower potential output, and slower increases in living
standards. A failure to normalize market interest rates soon will result in more

capital plowed into investments that are less productive and more speculative.

As productivity declines, long-term growth will be stunted. Eventually,
inflationary pressures will build, forcing market interest rates to rise. The
longer market rates remain below the natural rate the greater the purge will
be once higher rates induce a recession, causing a sharp rise in defaults among
malinvestments made during the period of cheap credit.

Today looks a lot like 2004 or 2005, when investors were blissfully ignorant of
what awaited. It is still early, but I get increasingly concerned the longer I see
undisciplined investors clamoring for bonds with suspect credit worthiness at
ludicrously low yields. Higher rates, higher prices, or both are on the horizon.

Before long, some of those bonds may become toxic waste.

The good news is there remains time to take action. Policymakers can still make
adjustments to avoid the worst phase of the credit cycle. To reduce the continued
accommodation of these marginal investments, the US central bank should
normalize rates soon. For investors, the time has come to consider opportunities
to book gains in assets that in the reasonable light of day a prudent investor would

never buy.
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Important Notices and Disclosures

RISK CONSIDERATIONS

Past performance is not indicative of future results. There is neither representation nor warranty as to the current accuracy of, nor liability for, decisions based on
such information.

This article is distributed for informational purposes only and should not be considered as investment advice, a recommendation of any particular security, strategy or investment
product or as an offer of solicitation with respect to the purchase or sale of any investment. This article should not be considered research nor is the article intended to provide a
sufficient basis on which to make an investment decision.

The article contains opinions of the author but not necessarily those of Guggenheim Partners, LLC its subsidiaries or its affiliates. Although the information presented herein has
been obtained from and is based upon sources Guggenheim Partners, LLC believes to be reliable, no representation or warranty, express or implied, is made as to the accuracy or
completeness of that information.

The author's opinions are subject to change without notice. Forward looking statements, estimates, and certain information contained herein are based upon proprietary and non-
proprietary research and other sources. Information contained herein has been obtained from sources believed to be reliable but is not guaranteed as to accuracy.

This article may be provided to certain investors by FINRA licensed broker-dealers affiliated with Guggenheim Partners. Such broker-dealers may have positions in financial instruments
mentioned in the article, may have acquired such positions at prices no longer available, and may make recommendations different from or adverse to the interests of the recipient. The
value of any financial instruments or markets mentioned in the article can fall as well as rise. Securities mentioned are for illustrative purposes only and are neither a recommendation
nor an endorsement.

Individuals and institutions outside of the United States are subject to securities and tax regulations within their applicable jurisdictions and should consult with their advisors as appropriate.

'Guggenheim Investments total asset figure is as of 03.31.2015. The assets include leverage of $12.63bn for assets under management and $0.50bn for assets for which we provide
administrative services. Guggenheim Investments represents the following affiliated investment management businesses: Guggenheim Partners Investment Management, LLC, Security
Investors, LLC, Guggenheim Funds Investment Advisors, LLC, Guggenheim Funds Distributors, LLC, Guggenheim Real Estate, LLC, Transparent Value Advisors, LLC, GS GAMMA Advisors,
LLC, Guggenheim Partners Europe Limited and Guggenheim Partners India Management.

2Guggenheim Partners' assets under management are as of 03.31.2015 and include consulting services for clients whose assets are valued at approximately $47bn.
©2015, Guggenheim Partners, LLC. No part of this article may be reproduced in any form, or referred to in any other publication, without express written permission of Guggenheim Partners, LLC.

Guggenheim Funds Distributors, LLC is an affiliate of Guggenheim Partners, LLC and Guggenheim Investments. For information, call 800.345.7999 or 800.820.0888.
Member FINRA/SIPC GIMP-JULY2015 #18569
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About Guggenheim Investments

Guggenheim Investments is the global asset management and investment advisory
division of Guggenheim Partners, with $204 billion' in total assets across fixed
income, equity, and alternative strategies. We focus on the return and risk needs

of insurance companies, corporate and public pension funds, sovereign wealth
funds, endowments and foundations, consultants, wealth managers, and high-net-
worth investors. Our 275+ investment professionals perform rigorous research to
understand market trends and identify undervalued opportunities in areas that are
often complex and underfollowed. This approach to investment management has
enabled us to deliver innovative strategies providing diversification and attractive

long-term results.

About Guggenheim Partners

Guggenheim Partners is a global investment and advisory firm with more than
$240 billion? in assets under management. Across our three primary businesses
of investment management, investment banking, and insurance services, we have
a track record of delivering results through innovative solutions. With over 2,500
professionals based in more than 25 offices around the world, our commitment

is to advance the strategic interests of our clients and to deliver long-term results
with excellence and integrity. We invite you to learn more about our expertise

and values by visiting GuggenheimPartners.com and following us on Twitter at

twitter.com/guggenheimptnrs.
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