MYV CAPITAL

MANAGEMENT

Weekly Market Flash

Growth and Interest Rates
July 11, 2025

For as long as we have been working in the financial industry, which comprises more decades than we
care to let on, people have been worrying about debt and deficits. Throughout this time, though, investors
the world over, institutional and individual alike, have been reliable buyers of US government debt. Deficit
hawks, fretting over irresponsible Washington spending, turned out to be Cassandras endlessly predicting
a financial apocalypse that never happened.

But the debt continued to grow, and so did the size of the deficit. In the 1980s the federal deficit was
typically somewhere around one to two percent of GDP; today it is above six percent. In 1985, while we
were all bopping out to “Wake Me Up Before You Go-Go” and knocking back Crystal Lite in our leg
warmers, the total public debt was about 40 percent of GDP; today, that ratio is near a peacetime high of
120 percent. The conditions have changed, and those beaten-down deficit hawks may be on the cusp of
having their told-you-so moment.
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In the world of finance, an upper cap R is the symbol for the rate of return, expressed as a yield on an
investment, while g (lower cap) signifies the projected long-term growth rate. At the macroeconomic level
of national output, these two terms come together in a relationship between the economic rate of growth
and the cost of borrowing to obtain that growth, both adjusted for inflation. Long-term solvency is
achieved by the rate of growth being higher than the rate of borrowing.

With that in mind, consider the chart below, showing the past three years of real year-on-year US GDP
growth versus the yield on 10-year inflation-protected US Treasuries (TIPS).

Real GDP Growth (Year on Year) vs TIPS Yield
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As the chart shows, the relationship between borrowing costs and growth is extremely close, with
inflation-adjusted Treasury yields slightly outpacing real growth rates. In a couple weeks we will get the
first reading for third quarter GDP growth, and the current consensus among economists is for growth to
be right around the same two percent (year-on-year) level as it was for the second quarter. We show this
in the chart with the crimson dotted line.

The Specter of Stagflation

Why is this important? Well, it's the same as any situation involving debt and income. If you take out a
personal loan, your own household finances will be fine as long as (a) you don’t borrow an ungodly sum,
and (b) your household income grows at a faster rate than what you pay in interest and principal on the
loan every month. If that equation changes — if you lose your job, or your salary flatlines, or you have a
variable rate of interest on the loan that suddenly shoots up — then your financial situation is precarious.

Which brings us to the question on everyone’s mind in 2025: what is going to happen to the US economy?
If interest rates subside a bit and growth picks up, then the debt situation becomes more manageable.
Unfortunately, that does not appear to be the likeliest scenario. The bill that made its way through
Congress last week stands to add a substantial amount of debt to the national balance sheet, with an
estimated $3.3 trillion addition to the deficit over the next ten years.

Meanwhile, even after backing away from the most outlandish tariffs announced back in April, the average
global tariff on goods coming into the US stands at 15 percent, the highest since the Smoot-Hawley tariff
era of the 1930s (never a good decade to which to be making economic comparisons). The potential for
structurally higher inflation and lower growth — stagflation, in other words —is real, and the probability of
this scenario coming to pass is growing by the day.

There are policy prescriptions that could make the stagflation outcome less likely, but we see no evidence
of them emerging from the current batch of individuals making economic policy. As for investment
portfolios, there is no perfect strategy against stagflation. But it raises the importance, in our view, of a
careful and deliberate diversification, across geographies and asset classes for both equities and fixed
income. The chips will fall in different ways in different places in the coming months and years. Disciplined
asset allocation is about to get a lot trickier, and a lot more important.
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Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management, Inc.),
or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume that any discussion or information contained in this newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation,
he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital Management, Inc. is neither a law
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting
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advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and
fees is available for review upon request.
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