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Longtime readers of Western’s quarterly updates will remember that I
took over responsibility for the letter in Q4, 2011. The last letter penned
by Don Woodard, Jr. was Q3 of that year, and coincidentally that was
the last Western quarterly to focus on interest rates. In the seven years
since, there has not been much to write about in this regard because
short-term rates have been very near zero. That has finally changed.
An excerpt from the Q3 2011 Western letter:
The belief that low interest rates stimulate the economy is a central
tenet of modern economic theory. It seems silly even to argue the
point. With cheaper money, buildings, factories and equipment can be
acquired at a lower cost. Housing costs are lower. Consumers can
borrow at lower rates and will spend more, keeping the less expensive
buildings, factories and equipment operating at a higher rate. All of
this economic activity will require more workers who, when gainfully
employed, will themselves become consumers and taxpayers. More
profits. More jobs. More tax revenue. Everybody wins.
Well, maybe not everybody. Much like taxing and spending, interest
rate policy also is a zero sum game – somebody gets and somebody
gives. Take Fred, for example. From the time he was young, Fred
worked 12-hour days with the goal of accumulating $1 million in
savings. As far back as he can remember, bank certificates of deposits
earned at least 5 percent interest. Fred figured $1 million easily would
generate $50,000 of retirement income annually. Income taxes would
be less than $5,000. With his mortgage paid off and the kids educated
and on their own, Fred would be self-sufficient with disposable income
of about $45,000 – with or without Social Security.
Instead – as a result of Federal Reserve policy – Fred is lucky to be
earning $5,000 a year in after-tax income on his $1 million in savings.
The economic impact on Fred is the same as if the President and
Congress had agreed to raise the income tax rate on interest income
to 90 percent. The difference is that Fred isn’t writing a check to the
IRS and probably has no idea what happened to his expected income,
or whom to write to complain. What he does know is that he has a lot
less to spend on dining out, automobiles and travel, and less to gift to
the children and grandchildren.
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Suffice it to say that the period from 2010-2017
was hard on savers. The Federal Reserve’s
interest rate policy acted to force many investors
out of low-interest-rate-bearing fixed-income
investments and into riskier asset classes (stocks,
private equity, etc.). Those who aggressively
bought stocks and other higher-risk assets have
been rewarded, while conservative incomeseeking investors were left to wonder if normal
interest rates would ever return. That time
appears to have finally come. Virtually every
economic statistic in 2018 looks better than
it did in 2010. For example, unemployment
is approaching fifty-year lows, consumer
sentiment is higher than any time since 2000*,
and corporate profits are at all-time highs. This
gradual economic improvement has given the
Federal Reserve confidence to let off the gas and
slowly begin applying brakes in its never-ending
quest to ensure balance between economic
activity, interest rates, inflation, and employment.
The good news for savers is that they can now
generate over 2 percent interest from
short-term savings for the first time in a
decade. The bad news is that rising rates
sometimes presage economic problems.

In an October 2 speech to the National
Association for Business Economics in Boston,
Federal Reserve Chair Jerome Powell stated: “This
historically rare pairing of steady, low inflation and
very low unemployment is a testament to the fact
we remain in extraordinary times. I was asked
at last week’s news conference whether these
forecasts are too good to be true — a reasonable
question.” The Federal Reserve has stated its
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intentions of taking rates from the current target
of 2 to 2.5 percent up to 3 percent, the level at
which the Fed claims interest rates would neither
stimulate or depress economic activity. Market
expectations are that this will happen within the
next 12-18 months.
The prospect of inflation – long regarded as the
ultimate boogeyman by the Federal Reserve
– is more likely to come into play now that the
economy is humming at nearly full capacity.
When all the potential workers are working,
wage inflation is probably not far behind, and
those increasing labor costs will be passed
through to the end customer eventually.
Amazon did not raise its minimum wage to $15
per hour as of November 1, 2018, because it
suddenly decided to shed the Scrooge label
and become a benevolent force for good. It
did so because it needed more workers for the
holidays. Similar stories can be found in many
industries where there is a sudden need for
workers and dearth of supply.
The Federal Funds Rate is a short-term target
rate, set by the Federal Reserve, that determines
overnight bank lending rates. While this
effectively determines short-term interest rates,
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a better proxy for real-world interest rates over a
more typical longer-term timeframe is the yield of
the ten-year United States Treasury note. This
yield movement tells investors what interest rate
the market is demanding for “risk-free” capital
over a ten-year period. (The term “risk-free”
arising from the fact that bonds issued by the
United States government are the closest thing
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to risk free that exists in the global economy today,
a point that could be debated but that would
require much more space than we have in this
letter.) Since the year 2000, the yield on the
ten-year treasury gradually fell from 6 percent to
about 1.5 percent, hitting lows in July 2016. The
rate has doubled to just over 3 percent since then.
Yields on treasury bonds form the basis for
how virtually any other domestic fixed-income
investment will trade, so higher yields on treasuries
correspond to higher yields on corporate bonds,
corporate bank loans and municipal bonds. This
is due to the fact that there are two components

that make up the yield for an average fixed income
instrument: the “risk-free” rate portion and the
credit risk portion. For example, in 2017 Apple
issued a new series of 10 year bonds. At the time,
the corresponding 10-year U.S. treasury note
traded with a yield of about 2.25 percent, and the
Apple bonds yielded 3 percent upon issuance.
An investor buying the Apple bonds could have
just bought the “risk-free” treasuries, but instead
bought the Apple bonds due to the higher yield
being paid by the company. The difference
between those two rates is the credit risk that
investors are willing to take.
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As discussed in our Q4 2015 letter regarding
high-yield corporate bonds, the market assigns
credit risks differently depending on how
exuberant investors feel about lending their
money to companies at given points in time.
High-yield corporate bonds currently trade at
roughly 3.25 percent above treasury yields,
near all-time low spread levels. Historically,
the average high-yield spread has been
approximately 6 percent. Tighter (lower) spreads
indicate that investors are lending money to highly
levered companies and asking little in return to
compensate them for the extra risk.
With interest rates near zero and corporate credit
spreads at historically tight levels, companies
have been able to borrow massively at very
low rates for the better part of nine years. One
question investors now have to contend with is
whether corporate borrowers can handle paying
more interest now that rate trends have reversed
course. Companies with high levels of debt
should be worried.
There is a dizzying amount of data within the
four Federal Reserve-sourced graphs contained
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in this letter. But a five-year-old can take one
look at them and quickly point out the similarities
among them: lots of peaks and valleys. So while
Fed economists agonize over how much is just
enough, hindsight always tells us that volatility
is inevitable. The current predicament for the
Fed – applying the brakes – is always a more
delicate act than applying the gas, and is bound to
produce uneven results.

Below: High Yield corporate bond spreads are near all-time tights in 2018
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Fed funds target rates do not go in a straight line
forever, nor do unemployment rates, treasury
yields, or corporate bond spreads. Many investors
were chased away from fixed-income securities
as the Federal Reserve worked to stimulate the
economy by keeping rates depressed. With rates
finally back to levels that represent something
closer to historical ranges, those investors now
have options. We consider this to be a good
thing, as the savers finally have low-risk investment
choices available again. There is a potential down
side as well. Corporate bonds, stocks, private

equity, and other asset classes across the risk
spectrum are subject to potential selling if investors
flock to safety, and over-levered companies face
shocks as borrowing costs rise. Exactly what
might precipitate a major correction in asset prices
is yet be determined, but the interplay between
interest rates and credit markets is likely the right
place to be looking.

Chris Pate
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