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ECONOMY “TO FLOURISH” IN FACE OF RISING RATES
As it did in response to the financial collapse of 2008/9, central bankers in the
developed world slashed interest rates and inflated the global money supply in an

effort to preemptively mitigate pandemic-related, economic damage. As you can see in
the following image, the world’s stock of money has exploded since the onset of the
pandemic in 2020. As mentioned in my previous note, this is the DNA of inflation.

The stimulation effort worked, as shown by the Conference Boards’ Leading Economic
Index® reaching an all-time high this March. The U.S. will certainly experience another
recession at some point, but this particular tea leaf shows no hint of it.

Wਤਲਲਤਫ Iਭਵਤਲਲ਼ਬਤਭਲ਼ Cਮਭਲਤਫ, L.L.C.

ਢਮਬਬਤਭਲ਼ਠਸ ਡਸ ਦਫਤਭਭ ਸ਼ਤਲਲਤਫ, ਢਥਠ, ਢਯਠ, ਢਥਯ®

ඉකඑඔ 2022

˝ˑˎ ˚˞˘˝ˎ ˊ˝ ˝ˑˎ ˝˘˙ ˘ˏ ˝ˑˎ ˏ˒˛˜˝ ˙ˊːˎ ˋˎ˕˘˗ː˜ ˝˘ ...

… Fed Chairman, Jerome Powell. Now that the Fed’s pandemic-thwarting initiative is
complete, the Fed is now focused on taming inflation before its suddenly elevated

existence becomes too entrenched or otherwise normalized in the functioning of our
economy. As shown in the main image below, the year-over-year run rate of inflation
reached 8.5% in March, its highest reading since 1981 and far higher than the Fed’s
usual, 2% target. In case you have an interest, I’ve embedded a second image that

disaggregates inflation into its component pieces. If it’s too small to read, the lines
might be used to screen for Macular Degeneration (test one eye at a time).

Like lighter fluid that has puddled around a bonfire that no longer needs rescuing, the
stimulus that is no longer needed must now be vacuumed away before it further
exacerbates inflation. Otherwise, we’ll end up with the economic equivalent of a flash
fire. Jerome Powell’s Federal Reserve is at the beginning stage of removing some of

that excess by raising interest rates and by reducing the size of the Fed’s balance
sheet. This has investors on edge but if history is a guide, the climate to own stocks
may remain hospitable.
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˒˗˟ˎ˜˝˘˛˜’ ˙˛˒˖ˊ˛ˢ ˠ˘˛˛ˢ … ˝ˑˎ ˒˖˙ˊˌ˝ ˘ˏ ˛ˊ˝ˎ ˑ˒˔ˎ˜

By looking at the pricing of interest-rate-related contracts that trade in the futures
market, it is possible to draw an inference about expectations of interest rates in the

future. The image below captures some of that inferential reasoning as it pertains to
the Federal Funds overnight rate, which is the rate at which banks borrow and lend
funds among themselves for a day at a time. The rates of many other loans and
financial instruments are tied to, or at least influenced by this key benchmark, so the
fact that this rate is set to rise has investors’ attention.

To help you interpret this graph, the rate on overnight loans between banks
averaged .34% on an annualized basis at the end of March. Data from Federal Funds
futures contracts suggests this rate might be around 2.4% by this December and be
around 2.57% by next February. Since the Fed has typically raised rates in quarter-point
increments, those implied rates of 2.4% and 2.57% suggest about eight or nine
quarter-point rate hikes between now and then.

None of this represents an eventuality, but this data does provide a meaningful signal
since futures contracts are equivalent to votes cast with money on the line.
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˙˞˝˝˒˗ː ˝ˑ˘˜ˎ ˛ˊ˝ˎ ˑ˒˔ˎ˜ ˒˗ ˙ˎ˛˜˙ˎˌ˝˒˟ˎ

You can’t tell by looking at this next graph, but the annual effective rate for Federal
Funds overnight rate approximated only .2% per year (arrow) as of the beginning of
April. If this overnight rate were to rise to the vicinity of 2.5% as implied by futures

activity in the previous image, the benchmark Federal Funds overnight rate would still
be quite low by historical standards and Fed policy would still be considered to be quite
“accommodative” relative to prospects for economic growth.

As of the beginning of
April, the Federal Funds
overnight rate was still
only .2% (annualized).

˕˘˗ːˎ˛-˝ˎ˛˖ ˒˗˝ˎ˛ˎ˜˝ ˛ˊ˝ˎ˜ ˍˎ˙ˎ˗ˍ ˞˙˘˗ ˒˗ˏ˕ˊ˝˒˘˗

Longer term rates depend, in part, upon expectations for inflation. Similar to how the
expectations for future short-term rates can be inferred from futures contract data,
expectations about inflation rates over various periods can be derived by comparing
the difference in the yield between U.S. Treasury bonds and inflation-protected
securities of similar maturity.
As shown in the next image we see that, as of the end of March, the consensus

expectation for inflation among investors who have money on the line is for inflation to
approximate 4.4% over the next couple of years and to then continue to decline after
that. Plenty of prognosticators think otherwise and many think the Federal Reserve has

already waited too long to quell the spike in inflation, but at this point hard data
suggests that although investors do not expect the Fed to be able to engineer a return
to the days of 2% inflation, they do expect inflation to continue to relax as time passes.

(Note that the lower inflation rates envisioned for the 5, 10 and 30-year periods

include the elevated rate of inflation we’re currently experiencing.)
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˒˗ˏ˕ˊ˝˒˘˗ ˎˡ˙ˎˌ˝ˊ˝˒˘˗˜ ˘˟ˎ˛ ˟ˊ˛˒˘˞˜ ˝˒˖ˎ ˙ˎ˛˒˘ˍ˜

Since

longer-term

(5-30

year)

inflation

expectations have remained relatively benign,
the yields on 10-Year Treasury securities
have also remained relatively low from a
historical perspective (next image).

˝˛ˎˊ˜˞˛ˢ ˢ˒ˎ˕ˍ˜ ˛ˎ˖ˊ˒˗ ˕˘ˠ, ˍˎ˜˙˒˝ˎ ˜˙˒˔ˎ

As of late April, yields on 10-Year Treasury securities
had risen to 2.904%, which is only slightly above the
10-year break-even rate for inflation shown above.
Therefore,

10-year

Treasury

securities

provide

essentially no real return whatsoever and less than that
when income taxes are a factor. So, we don’t hold them.
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˒˖˙˕˒ˌˊ˝˒˘˗˜ ˘ˏ ˛˒˜˒˗ː ˛ˊ˝ˎ˜ ˋˢ ˊ˜˜ˎ˝ ˌ˕ˊ˜˜

Rising rates are tough on most types of fixed income securities, especially those
bearing longer maturity dates, such as 10-Year Treasury securities which, again, we do

not hold, at least not directly. (Nor do we hold shorter-term Treasuries). However, we

do hold investment grade (“IG”) bonds and municipal (“Muni”) bonds to provide
portfolio stability, income, liquidity, and to serve as a reserve that could be liquidated
to buy equities if other investors sour on them enough.
For the most part, the fixed income portion of portfolios I oversee make good use of
high-yield (“HY”) bonds and senior loans, which would show up in most any fund

whose name includes the term “floating rate.” High-yield bonds and floating-rate
securities are well suited to rising-rate environments as long as financial stresses don’t
become severe, which is currently the case. We also make good use of debt securities
that are convertible into equity, i.e., “convertible securities,” because this asset class
has a history of providing investors with an asymmetrical risk/reward experience that
has skewed to investors’ collective favor.
I used to include master limited partnerships (“MLPs”) in the portfolios, but virtually
everyone complained about having to wait for the dreaded K-1, so I quit using them.
Commodity exposure is one asset class that’s lacking in portfolios I oversee, but that’s
because they tend to be cyclical and because they generate little or no income.

Equities have historically been a fantastic hedge against
inflation and they have also tended to produce worthwhile
returns during rising-rate environments.
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˝ˑˎ ˌ˘˜˝ ˘ˏ ˑ˘˕ˍ˒˗ː ˌˊ˜ˑ

In response to Russia’s special operation in Ukraine and other global turmoil, folks
sometimes express a preference to hold cash. It makes sense to hold some cash, but if
the goal is to ensure that the funds are FDIC insured, please know that the “DIDC”

money fund that resides in almost every account I oversee is already FDIC insured to
$2.5 million which is 10 times the usual coverage limit. This is so because this fund is
structured to spread cash in excess of the usual $250,000 limit across as many as 10,
FDIC-insured institutions.

If the goal is to hold cash to avoid sustaining investment portfolio losses, that posture
would have made sense during the late 70s and early 80s when short-term interest
rates were far higher than the rate of inflation (as a result of a previous Fed effort to
wring inflation out of the U.S. economy), but I think better alternatives exist in our
current environment where inflation far exceeds short-term interest rates.
As of the end of March, the “real” (after inflation) return realized by holding federal
funds for a year would have been materially negative. Since inflation is a necessary evil
in the system we have, it generally makes sense to hold no more cash than needed.

Return on Cash of 0% minus Inflation = Negative Real Rate of Return
Note: The inflation figure used in this image is based on the “Core”
Personal Consumption Expenditures index which is lower than the
inflation figure shown on page two.
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Despite the Fed threatening
growth by raising rates and
tackling inflation, consensus
earnings estimates for the S&P
500 have actually improved
since the end of 2021 which is
always a reassuring sign.
And

while

war

can

inflict

tremendous human cost, the
impact on the capital markets
has

been

decidedly

less

severe, as shown, below. The
bond market will be tough for
a while, but the investment
climate is still constructive.
- Glenn Wessel
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