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Brandon Averill (00:05):
All right, buddy. Welcome back to another episode of AWM Insights. Brandon and Justin here. And we're going to tackle kind of a specific topic today, but something that we've been hearing a little bit about from different clients, you guys that are listening. Just really talking about interest rates. And I thought it was a pretty good observation from a client the other day, asking the question, hey, we've been talking a lot about US treasuries and how we can take advantage of some different strategies to be able to really earn some money on some of that savings, that money that we need to make sure is there with US treasuries and in some cases earning north of 5%.
(00:46):
And the question was, when we can get such a good return, good, quote unquote, from a pretty safe asset like a US Treasury, then it behooves the point. Why are we even worried about allocating to other areas of the market, and can we really have expectations that exceed that?
(01:07):
So we're going to tackle that today and really talk about the relationship between interest rates and stock returns and some of the other investments that you can make.
(01:15):
So maybe, Justin, would love you to start there. I mean, maybe give some context, how abnormal is a 5.5% rate of return or interest rate on a treasury bond? Is that weird? Is it normal, historically? Certainly seems a little weird for people that haven't invested very long, but maybe not historically. And how do you think about the relationship of interest rates and other assets?
Justin Dyer (01:41):
Well, you hit the nail on the head. It's not abnormal, but really the framing of the question depends on the timeframe in which you're talking about. Over the last, let's call it 15 years, yeah, it's been very abnormal. Interest rates have been incredibly low. That, if you take a step back and look over longer periods of time, or let's just call it the history of the markets, this more recent 10 to 15 year period of time has been the abnormal, been the exception to the rule.
(02:12):
So in the history of the markets, 5 to 6% interest rates on treasuries, not abnormal whatsoever. Actually, it's kind of more of a healthy interest rate. It means typically there's a healthy economy going on, you're getting money, you're earning a decent rate of return on cash, or treasuries if you want to call cash treasuries.
(02:35):
And so it's a great question given that the last 10 to 15 years have been so abnormal. But going straight to the punchline, if you look at the history, a 5% interest rate, 6% interest rate, you choose your number, something in that range, being in the marketplace, has existed in good times and bad. It doesn't really give us any true signal of what's going to happen in equity markets. And there's good reason for that, which we'll jump into.
Brandon Averill (03:06):
Yeah. I think that's a great point is, I was going to ask you that, the signal. There's a bunch of pundits out there, oh, interest rates are so high. This is impending doom in the market. This is going to be the fall of stocks because interest rates are so high. But in reality, when we turn back to the data, the numbers show something actually quite different.
(03:25):
And so rather than try to memorize these, you did pull some data here, and one of the things that pointed out was that in years with above median interest rates since 1955, and the median interest rate for an average, so three month, treasury yield was 6.7%. So higher than we were today. US stocks actually return an average of 12.1%, which is slightly higher than the average of the below median, which returned 11.6%.
(03:56):
So not only is it just factually incorrect, but this worry around, hey, there's some data around interest rate tying to big stock market corrections, et cetera, it's just not really founded in any pure evidence.
Justin Dyer (04:13):
That's right. And not to get too into the weeds, I'm going to really, really do my best not to get wonky here, but it makes logical sense, right? So going back to my statement, the last 10 to 15 years have been the exception, have been the abnormal period. Interest rates all but being at zero, meaning you're not even keeping up with inflation holding cash. That's a really bizarre framework or set of circumstances to exist in the economy. And it led to some really bizarre, call it unhealthy outcomes, especially when you combine what happened with the pandemic and infusion of capital into the economy. We had bubbles. We had bubbles in crypto, we had bubbles in various parts of the stock market. There was a, you could probably call it a bubble in venture capital. Because capital or cash or money, you name your term, was cheap. And that allowed people to take speculative, unhealthy speculative bets, which led to a bubble.
(05:10):
In more normal times, you want there to be some measured risk taking to ask this very question, where we're saying, "Hey. I have this dollar. I can either invest it in something speculative and high risky, or I could go buy a treasury and earn 5%." If all I need is 5%, you should earn that treasury.
(05:27):
But, to your point, taking risk over long periods of time, which you should always take risks with the long-term in mind, still pays off. It should, let me qualify that, I can't predict the future, but it should still pay off. It always has, and there's no reason to expect anything different.
(05:43):
So it goes back to properly building your financial structure to align with your priorities. If you need 5%, you shouldn't get too cute with your investments. If you have the ability and/or need ability meaning long-term capacity to put capital at risk, you should take risk with that capital in a very thoughtful way. See many of our other podcasts that we've talked about. But that's where this all really starts to normalize and gives you a much healthier investing environment, actually.
Brandon Averill (06:12):
Right. And I think that's the key point, is the health, right? At the end of the day, you want at that core standpoint, you want alternatives. You want people to actually be able to align the priorities they have when they need the money, with how much certainty they need the money. So if you need the money next year and you need it with 100% certainty, you are probably taking your 5.5% to the bank and buying a US treasury bond, right?
Justin Dyer (06:37):
Yeah, sounds good for that.
Brandon Averill (06:38):
If five years from now you want to build a custom home, portion of that money probably, you want to make sure that you can put a certain infrastructure in place for this home. But do you need the third story? Maybe, maybe not. So you're going to actually take that money, invest in the market, and see what happens. And rely upon the strong evidence that expected returns are high and so you have a good chance of building that third story. So you're willing to take a little bit of risk in that scenario.
(07:10):
So I think that's really important to understand. And if you have those trade-offs, then you can think more thoughtfully around, what are my priorities? Where do I allocate my money so that way I can achieve those priorities. Comes back to financial structure.
(07:24):
But maybe quickly hit on for us Justin, as we probably wrap up here, is really talk about how you construct an expected return. How do you make those decisions? And what can I expect from equity markets and why can I expect that?
Justin Dyer (07:39):
So keeping it as simple as possible, keeping this one-on-one and if anyone wants to go deeper, by all means reach out. I love this stuff. But you can think about expected returns when it comes to investments as building blocks. You start with expected inflation as the foundational piece. Then if you're sticking on the fixed income side, add a real rate of return on top of that. Then you could say, okay, hey, depending on the timeframe in which I'm lending money, because if you're investing in bonds or fixed income, essentially what you're doing is lending money, whether it be to the government or a corporation, et cetera, et cetera. And you should command a different interest rate for the term, the length of time. That's called a term premium.
(08:23):
You can add things like credit premiums as well. Again, I'm not going to try and go too much into the weeds. But just think, hey, someone with a low credit score versus someone with a high credit score, right? A high credit score, you're going to say, "Hey, I know you're going to pay this off, or you have a higher likelihood of paying this off." Corporations have ratings, and governments and municipalities have ratings, no different than that. And that changes your expected return or the interest rate in which you command.
(08:49):
It's a similar type building block structure on the equity or the stock side of the portfolio as well. You want to make sure you're taking into account inflation and then the real rate of return as well, and those are the foundational pieces. If you're going to invest in equity, you want a strong expectation that you're going to at least, and really invest in anything, at least outpace inflation.
(09:10):
But then because a stock investment can go to zero, we're using a single company example here. If you buy stock in a company, that company can go bankrupt and you lose your investment. That's called an equity premium or equity risk premium.
(09:25):
And there are other premiums or factors that you can add on to your equation to get some sort of expected return, but these are the basic building blocks when we're thinking about how we should construct portfolios with a given level of risk requirement, but also a commensurate level of expected return. And we really want to match these things up correctly to ensure clients, everyone listening, are able to meet their priorities in the highest probable fashion possible.
Brandon Averill (09:53):
Yeah, and I think that's a fantastic way to analogize it, is if those of you that are listening can really think about it in the building block scenario, right? If interest rates are higher than they used to be, our overall expected return naturally should be higher than it used to be. So the relationship doesn't really get impacted too negatively by higher interest rates. And on the reverse side, it actually raises the expectation in the future.
(10:21):
So it's really about lining these things up, making sure that we're in the best position possible to align our priorities ultimately with our expected returns, and you end up with a really robust investment portfolio.
(10:35):
So hopefully this has been really helpful for everybody today. A little bit of a visit down at least why we're not super worried about interest rates and crashing the market and predicting all these different types of things, but what we're really looking at is evidence for ways that we're going to build the portfolios for you in the future.
(10:52):
And until next time, own your wealth, make an impact, and always be a pro.
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