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Reaching for Yield

BY RENEE HALTOM

Are the Fed’s low interest rate
policies pushing investors
toward risk?

t may surprise some people to learn that the Federal

Reserve, despite being one of the nation’s most impor-

tant financial regulators, sometimes intentionally
encourages investors to take on risk.

That’s a key function of monetary policy after a recession.
Fed Chairman Ben Bernanke has called it “a return to
productive risk-taking.” When the Fed lowers the federal
funds interest rate, its main policy instrument, other market
rates tend to fall, making it more attractive for entrepre-
neurs to raise money for startups and for existing businesses
to expand capacity. That’s one way low interest rates help to
Spur economic recoveries.

But what about people who earn a living by lending
money? The world’s largest investors are insurance compa-
nies, pension funds, and mutual funds, which collectively
hold $24 trillion in assets. They invest heavily in bonds,
together holding $4.7 trillion in corporate and foreign
bonds, among other types, so their returns are very sensitive
to interest rates. These investors often owe their clients
guaranteed payouts through insurance policies, annuities,
and pensions. In those cases, alow interest rate environment
doesn’t just squeeze profits, it could risk insolvency.

“When interest rates fall, they may have no alternative
but to seek out riskier investments,” wrote economist
Raghuram Rajan, then the chief economist of the
International Monetary Fund, back in 2005. He was one of
the first to raise concerns that investors are forced to “reach
for yield” when interest rates are low. “If they stay with low
return but safe investments, they are likely to default for
sure on their commitments, while if they take riskier but
higher return investments, they have some chance of
survival.” (Rajan recently left the University of Chicago to
head the central bank of India.)

His words were written in what was then a period of
remarkably low interest rates. Theyre even lower today.
The Fed’s policy rates have been effectively at zero since
December 2008, and the Fed has said they’ll stay there until
unemployment comes down significantly. Not only have
short-term rates been lower and for a longer period than in
any episode since the Great Depression, but long-term rates
are remarkably low as well, thanks to the Fed’s unconven-
tional monetary policies like quantitative easing and
“Operation Twist.” For the world’s biggest bond investors,
returns have been squeezed at all parts of the yield curve.

This time, some Fed policymakers have also voiced con-
cerns about reaching for yield. Fed Governor Jeremy Stein
has been the most vocal, detailing what he views as causes of
excessive risk in a February speech, and Bernanke and Vice
Chair Janet Yellen have said that the Fed is watching the
issue.

They all agree on one thing: Greater risk-taking — and
the failure of any one firm if those bets go bust — is not
necessarily a concern for policymakers. The problem could
be if many investors suffer losses on these risks at the same
time, or if they enter into them in ways that could bring
other institutions down. With the financial crisis fresh in
regulators’ memories, should the Fed be concerned that its
low rates are planting the seeds for the next crisis?

Rationalizing a Reach

Why would rational, self-interested investors willingly take
on too much risk? To be clear, reaching for yield is not about
investors making mistakes. Nor is it about the normal com-
petitive forces that make firms anxious to outperform one
another. These forces are always present, and there’s no
reason to believe they change much over time.

There are several reasons investors might suddenly take
on more risk than usual. Banks whose capital has been
depleted following a financial crisis, leaving them vulnerable
in the event of any new losses, might make “Hail Mary”
investments to try to restore their financial positions,
especially if they think a government safety net is waiting.
Financial innovation might create new opportunities to
take advantage of gaps in regulation. In fact, Stein said in
February, any time the rules of the game change — new
regulations, accounting standards, or performance-measure-
ment, governance, and compensation structures — an
unintended consequence can be new incentives for risk.

But the kind of reaching for yield that Stein, Yellen,
Bernanke, and Rajan have discussed recently stems from low
interest rates. When nominal market interest rates are gen-
erally high, investment managers have no problem earning
enough to cover their liabilities or reach their investment
goals. But after a recession, the central bank may cut inter-
est rates to boost the economy. For a while, risk premia
remain elevated, pushing overall market interest rates
higher, so investors have little need to search for yield. As
risk premia recede, however, investors may become desper-
ate for higher returns and shift toward riskier investments.

Life insurers, for example, are a significant chunk of the
financial sector. They hold $5.7 trillion in assets, more than a
third the size of the entire traditional banking sector,
and hold 17 percent of all corporate and foreign bonds
outstanding in the United States. Life insurance companies

EconNn Focus | THIRD QUARTER | 2013




Interest Rates Are Rarely as Low as They Have Been Recently

PERCENT

1970

—— Baa Corporate Bonds
—— Aaa Corporate Bonds
10-Year Treasury

—— Federal Funds Rate

1980 1990
SOURCE: Moody’s and Haver Analytics. Data through November 2013.

2000 2010

collect payments from their clients that they invest in order
to repay under prescribed conditions. When interest rates
fall, the insurer falls further from the return that ensures its
ability to make those payouts. Moreover, some life insurance
products come with riders that guarantee minimum returns
regardless of what the insurer can actually earn on its invest-
ments. In 2010, nearly 95 percent of all life insurance policies
contained a minimum interest rate guarantee of at least
3 percent, and 70 percent of life insurer annuities with such
guarantees had a minimum of at least 3 percent — in a
period in which long-term Treasuries, a good indicator of
insurers’ returns, traded close to or below 3 percent, accord-
ing to a recent Chicago Fed study.

That study found that the low interest environment has
been hard on life insurers. The returns of large insurers
become more sensitive to interest rates in low-rate environ-
ments, they found. The stock prices of insurance companies
fell in recent years while the rest of the market rose, and
45 percent of life insurance company CFOs said in a 2012
survey that prolonged low interest rates are the single
greatest threat to their business model.

Hedge funds may also have incentive to reach for yield,
Rajan argued in 2005. Hedge fund managers are compensat-
ed based on the amount by which their nominal returns
exceed some minimum threshold. When market interest
rates are high, compensation is high without the hedge fund
having to gamble excessively for it. If rates are low, the fund
may risk missing the threshold entirely. The only way to
generate high returns may be to add risk.

But aren’t investment managers required by regulations
or the preferences of their clients to stay within certain risk
buckets? They are. But risk measures, such as credit ratings,
are necessarily broad; investments have finer degrees of risk
not captured by broad measures. It’s not hard for investment
managers to take on more risk — through investments that
are longer-term, more complex, less liquid, or more lever-
aged — while staying within requirements.

Risk measurements are like weight classes for boxers,
says Bo Becker, professor of finance at the Stockholm
School of Economics. “Weight is really important to how
powerful you are as a boxer,” Becker notes. “There’s a lot of
gaming around weight classes — it’s really ideal to be at the
top of the class. You see the same thing with a professional
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investment manager who is given a risk bucket. They still
have scope to take on a lot of risk or a little risk.”

Regulators can use judgment to probe beneath objective
measures of risk; in fact, the 2010 Dodd-Frank regulatory
reform act requires them to do just that, moving away from
credit ratings. But that’s harder to do in the case of complex
securities, such as certain “structured” bonds that are built
on other assets rather than being a claim to something real,
like a commodity or a stake in a company. The more illiquid
or complex the investment, the harder it is to assess risk,
which is why reaching for yield may be more likely to occur
in opaque areas of financial markets. Ultimately, the Dodd-
Frank Act’s move to abandon ratings doesn’t solve the
problem, Becker says, because for any functional definition
of risk, there will always be gradation that is hard for regu-
lators to see.

Delegated investment management — when investors
manage funds owned by somebody else — has grown
considerably over the last 50 years, starting with the rise of
insurance companies and pensions. “The scope for reaching
for yield is bigger than ever,” Becker says.

But that doesn’t mean reaching for yield is always
happening. That’s where long periods of low interest rates
come in. Market interest rates are rarely as low as they have
been recently (see chart). From the 1970s until the early
20008, bond yields were relatively high. After the tech bust
in the early 2000s, the Fed’s policy rate hit 1 percent in June
2003, near a record low. It stayed there for a year, spurring
concerns such as those raised by Rajan. Thus, the Fed has
not had to confront the possibility of reaching for yield until
the past decade.

Reaching for Evidence

The evidence of reaching for yield is hard to come by, which
is one of the challenges for regulators. “It’s hard to see in
price data because you don’t have any reference on what’s a
fair price,” says Viral Acharya, professor of economics and
finance at the New York University Stern School of
Business.

Observers have been pointing to some market-based
signs of excessive risk, but with little certainty about what
they mean. A particular concern recently — and a major
theme of this year’s annual August gathering of prominent
economists in Jackson Hole, Wyo. — is that very low inter-
est rates could be fueling speculative asset bubbles around
the globe. For example, Christine Lagarde, managing
director of the International Monetary Fund, noted that
cumulative net flows to emerging markets have risen by
more than $1 trillion since 2008, an estimated $470 billion
above trend. A recent study from the New York Fed found
that low Treasury yields have been the main factor driving
excess returns in the U.S. stock market to a historic high.

Sometimes the evidence is not in prices, but in asset
managers suddenly doing something new. “You'll see certain
kinds of asset managers engage in a lot more of a particular
activity than others,” Acharya says.




In a study from earlier this year, Becker and Victoria
Ivashina at Harvard Business School published some of the
limited hard evidence that exists of those activities.
Insurance companies are required by regulation to hold a
certain amount of capital based on the risk level of their
portfolios, to increase the chances that they can meet their
liabilities even in bad times. But they systematically buy the
riskiest bonds available within the “safe” asset categories
that equate to low capital requirements, Becker and Ivashina
found. Leading up to the financial crisis, insurance compa-
nies held 72 percent of all the issuances of the safest quartile
of investment-grade bonds, but 88 percent of the riskiest
quartile of those bonds. By comparison, pension and mutual
funds, which aren’t constrained by capital requirements, did
not engage in this behavior. (That doesn’t mean pension and
mutual funds don’t reach for yield; it would just manifest
itself differently, Becker and Ivashina argued.)

Both interest rates and risk premia were particularly low
by historical standards during this period. Reaching-for-
yield behavior disappeared during the crisis, when investors
were likely to be more cautious. But as soon as the crisis
receded, reaching for yield ramped up again. They also found
that reaching for yield is correlated with higher bond
issuance by riskier firms, which obtain funding more
cheaply than they would under normal conditions.

Another reason reaching for yield is challenging to iden-
tify is that it won’t necessarily show up in price data at all —
for example, yields on junk bonds converging toward risk-
free rates. Risk doesn’t necessarily appear in rates because it
can also be manifested in subtler, nonprice ways, Stein said
in his February speech. For example, investors can make
loans with fewer “covenants,” which are safety thresholds
that can protect the bond holder. Or they can agree to low
levels of “subordination,” which means they are among
the last of all investors to be paid out, and thus the first to
bear losses.

There is some evidence that reaching for yield may be
taking these forms, Stein said. Research by Robin
Greenwood and Samuel Hanson at Harvard Business School
found these nonprice risks tend to be correlated with the
amount of bonds being issued by risky borrowers. The high-
yield share of issuances, in turn, has recently been above its
historical average, Stein said. Additionally, issuance of
“covenant-lite” loans and other nonprice risk characteristics
in 2012 were comparable to just before the financial crisis.

For policymakers, the concern is whether the risks have
systemic implications. Even if riskier bets turn out badly for
a few or even many firms, that doesn’t mean we’ll experience
another financial crisis. For the risks to have systemic impli-
cations, they may have to be combined with other risky
behaviors. One is leverage — funding risky activities by
borrowing. A firm is on the hook for paying those debts
back even if its investments go bad, leaving it at risk for
insolvency. Low interest rates, of course, make borrowing
and therefore leverage more attractive. Another risky
behavior could be maturity transformation, or funding long-

term investments with short-term instruments, such as
repurchase agreements, that are subject to runs as investors
quickly pull back at the first sign of trouble. Both behaviors
could leave investors especially vulnerable to market rever-
sals, and some economists have argued that they were key
sources of systemic risk prior to the recent financial crisis.

Normally, markets should be expected to place limits on
risk-taking; investors have an incentive to withdraw funding
when things get out of hand — when single firms take
excessive risks or when entire asset classes start to look over-
valued. Economists have long debated why investors might
sometimes think they will be shielded from bad outcomes.
Some favor behavioral explanations, such as investors herd-
ing into similar risks because they know a bad outcome
won’t make them look worse relative to competitors who
took the same risks. Another possibility is that the market’s
ability to limit risk-taking is reduced when investors expect
the government to step in and prevent losses, as it did
during the financial crisis.

‘What Policy Could Do

Fed policymakers have said the evidence of reaching for
yield, especially with the potential for serious systemic
effects, is still limited. But since the financial crisis, regula-
tors have become more eager to explore hypotheticals.

That discussion has focused on which of the Fed’s tools is
most appropriate to fight reaching-for-yield behavior should
it escalate. There are two choices: monetary policy or regu-
lation. Before the crisis, central bankers argued that
monetary policy should not be used to pop asset bubbles
preventatively, a view so widely held that it was dubbed the
“Jackson Hole consensus.”

Bernanke and Mark Gertler at New York University
encapsulated that consensus in a 1999 paper: “policy should
not respond to changes in asset prices, except insofar as they
signal changes in expected inflation.” Central banks cannot
identify asset bubbles in advance, they argued, and even if
they could, monetary policy is too blunt a tool; it could only
deflate an asset bubble by taking down the rest of the econ-
omy with it. Historically, central banks have tended to use
monetary policy only to clean up the residue from bubbles
after they burst.

Regulation, instead, has been the preferred tool for man-
aging risk. It is certainly a more precise tool. The 2010
Dodd-Frank Act instructed the Fed and other regulators to
take a macroprudential approach to financial regulation —
that is, to ramp up their surveillance of risks that spread
from one institution to the next, such as those that might
result from excessive leverage or maturity transformation.
The downside of regulation has always been that examiners
will never be able to see every place that risk lies. Stein
argued that seemingly innocuous cases of reaching for yield
can imply that more of it is happening where we can’t see it.
“So we should be humble about our ability to see the whole
picture,” he said.

For that reason, Stein said, regulators might not want to
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rule out tighter monetary policy as a tool for limiting risky
behavior. “[While monetary policy may not be quite the
right tool for the job, it has one important advantage relative
to supervision and regulation — namely that it gets in all
the cracks.”

Would using monetary policy in this way be trying
to exert too much influence over investor behavior,
causing market distortions? Some policymakers, including
Richmond Fed President Jeffrey Lacker, have argued —
though not in the context of reaching for yield — that trying
to affect markets through monetary policy in anything other
than a broad-based way is not an appropriate role for the
Fed. In several 2013 appearances, Bernanke said that while
reaching for yield was a risk, it didn’t appear to be prevalent
enough to outweigh the benefits of easier monetary policy
to support the economic recovery — which itself can aid
financial stability.

A Moot Point For Now?
Longer-term market rates have risen recently following
discussion from Bernanke about the Fed’s potential exit

from the stimulative policies it employed during the
recession that have kept interest rates low. On May 22,
Bernanke said the Fed could slow, or “taper,” its monthly
$85 billion purchases of new assets by the end of the year if
the economic recovery remained on track. Long-term
Treasury yields immediately jumped in response, reaching as
high as they had been in more than two years. Investors
quickly fled from emerging market equities, and their
currencies fell.

The market volatility in response to the tapering discus-
sion is a sign of reaching-for-yield behavior being unwound,
Acharya says. “It’s clear that there will be dislocations if they
are unwinding with even the hint of a taper,” he says.

Slowing down new asset purchases is a less strong step
than selling the stock of assets the Fed already holds, which
is itself a far cry from actually raising the federal funds rate.
But even if interest rates don’t return to their record lows for
awhile, regulators may continue to view reaching for yield as
a concern as monetary policy moves into a less aggressive
phrase — and as bond investors continue to struggle with

low returns. EF
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