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Revisiting the Taylor Rule
What is the Taylor Rule? 
Stanford economist John 
Taylor’s 1993 paper “Discretion 
versus policy rules in practice” 
made an argument that monetary 
policy “should be guided by 
policy rules.” In it, he describes 
an equation incorporating recent 
measures of inflation (he uses the 
GDP deflator) and real GDP 
compared to target levels to 
produce a prescribed short-term 
interest rate. This equation and 
subsequent variations are now 
referred to as Taylor Rules. If 
inflation or growth were higher 
than target, the equation would 
generate a higher prescribed 
interest rate and vice versa.  
Taylor observed that his 
equation’s output closely  
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average annual return of US 
investment grade bonds has 
typically ranged from 5-6%. 
However, over the lengthy 
recent period, bonds seem to 
be delivering more pain than 
stability. The Bloomberg US 
Aggregate Bond Index, a 
common benchmark for US IG 
bonds, has returned -3.02% 
over the last three years and 
-.23 over the last five years! 

Continued on page 5

Bonds traditionally serve as the 
ballast for insurance company 
portfolios. Investment grade (IG) 
bonds are, by far, the preferred 
asset class for Insurance 
company “reserves”, those 
assets earmarked for future 
claims. When coupled with 
stocks, IG bonds also provide 
diversification benefits due to 
the low .2 to .35 forward-looking 
correlation to one another. 

Over a 30-year period, the 

corresponded to actual 
monetary policy over the past 
six years. The Federal Reserve 
Open Market Committee (FOMC) 
looks at Taylor Rules (but is not 
in any way bound by them) and 
many other economic variables 
in designing and executing 
monetary policy, primarily 
through choosing the short-term 
interest rate level. Of course, 
some discretion is required as 
these are simple models that 
cannot fully capture the 
economy’s complexity and 
sudden shocks, such as a 
financial crisis or a pandemic 
that would result in extreme 
interest rate and financial 
market volatility.

What does the Taylor Rule  

suggest about recent 
economic performance and 
interest rates and what does it 
suggest about the future?
We look at a Taylor Rule with a 
few modifications from 
Taylor’s original equation. 
First, the inflation measure we 
use is core PCE inflation, as 
this is the measure the FOMC 
targets. Second, instead of 
using GDP as a measure of 
economic activity, we use the 
unemployment rate. The 
reason, again, is that this is 
what the FOMC targets.  
Taylor used 2.0% as a fixed 
natural real rate of interest 
somewhat arbitrarily. The Fed 
currently estimates this rate to  
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be 0.8%. This estimate has been 
rising recently and was much 
higher prior to the pandemic.  
We will use the market rate for 
five year TIPS of 2.12% - close to 
Taylor’s original 2% estimate 
and less influenced by the zero 
interest rate period still in the 
Fed estimate.  

In April 2020, the Taylor Rule-
prescribed rate plunged to -18% 
as the unemployment spiked to 
+14.8%. However, since the Fed
cannot really take interest rates
negative, they relied on other
unconventional methods of
monetary policy easing, such as
quantitative easing and a
commitment to keep interest
rates low for a long time. As
unemployment declined and
core PCE rose over the next 24
months, our Taylor Rule estimate
climbed, moving above the
actual Fed Funds rate in April

2021.

At this point, our Taylor Rule 
was signaling that monetary 
policy was too accommodative, 
meaning faster economic 
growth and inflation were 
likely.  Nevertheless, and 
perhaps because the Fed had 
promised to keep interest rates 
low for a long time in response 
to the pandemic, the Fed 
ignored the Taylor Rule 
prescription and did not raise 
rates for another year (in March 
2022).  As a result, Core PCE 
inflation was far above their 
2.0% target after peaking at 
5.57% in February 2022.  The 
Fed was behind the curve, as 
they say.

At its most bullish in January 
2024, Fed Funds futures 

Continued on page 3
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interest rates is widely believed 
to affect the macro economy 
with long and variable lags.  
Interest rate hikes in 2022 
leading to disinflation about a 
year later is wholly consistent 
with the traditional 
understanding that higher 
interest rates can fight 
inflation. Second, the reasons 
behind the surge in inflation 
(primarily pandemic related 
labor supply and supply chain 
shocks and the war in Ukraine) 
were largely not interest rate 
sensitive. The Fed uses higher 
interest rates to dampen 
consumer and business 
demand.  The tool has minimal 
impact on short-run supply.  
Furthermore, there are 
numerous reasons why the 
economy today may be less 
interest rate sensitive than in 
the past. First, in the immediate 
aftermath of the pandemic the 
Fed cut rates to zero and 
flooded the market with 
liquidity through quantitative 
easing. Consumers and 
businesses refinanced 
mortgages and other forms of 
debt at low fixed rates for long 
terms. Over time, as debt is 
refinanced at higher rates, 
demand will be pressured.  
Fiscal deficit spending 
exploded and remains high, 
supporting demand. Numerous 
structural trends including 
deglobalization, the green 
energy transition, increased 
defense spending because of 
increasing geopolitical conflict 
and an AI investment boom all 

Contined on page 4

markets (Bloomberg ticker: 
US0ANM DEC2024) were pricing 
in 6.7 rate cuts by December 2024 
and the 10-year US Treasury was 
around 4.0%. However, the Taylor 
Rule suggested that short-term 
interest rates were still around 
100 basis points too low, 
signaling growth and inflation 
could outperform market 
expectations, and of course, they 
did. By April 2024, the ten-year 
yield peaked at 4.70%. We have 
had zero interest rate cuts year to 
date and the market now sees 
just 1.9 cuts by the end of the 
year.

Today, our Taylor Rule suggests 
the policy rate is in the right 
place. Inflation is still a touch 
high and the unemployment rate 
is a bit low, but if our Taylor Rule 
is accurate, we would expect to 
see both inflation and 
unemployment to track toward  
target. As such, one to two 
interest rate cuts in 2024 looks 
reasonable. At the 2.0% core PCE 
target and 4.2% long-run 
unemployment rate, our Taylor 
Rule prescribes an interest rate of 
around 4% (TAYL, outlook 
matrix).  

This appears to be an attractive 
time to enter fixed income 
investments. According to our 
Taylor Rule, short-term interest 
rates are no longer too low.  
Inflation has been gradually 
easing and unemployment is 
gradually rising. Should that 
trajectory continue, the Federal 
Funds rate, today at 5.50%, will 
eventually migrate downward to 
the estimated 4.0%. 10-year 

CapVisor Associates, LLC

Q2 Economic and Market Review 

© Copyright 2024 CapVisor Associates, LLC. All rights reserved.Page 3

Volume 16, Issue 3 Page 3Summer 2024 Newsletter

Our Taylor Rule 
suggests the policy 
rate is in the right 
place. One to two 

interest rate cuts in 
2024 looks 
reasonable.

Treasuries, currently yielding 
4.3%, offer modest price 
appreciation potential as 
monetary policy eases. In 
addition, if the Fed keeps rates 
too high for too long and the 
economy sharply slows, rate cuts 
will be even swifter and deeper, 
driving higher fixed income 
returns that likely outperform 
equity portfolios.

The Inflationary Impact of Higher 
Interest Rates 
The persistence of inflation 
despite the dramatic increase in 
the federal funds rate has led 
some observers to question 
whether higher interest rates are 
actually adding to the problem.  
Before digging into the argument, 
we make a couple of 
observations. First, the core PCE 
measure of inflation rose sharply 
beginning in roughly 2Q21 and 
remained at its highest levels 
through 2022.  The year-over-year 
measure peaked in February 2022 
at 5.57%. Throughout 2023 
inflation declined.  Today year-
over-year core PCE is 2.57%.  The 
Fed began its rate hiking cycle in 
March 2022 and finished in July 
2023. The impact of changes in 



should not be interpreted as, 
recommendations.

support demand without much 
influence from interest rates.  
Higher interest rates primarily 
reduce aggregate demand by 
making credit more expensive and 
less attractive.  The Federal 
Reserve’s measure of total 
consumer credit outstanding 
(CCOSTOT Index) slowed from a 
rate of +8.7% growth in 2021, to 
+7.6% in 2022, to +2.6% in 2023, 
and to +0.6% year-to-date through 
April 2024.  Traditionally 
understood interest rate sensitive 
sectors of the economy such as 
homebuilding, commercial real 
estate, vehicle sales and 
manufacturing are all muted 
compared to the years just prior to 
the pandemic.

Higher interest rates can be 
simulative in specific areas, but the 
impact is dominated by the 
restrictive macro impact on credit 
and demand.  One way this could 
occur is through higher interest 
payments received on cash 
balances.  In the current cycle, 
higher interest rates on debts have 
more than offset this effect.

Investment-Grade Corporate Bond 
Second Quarter Performance and 
Outlook
U.S. investment grade corporate 
bonds traded roughly sideways 
during the second quarter. Per the 
Bloomberg U.S. Credit Index, 
investment grade corporate credit 
widened by 3 bps versus 
comparable U.S. Treasury yields in 
the second quarter.  The 
Bloomberg U.S. Credit Index 
measures the investment grade 
U.S. dollar denominated, fixed-
rate, taxable corporate and 

quarter and were once again 
the best performing domestic 
fixed income asset class.  There 
was a flight to quality during the 
quarter with double-B rated 
credits performing the best with 
a 1.57% total return, followed 
by single-B returning 1.29% and 
triple-C returning 0.55%.  High 
yield spreads started the 
quarter at 315 bps and ended at 
317 bps, as the market grappled 
with the prospect of a slowing 
economy versus the likelihood 
of a Fed pivot later this year.  
We anticipate continuing to 
take some spread risk off the 
table and moving up in quality 
as valuations are near post-
crisis tights and are not 
currently compensating 
investors for a potentially 
bumpy economic landing. We 
believe defaults will remain 
around their long-run averages 
through 2024 before ticking up 
slightly in 2025.  The long-term 
average high yield bond default 
rate (since 2017) is now at 2.1%.  
High yield bond data is 
representative of the U.S. High 
Yield Corporate Bond Index that 
is designed to track the 
performance of U.S. dollar-
denominated high-yield 
corporate bonds issued by 
companies whose country of 
risk use official G-10 
currencies, excluding those 
countries that are members of 
the United Nations Eastern 
European Group (EEG). 

Monetary Policy: We believe 
current Fed policy is restrictive 

Continued on page 5
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government-related bond 
markets.  There are no positions 
in the portfolios with any credit 
or sustainability concerns 
through the market cycle.

High yield fixed 
income bonds 

returned 1.35% in 
the second quarter 

and were once 
again the best 

performing 
domestic fixed 

income asset class. 

Corporate securities remain top 
performers halfway through 
2024. Strong technical factors 
are still in the driver’s seat as 
demand for investment grade 
credit remains overwhelming and 
supply is easing off the earlier 
record pace. In our view, the 
core driver for this demand is 
simply attractive yields and so it 
is unlikely to subside even as 
spreads move to levels that are 
near all-time tights.  As always, 
we believe credit selection will 
be paramount, as the focus will 
shift toward fundamentals and 
the ability of corporates to 
navigate any macro uncertainty 
with U.S. economic growth risks 
tilted to the downside. 

High Yield Bond Sector Second 
Quarter Performance and 
Outlook 
High yield fixed income bonds 
returned 1.35% in the second 



with a Fed Funds rate of 
5.25-5.50% (exceeding the neutral 
rate) after completing eleven 
quarter-point increases since 
March 16th of 2022.  The most 
recent Fed meeting on June 12th, 
2024 had no surprises, as 
members were steadfast in their 
comments that they remain data 
dependent and need to see 
continued proof that inflation is 
trending toward their target.  As 
we enter election season, and 
barring a significant weakening of 
economic data, we believe the 
Fed will avoid cutting until after 
the election to maintain political 
neutrality (despite their public 
denial of such considerations).  As 
such, we now anticipate the first 
25 bps rate cut will likely occur in 
December and that the Fed Funds 
rate will end the year in the 
5.00-5.25% range with more cuts 
on the docket going into 2025.   

Interest Rates:  It is our view 
that as a result of one 25 basis 
point Fed rate cut at the tail end 
of 2024, the front end of the 
yield curve will decline resulting 
in a modest flattening of the 
curve.  We maintain a bias for 
interest rates across the curve 
to drift lower from current levels 
before year end, but we now 
forecast the 10-year Treasury 
yield to end the year between 
4.00%-4.25% as a result of one 
fewer rate cut than previously 
expected.

Conclusion
We believe fixed income 
remains an attractive asset 
class and investors have 
opportunities for increased 
income and yields by extending 
duration at this time. These 
unique economic times require 
a steady hand and a consistent, 

thoughtful approach to 
investing. While never losing 
sight of the global and domestic 
economic environment, we 
believe our long only, research 
driven style of investing has 
historically delivered excellent 
results over the years with less 
volatility than our peers. We 
have been consistent in our 
investment philosophy, process 
and management style. 
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Due to the near zero rate monetary 
policies instituted by the FOMC, IG 
bonds have only averaged 3.8% 
over the last 10 years. Based on an 
average inflation rate over this 
period of 2.5%, the rough estimate 
of “real” annualized return is 1.5%. 
Insurance industry experts 
estimate the claims inflation rate 
for P&C lines of business are in the 
range of 3-6% annualized over this 
period.  The bond market has not 
performed for insurers as it 
needed.

Continued on page 6

Bloomberg US Aggregate Bond Index—Drawdown Periods (1976-2024)

Source: Morningstar analysis



The current environment presents 
a unique challenge for fixed 
income investors, and insurance 
companies in particular. We've 
now witnessed 46 months without 
a new high in the bond market, 
translating to a nearly four-year 
drawdown. This extended period 
could be categorized as one of the 
most demanding fixed income 
cycles on record, as evidenced by 
the depth of the current maximum 
drawdown – a metric reflecting 
the peak-to-trough decline 
experienced by the market.

Investor Response: Capitulation
Rising interest rates have 
prompted a significant 
reallocation within fixed income 
portfolios, particularly among 
individual investors. Data 
suggests 2023 saw record inflows 
into money market funds, 
reflecting a flight to cash and cash 
equivalents (CDs, T-bills, etc.). 
This shift is understandable. In a 
historical context, unfamiliar since 
2008 which was a period of 
historically low rates, the 
traditional low-risk profile of cash 
and cash equivalents becomes 
more attractive. However, under 
more normalized monetary policy 
conditions, these instruments can 
act as a significant performance 
drag on overall portfolio returns. 
While the aversion to negative 
returns in the recent bond market 
downturn is a natural response, 
it's crucial to weigh the potential 
long-term opportunity cost of 
sacrificing potential bond market 
gains for the relative safety and 
comfort of cash equivalents.

Safety and comfort rarely lead to  

significant rewards in investing. 
A key insight to this truism is 
that investing is about the 
future, not the past. Just as 
writing off entire industries after 
a downturn can be a mistake, 
abandoning bonds in response 
to current conditions will prove 
to be shortsighted. For 
example, consider the tech 
sector in the early 2000s. Many 
investors lost faith after 
experiencing the deep pain 
inflicted on investors from the 
dot-com bubble burst. Yet, 
those who stayed invested were 
positioned to benefit from the 
subsequent rise of tech giants. 
A securities market reality is 
“reversion to mean over time”. 
There's a strong probability that 
bonds could stage a similar 
comeback, and after a few 
market head-fakes, we are very 
likely to be near that transition 
point.

• Potential for Improved
Returns: Despite the
recent pain, these same
conditions may pave the
way for future
outperformance.

To understand this shifting 
dynamic, let's revisit July 2020, 
the most recent peak for the 
bond market. At that time, the 
10-year Treasury yield stood at
a historically low of 0.64%.
Unlike equities, which are
primarily driven by future cash
flows and growth expectations,
the bond market is heavily
influenced by a well-
established mathematical
principle. This principle is
simply that the starting yield is
a powerful predictive influence
on total returns over a 5-10
year horizon, accounting for
roughly 90% of the expected
outcome. As industry leader
Daniel Ivascyn, CIO of Pimco,
stated on Morningstar's "The
Long View" podcast:

"The fixed income market 
offers a more predictable 
segment within the broader 
capital markets. High-quality 
bond portfolios, by virtue of 
their starting yield, generally 
establish a reasonable floor for 
returns over a five-year 
window. If such a portfolio is 
currently yielding 5%, 6%, or 

Continued on page 7
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Bonds could stage a 
similar comeback, 

and after a few 
market head-fakes, 
we are very likely to 

be near that 
transition point.

Contradictory realities confront 
insurance company fixed 
income decisions
The confluence of challenging 
realities:

• Recent Underperformance:
The bond market has

experienced a period of 
significant negative 
returns, presenting a 
difficult environment for 
insurers.
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even 7%, then there's a strong 
likelihood of achieving at least 
those returns over the next five 
years."

In July 2020, with such low starting 
yields, the outlook for robust future 
returns was indeed bleak. For 
meaningful gains to be achieved, 
yields would have needed to turn 
negative, a scenario typically 
associated with recessionary 
environments. Clearly, a change in 
the interest rate environment was 
necessary.

The Shift in Rates
The recent repricing within the 
fixed income market can be 
attributed, to a large extent, to the 
18-month Federal Reserve 
tightening cycle. This has resulted 
in a material rise in interest rates, 
potentially laying the groundwork 
for improved future returns in the 
bond market.

Volume 16, Issue 3 Page 7Summer 2024 Newsletter
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Bank of America Fund Manager Survey—
Fund Managers Expecting Lower Long-Term Rates (Dec. 2023)

Source: Morningstar

As the legendary Yogi Berra 
once quipped, "Predictions are 
hard, especially about the 
future." This sentiment certainly 
applies to the realm of interest 
rates. Notably, a Bank of 
America survey conducted at the 
beginning of the year revealed 
that a record-breaking 65% of 
fund managers anticipated a 
decline in rates by year-end. 
However, reality unfolded 
differently, with the 10-year 
Treasury yield experiencing a 
significant increase, rising from 
3.9% in December to 4.6% by the 
end of May. We, at CapVisor, 
along with many leading 
investment firms erroneously 
mistook the timing of the 
inception for a FED rate 
reduction cycle.

CapVisor Summary and 
Conclusions
With less than half of 2024 

remaining, the possibility of the 
Fed dropping rates soon is 
increasing. With this 
expectation, our fixed-income 
investment strategy mirrors 
our approach to equities and 
insurance portfolio 
management in general: 
diversification is key. Client 
portfolios should hold 
maturities across the fixed-
income spectrum—including 
short-term and intermediate-
term, and lengthening duration 
as may be appropriate given 
liability duration. However, 
intermediate-term bonds now 
present a more favorable risk-
reward balance, prompting us 
to recommend extensions to 
duration exposure when 
possible. 

Ideally, a nice position would 
be somewhere between the 
Intermediate Government 
Credit index (3.75 year 
duration) and Aggregate Index 
(6 year duration), again so long 
as ALM principles can be 
followed. As rates eventually 
start to drop, the added 
duration should provide a nice 
tailwind to returns. In 
situations where reserve 
assets are ample, new funds 
could be added to additional 
asset classes such as U.S. 
short-duration high-yield debt. 
This asset class typically has 
accelerating returns coming 
out of economic slowdowns, 
conditions we are now 

Continued on page 8
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Travis Terzer is headed to 
Cambridge, MD for the PAMIC 
Convention from August 4-6. We 
hope you stop by our booth!

The CapVisor team returns to 
Burlington, VT for the VCIA Annual 
Conference from August 12-14. 
Carl Terzer and Travis Terzer are 
exhibiting. 

Carl Terzer is attending the 
Bermuda Captive Conference on 
September 9 & 10. We look 
forward to seeing you there!

From September 17-19, CapVisor 
will be in Charleston for the SCCIA 
Annual Executive Educational 
Conference. Don't miss Carl 
Terzer's speaking session, 
"Leveraging Your Captive’s

Prior Success to Navigate an 
Uncertain Environment."

CapVisor is excited to exhibit at 
the NAMIC Annual Convention 
in Denver, CO from September 
22-25. Come see us!

Carl Terzer is moderating the 
session "Navigating the 
Investment Landscape: 
Strategies for Thriving Amidst 
Macro Volatility and Inflationary 
Challenges" at the CIC-DC 
Annual Conference in 
Washington, DC on October 9. 
We hope you stop by!

Carl Terzer is attending the 
TCIA Annual Conference in 
Nashville, TN from October 
28-30. See you there!

Carl E. Terzer
Principal & Editor in Chief 
CapVisor Associates, LLC

rate environment may not be our 
base case, current yields justify 
the associated risks. This 
uncertainty reinforces the 
importance of not relying solely 
on one scenario, but rather 
maintaining a diversified and 
adaptable investment strategy.

beginning to experience. 

The high bond returns 
experienced in 2018 and 2019 
were exceptional and should not 
be considered the norm, just as 
the recent negative returns are not 
indicative of future performance. 
Although a "higher-for-longer" 
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Upcoming Events

The CapVisor team will be at 
the Cayman Captive Forum 
from December 3-5. We look 
forward to seeing you there!

Connect with CapVisor on 
LinkedIn! We share interesting 
investment information, 
research and strategy advice, 
and announcements.  
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