
U.S. FEDERAL RESERVE INTEREST RATE HIKE COMING SOON?

It is expected (and all over the news) that the U.S. Federal Reserve (the Fed) will increase short-term interest rates by .25% (from 
near 0%) when it meets on December 16, 2015. If it happens, this will be the first change in short-term interest rates by the  
Fed since they cut rates to near zero seven years ago. What impact will this have on investors, the markets, interest rates, and  
the economy?

First, a Fed interest rate increase may not actually happen in December. 
Fed Chairwoman Janet Yellen has been promising a rate increase for years, 
but continues to find new excuses not to follow through, and keeps chang-
ing the criteria for a hike. It seems as though she has a bias against raising 
rates, because any subsequent decline in stocks or the economy would likely  
be blamed on her. U.S. economic growth is weak enough and inflation is  
low enough that the Fed may once again chicken out on a rate increase in 
December.

Increases in interest rates by the Fed will 
be very gradual, and are unlikely to be very 
significant over the next year or two. Ms. 
Yellen has indicated that interest rate increases may occur at a rate of one percent per year. 
Future rate hikes, after the first one possibly in December, will still be “data dependent” based 
on the ongoing strength of the economy and inflation rate. The factors causing low interest rates 
(low inflation, slow economic growth, low productivity, and aging demographics) may persist 
for some time. Japan has had low interest rates under these conditions for over twenty years. 

We believe that keeping short-term interest rates near zero percent is probably not the correct move by the Fed any more. The 
zero percent interest rate was initially set in crisis conditions during the great recession of 2008. We probably don’t need crisis-
level monetary policy seven years later. The longer the Fed stays at zero percent interest rates, the more likely they will create asset 
price bubbles and other dislocations in the financial markets that generally end badly. One other benefit of raising interest rates 
now (from zero percent) while the economy is doing OK, is to have room for a future rate cut, if needed.

We don’t expect significant changes in the financial markets or the economy if the Fed increases interest rates by .25% in Decem-
ber, as that is still an extremely low interest rate. Such a small change will not really affect consumers, investors, or the economy. 
In addition, an interest rate increase has been highly telegraphed and it will not be a surprise to anyone. This may be the most 
widely anticipated Fed rate hike in history. Financial markets tend to react (or overreact) when the news is a surprise, not on widely 
expected announcements or changes like this one. 
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Keep in mind that the Fed only directly controls the shortest of interest rates, the federal funds rate. That is the rate that banks 
charge each other for overnight loans. Longer term interest rates are determined by the financial markets and investors, not  
the Fed. Changes in the federal funds rate can affect interest rates on things such as mortgages, car loans, credit cards, and  
personal loans. People and companies who have variable interest rate debt will be negatively affected by higher short-term inter-
est rates. Savers and investors who have money invested in money market funds and CDs will benefit from higher short-term 
interest rates.

It is not clear whether U.S. intermediate and long-term interest rates will be higher or lower a year from now. Over the next year, 
interest rates (and bond returns) will likely be determined by the relative strength of the U.S. economy and the level of inflation. 
U.S. economic growth well above the 2% current run rate will likely result in higher interest rates (and lower bond returns), and 
growth well below 2% will likely result in lower interest rates. Interest rates in the U.S. are already well above those of most other 
major developed countries. The ten year government bond yield in the U.S. is currently 2.26%, nearly double the average of 
France, Germany, Italy, Japan, Spain, and the U.K. at 1.15%. Our interest rates could drop by half a percentage point over the next 
year and still be well above those of other developed countries.

We believe that a series of Fed interest rate hikes over the next two years 
could be neutral or negative for the stock market. The U.S. stock market has 
performed very well and undoubtedly benefited over the past seven years 
from massive monetary stimulus (quantitative easing) and zero percent 
short-term interest rates. The stock market party has been great, but now 
the Fed has begun to take away the punch bowl. After many years of steady 
increases, the U.S. stock market coincidentally stopped going up significantly 
in the fourth quarter of 2014, the same time the Fed stopped its quantitative easing (QE) monetary stimulus program. Histori-
cally, global stocks performed well in the year after the first Fed interest rate hikes in 1999 and 2004, when the pace of tighten-
ing was steady and predictable. Stocks did not perform well following the initial tightening in 1994 when the Fed surprised the 
markets by hiking rates faster than expected. Historical comparisons may not be helpful because of the small number of data 
points and the dramatically larger amount of monetary stimulus ahead of the Fed tightening this time. Stocks could continue to 
perform well over the next year in spite of the Fed hiking interest rates, if they are raising rates due to stronger than expected 
U.S. economic growth.

Our best guess is that an interest rate increase by the Fed in December could cause an increase in short term volatility in the 
stock market, but over time it is unlikely to have a significant effect on the financial markets or the economy. The amount of  
the increase is too small, and the hike is widely expected and already priced into stock and bond prices. The media is acting like 
the pending Fed rate decision is the most important thing related to your portfolio. We do not agree. We do not see this possible 
rate hike as a reason to change our investment strategy or positioning. Our bond portfolios are already tilted towards higher qual-
ity bonds and those with intermediate or short-term maturities, which are less affected by rising interest rates.
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