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We hope this note finds you well, and that your holidays have been a blessing to you and your family.   

This quiet respite has afforded us an opportunity to reflect on the economy and financial markets, and 

we thought a market update was warranted given the Fed’s decision to raise rates.   

The market’s reaction to the rate rise was positive for the three days preceding the announcement (Dow 

+2.8%) and negative the two days after (Dow -3.5%).  This seesaw reaction had us asking ourselves, “Has 

the Fed been naughty or nice?”  In formulating our conclusion, we began by putting the liftoff into 

perspective… 

Coincidentally, this December’s 0.25% rate hike arrived seven years to the day from the last rate 

adjustment, which was a 0.25% reduction that brought the Fed Funds Rate down into an 

accommodative “Zero Interest Rate Policy” (the FOMC Fed Funds target range has been 0% to 0.25% for 

seven years). 

Federal Funds Target Rate versus Dow Jones Industrial Average 

 

 
Source: Schroders; Federal Reserve Board; Dow Jones & Company 

Unlike stock market cycles, which generally last between three and seven years, interest rate cycles can 

last for decades.  The last secular peak in interest rates occurred 34 years ago (September 1981) when 

the 10-year treasury yielded 15.8% (vs. today’s 2.2%).  While the Fed’s reversal of interest rate policy 

does not necessarily imply we are about to begin a 30-year period of higher trending rates, it has been 

10 years since the last Fed rate hike.  These campaigns by the Fed (easing/cuts or tightening/hikes) do 

tend to follow multi-move trending patterns (see table above). 
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So what does all this mean to financial markets and how does this impact our thinking? 

The S&P 500 bottomed on March 9, 2009, more than six-and-a-half years ago.  The catalyst for this sell-

off in stocks, from the prior peak in October 2007, was a real estate-induced debt crisis.  The Fed cut 

rates during this period to provide liquidity and cheaper financing to a system that had seized, and to 

inspire investors to favor growth assets (stocks) over cash and bonds.  The tripling of the S&P 500 from 

March 2009 lows and the recovery of the U.S. economy would attest to the success of the Fed’s efforts. 

S&P 500 Index: “Tripling” 

 
Source: J.P. Morgan 

In fact, as the economy worked through that debt crisis, many constructive things happened.  More 

prudent standards were applied to residential lending, which in turn normalized real estate prices. The 

U.S. consumer deleveraged and savings rates increased. Unemployment fell from a dangerously high 

10.0% (October 2009) to today’s level of 5.0%, which is close to “full employment” by some measures. 
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U.S. Unemployment and Wages 

Source: J.P. Morgan 

All of these factors were either contributors to, or by-products of, the domestic economic reality of the 

day, which is: we have enjoyed a period of modest economic expansion for the past five years.   

Normally, these periods of economic expansion would have inspired a more hawkish Fed.  This Fed has 

reacted more slowly than in the past.  This economic recovery has often been described as “anemic.”  

Generally, post-recession GDP growth has trended between 3% and 3.5%; this expansion has been, on 

average, a little more than 2%.  So the moniker fits (see table on page 4). 
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Given the width and depth of the 2008/09 debt-inspired crisis, the Fed did not want to act too quickly 

and tip the country back into a “double-dip” recession.   

With the benefit of hindsight, many market commentators are now suggesting the Fed may have waited 

too long.  At the conclusion of the prior Fed meeting (September), the Fed announced they were not 

raising rates and the market sold off rather forcefully.   There was a concern that the Fed may have been 

aware of softer-than-expected economic data that had not yet been released, causing them to hold off 

on a rate hike.  This theory was rebutted in subsequent Fed comments and equity markets recovered.   

December’s rate hike was universally anticipated and reflected the Fed’s confidence in the tepid 

economic recovery.  Fed Chair Yellen even suggested she expected “only gradual increases in the Fed 

Funds rate going forward,” being sensitive to monetary policy that could derail this recovery.   

Why then have markets been so volatile?   

For starters, with the exception of a series of strong employment reports, the economic data has been 

mixed.   Industrial production was reported to have fallen 0.6% in November, the largest decline in three 

years and a (single) data point that is inconsistent with economic expansion.  We have also witnessed 

continued weakness in commodity prices, which, if inspired by a lack of demand (vs. oversupply) could 

indicate economic deceleration.  There has also been some panic selling in certain areas of high yield 

and anything energy related.   
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Finally, informal surveys before December’s FOMC meeting suggested some regional Fed presidents 

(voting members of the FOMC) felt the pace of rate hikes should be swifter than Yellen’s “gradual” 

forecast.  Despite Chairwoman Yellen’s promise of slow, gradual, data-dependent Fed Funds rate 

increases, the FMOC participants’ own forecast (see dot plot below) indicates the potential for 

significantly higher rates in just one to two years.  This inconsistency just contributes to market 

uncertainty.  

FOMC Participants’ Assessments of Appropriate Monetary Policy 

 
Source: U.S. Federal Reserve  

So where does all this leave us? 

First, any reversal in Fed monetary policy is significant as it represents an inflection point in economic 

activity.  The old market adage “don’t fight the Fed” offers investors caution against risk assets during 

Fed tightening campaigns (which we have just entered).  This is ironic because economic expansion – the 

catalyst for higher rates - reflects prosperity and increased activity.  As a “forward-predictor” however, 

the stock market attempts to look beyond today and the adage suggests when things are good they can 

only get worse (or less good) in time. 

Given the anemic pace of this recovery, we believe Yellen’s comments likely reflect the pace of future 

rate hikes.  Historically, when tightening campaigns begin we have witnessed consistent rate hikes of 

25bp to 50bps in successive Fed meetings.  We believe that today’s Fed will likely be more measured in 

Inconsistency 



Page 6 of 6 

 

their approach.  Unless economic growth data becomes appreciably more robust, and results in greater 

inflation fears, there is little reason to raise rates quickly. 

Historically, investment returns have trended below long-term historical averages during these 

tightening campaigns.  While equity valuations today remain defensible, and stocks have outperformed 

bonds through past tightening cycles (especially in real terms, net of inflation), volatility can spike.  As 

such, we will be looking for selective opportunities to shift capital from investments that we believe 

have stretched valuations and may be more vulnerable to interest rate shocks.  We also want to take 

advantage of the potential entry points (buying opportunities) that panic selling may have provided to 

lock in higher yielding, high quality assets.   We plan to use rebalancing as a disciplined approach to 

maintain the appropriate risk profile as the investment environment changes. 

We apologize for interrupting the holiday season with an academic explanation of where we are and 

what we are thinking, but changes in Fed policy are meaningful and we felt an update was warranted. 

All the best in 2016. We look forward to seeing you in the new year. 

 


