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•  Fellow

US Rate rise
We expect the Federal Reserve (Fed) to raise short-term interest 
rates in 2015 – but probably not before September. Technological 
advances are set to keep dampening wage growth and inflation, 
reducing the need for the Fed to raise short-term rates as quickly 
and as high as in past tightening cycles.

The longer the Fed waits, the greater the risk of  asset price 
bubbles – and subsequent crashes. Years of  easy money have 
inflated asset valuations and encouraged look-alike yield-seeking 
trades. A glut of  excess bank reserves and the rise of  non-bank 
financing mean the Fed’s traditional tools for targeting short-term 
rates have lost their potency. We expect the Fed’s plan for ending 
zero rates to work, but do not rule out hiccups.

The impact of  any US rate rises on long-maturity bonds is 
crucial. We suspect the Fed would prefer to see a gentle upward 
parallel shift in the yield curve, yet it has only a limited ability to 
influence longer-term rates. The absence of  a steady buyer in the 
US Treasury market will start to be felt in 2016.

We see the yield curve flattening a bit more over time due to strong 
investor demand for long-term bonds. Demand for high-quality 

liquid fixed income assets from regulated asset owners alone (think 
insurers and central banks) is set to outstrip net issuance to the 
tune of  $3.5 trillion in 2015 and $2.3 trillion next year.

The forces anchoring bond yields lower are here to stay – and 
their effects could last longer than people think. Yet yields may 
have fallen too far. Bonds today offer little reward for the risk of  
even modestly higher interest rates or inflation. A less predictable 
Fed, rising bond and equity correlations and a rebound in 
eurozone growth could trigger yield spikes.

Asset markets show rising correlations and low return for risk, 
our quantitative research suggests. We see correlations rising 
further as the Fed raises rates. We are now entering a period 
when both bonds and stocks could decline together. Poor trading 
liquidity could temporarily magnify any moves.

Overseas demand should underpin overall demand for US fixed 
income, especially given negative nominal yields in much of  Europe. 
Credit spreads look attractive – on a relative basis. US inflation-linked 
debt should deliver better returns than nominal government bonds 
in the long run, we think, even if  inflation only rises moderately.
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The Fed is ending years of  zero rates – at a time when other 
major central banks are going the opposite way (more than 20 
central banks have cut rates so far this year). This is an unusual 
situation. The impact of  the start of  the rate-rising cycle is 
underappreciated, we believe. Complacency is high among many 
asset owners who have benefited from the greatest carry trade 
in history, the $5 trillion-plus expansion in central bank balance 
sheets since 2008. We are in uncharted territory.

Current US wage and inflation data bear 
limited resemblance to conditions at 
the start of  the three most recent Fed 
tightening cycles. There are good reasons 
for this: the impact of  a weak post-crisis 
recovery and technological advances have 
depressed both. Yet the unemployment 
rate stands at a similar level as in 2004 
– the last time the central bank started 
raising rates. See the first row of  the 
table below.

Central banks have dominated markets 
by buying up long- duration, high-quality 
liquid assets in return for cash.

The resulting shortage of  high-quality 
assets has lowered corporate bond yields 
and, in turn, encouraged equity shortages 
created by debt-funded buybacks and 
mergers. Private equity and real estate 
valuations are soaring on overheated 
markets and easy credit. 

US Treasuries trade at historically low 
yields and offer almost no term premium 
(compensation for the risk that interest 
rates rise faster than expected; see pages 
8–9). Yet they look like great value 
compared with German bunds. See the 

table’s second row. Credit spreads are not pricey on a relative 
basis versus the past (the third row).
Earnings yields of  major stock indexes are at similar levels to 
previous tightening cycles, except that Japanese equities currently 
offer better value than in the 1990s. Other markets give very 
different readings. The dollar has rallied much more in the past 12 
months in anticipation of  the Fed’s tightening – and given loose 
monetary policies elsewhere. Oil prices in the past year have seen 
a slide more precipitous than any year since the 1980s.

The Fed has a window of  opportunity to raise interest rates. 
Markets are pretty stable, US employment is growing at a steady 
clip, and other central banks – led by the Bank of  Japan (BoJ) 
and European Central Bank (ECB) – are flooding global markets 
with liquidity. The BlackRock US Employment Index – our gauge 
of  10 key labour market indicators – has risen back to pre-crisis 
levels. See the chart below:

To be sure, inflation today is much lower than in 2006. Yet zero is 
the wrong number for short-term rates, we believe. 

Zero may also be a dangerous number. The Fed’s highly 
accommodative monetary policy has inflated asset values across 
global markets. The longer the Fed leaves its target rate at zero, 

the greater the chance of  asset price bubbles – and eventual 
crashes. Modest rate rises would merely take US monetary policy 
to very stimulative, down from ultra-stimulative.

Fed funds futures currently point to a mere 8% chance of  a June 
rate rise (versus over 60% back in December 2014) – and have 
fully priced in a rate rise by year end. We do not rule out a rate 
rise in June but think September is more likely.

The US economy is once again underperforming expectations 
(as it has in the first quarter of  the past five years). The Fed, 
therefore, has stated it wants to see two things before it is ready 
to push the launch button:

Zero is the Wrong Number

Timing of  rate rise

THIS TIME FEELS DIFFERENT

Economic and market indicators at start of rate rising cycles, 1994–2015

1994 1999 2004
May 21, 2013 

‘Taper Tantrum’ 
2015

ECONOMICS
US unemployment 6.6% 4.3% 5.6% 7.5% 5.5%

Core PCE inflation 2.3% 1.4% 2% 1.3% 1.4%

Hourly earnings growth 2.8% 3.7% 2% 1.9% 1.8%

GOVERNMENT BONDS
US 10-year yield 5.7% 5.8% 4.7% 1.9% 2%

Yield curve (10-year minus two-year) 160 25 212 171 143

Term premium 2.1% 1.4% 2% 0.4% -0.1%

US 10-year spread vs. bunds -6 159 37 55 179

CREDIT AND EM BOND SPREADS
US investment grade 67 107 93 122 121

US high yield 329 458 402 418 437

Emerging market dollar debt – 1,013 496 285 376

EQUITY VALUATION (EARNINGS YIELD)
S&P 500 6.8% 4.2% 6.2% 7.3% 5.8%

Eurostoxx 5.4% 4.8% 8.2% 8.6% 6%

MSCI Emerging Markets 4.7% 5.3% 11.3% 9.9% 8%

Japan Topix 1.5% 1.8% 5.9% 6.6% 6.5%

US DOLLAR AND COMMODITIES
US dollar index (12-month change) 2% 2% -5% 3% 20%

Oil price (12-month change) -22% 9% 38% 3% -43%

Sources: BlackRock Investment Institute, Thomson Reuters, JP Morgan, Barclays and 
MSCI, 28 April 2015. Notes: yield curve and spreads are in basis points. Historical yields 
are not indicative of  future levels.
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Market impact
QE has created asset shortages. This is feeding an appetite for 
lower-quality bonds, bond-like equities, real estate and private 
equity. Leverage is rising. The longer this lasts, the riskier. A sell-
off  triggered by an unwinding of  leverage and magnified by poor 
liquidity could sink many boats.

US bond yields rose – although most of  this movement came 
after the Fed’s first rate rise. The biggest bond sell- off  was in 

1994, when the Fed surprised markets by raising rates much faster 
than expected.

Global equities performed well in the year ahead of  the first rate 
rise in a tightening cycle – and extended those gains in the year 
thereafter (except in 1994). Bottom line: equities performed well 
before and after the rate rise when the pace of  tightening was 
steady and/or predictable (1999 or 2004).

BACK TO WORK

BlackRock US employment index, 2005–2015

1. Solid jobs growth: the US economy has generated an average 
of  260,000 jobs per month over the past year. Jobs growth has 
been pretty steady (despite a March blip) – and it is hard to see 
this trend changing any time soon. This argues for raising the 
short-term rate sooner rather than later.

2. A trough in inflation: falling oil prices and the strong US dollar 
have dampened headline consumer price index (CPI) inflation 
– and have even dragged long-term inflation expectations 
lower. The Fed’s preferred core inflation gauge – personal 
consumption expenditures (PCE) – stood at just 1.4% in 
March. This is well below the central bank’s 2% target.

The Fed has said it does not expect to see inflation hit its target 
before raising rates. The effects of  an ageing population and 
rapid technological innovation are suppressing inflation and 
nominal growth. Goods prices have been stagnant over the past 
five years, dragging overall inflation lower.

Source: BlackRock Investment Institute, March 2015. Notes: other includes household employment, hires rate, quits rate, openings rate 
and the vacancy-tounemployment ratio. The U-6 unemployment rate includes those who are seeking full-time work but have settled for a 
part-time job, as well as those who are not actively looking for work but have indicated they want a job.

Source: Black Rock Investment Management May 2015
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The 2015-16 Australian Budget
Key budget measures
As always, many of  the key measures have already been pre- 
announced or leaked. The goodies include:
• More generous child care payments;
• Lower taxes and increased deductions for small business;
• Increased infrastructure spending in northern Australia. 
New spending has been offset by various savings, including:
• A lowering in the asset test for the pension and an increase in 

withdrawal rates;
• Measures to cut tax avoidance by multinational companies;
• Extension of  the GST to digital downloads from offshore;
• Dropping the proposed Paid Parental Leave scheme – 

announced pre-budget; and
• The Government is also tying the child care expansion to the 

Senate passing some of  last year’s family welfare cuts.

With the Government offsetting all new spending with savings, 
the actual policy impact on the economy this year and next 
is trivial. See the red figures in the table above. However, the 
projected decline in the budget deficit in the years ahead (as 
revenue flows improve with the economy and some of  last year’s 
measures put a lid on spending growth) means that fiscal policy 
will still be acting as drag on growth.

Implications for Australian assets
Cash and term deposits – with interest rates expected to remain 
low for an extended period, returns from cash and bank term 
deposits are expected to remain very low at around 2%.
Bonds – a major impact on the bond market from the Budget is 
unlikely. With five year bond yields at 2.4%, it’s hard to see great 
returns from Australian sovereign bonds over the next few years.
Shares – the potential boost to confidence from this Budget 
could be a small positive for the Australian share market.
However, it’s offset by the ongoing drag coming from fiscal 

policy. Overall, the Budget’s impact is unlikely to be huge. Stocks 
that benefit from infrastructure and child care spending may be 
beneficiaries.
Property – the Budget is unlikely to have much impact on 
property markets where the dominant impact remains very low 
interest rates. Expect further modest gains in most cities although 
momentum may slow over the year ahead in Sydney.
The Australian dollar – the announcements in the Budget alone 
are not radical enough to have much impact on the $A. With the 
commodity price boom fading, the interest rate differential in 
favour of  Australia having fallen and the $A still too high, the 
trend in the $A is likely to remain down.

Concluding comments
The 2015-16 Budget with its more measured & fairer approach 
goes some way to undoing the hit to confidence from last year’s 
budget debacle. However, risks remain around the revenue 
assumptions, when we will get back to surplus and the Senate.

Source: AMP Capital May 2015


