
Investment decisions rely in great part on the cost of money, the Federal 
Reserve’s Discount Rate, as the short term risk free rate of return impacts 
valuation, as well as expectations of investment performance. For this 
reason, monetary policy is crucial to all investment decisions which 
explain the obsession and volatility of markets as we approach each 
Federal Open Market Committee (FOMC) meeting and the potential of 
a change in monetary policy. Will they hike rates or not?

Why Hike Rates?

Economic theory states that when monetary 
policy is too accommodative (low interest 
rates) for too long, it leads to under-
valuation of risk and adverse selection of 
investment alternatives. The loose monetary 
policy of the early 2000’s is considered a 
principle cause of the financial crisis. The 
quest for yields that led to the creation of 
sub-prime and alternative mortgage products 
in the last decade is now inflating value of 
assets with S&P 500 trading at 18 times 
earnings, an expected yield of 5.5% against 
the historical average of almost 8% over the 
last 50 years. Real estate valuations have 
also skyrocketed with cap rates (the expected 

rate of return based on current net operating 
income) for properties in gateway cities running 
at 4%, and a prime building in New York City 
reported selling for over $100 million and a cap 
rate of 1%. This means investors are willing to 
accept a meager return of only 1% for the risk 
of owning this property. Likewise, works of art 
are breaking record prices at recent auctions. 
Good value? A bubble? It is all in the eyes of 
the beholder and their valuation, based on a 
0.25% discount short-term rate and a 2.66% ten 
year risk free rate and expectations that these 
will not rise throughout the period. 

Conventional monetary policy aims to 
manage financial stability through the FOMC 
manipulation of the short-term discount rate 
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at which the Fed’s will lend funds to banks needing liquidity. 
When the Fed needs to stimulate the economy they lower the 
discount rate (short-term rate), and when they need to slow the 
economy they increase it. The justification used by proponents 
of a rate increase now is that with the discount rate at 0.25% 
the Fed lacks leverage to stimulate the economy in the event of 
another financial crisis. How critical is this consideration?

Why Not Hike Rates?  

Janet Yellen, the Chair of the Federal Reserve, has repeatedly 
stated that Fed monetary policy is data dependent and aims to 
comply with their congressional mandates of full employment 
and financial stability (low inflation). Proponents of rate hikes 
point to the 
unemployment 
rate being down 
to 5.6% and 
the economy 
growing at an 
expected rate 
of 3%; they 
claim that the 
economy is 
strong enough 
to withstand a 
rate hike and 
alleviate the 
long-term risks 
of an overheated 
economy, higher 
inflation and 
economic bubbles.

However, close analysis of current data is concerning. GDP 
for 2014 resulted in only 2.42% growth, while the Fed’s early 
projections were for 3 - 3.5%. The following aggravate the 
issue: 

•	 GDP for the first quarter (Q1) of 2015 was -0.7% 
•	 Household and business spending have slowed 
•	 Employment growth has slowed in Q1 from an aver-

age of 280K/month to 218K/month 
•	 We are experiencing cyclical weakening in labor mar-

kets 
•	 Wage growth is minimal 
•	 Productivity continues at only 0.5% per year (the low-

est rate in 30 years) 
•	 Import prices have dropped as a result of the appre-

ciating dollar

•	 Inflation has dropped to a Core Consumer Price Index 
(CPI excluding food and energy) and Core Personal 
Consumption Expenditure (PCE index excluding food 
and energy) of 1% a year 

•	 S&P 500 expects earnings to increase by a mere 1.5% 
this year 

•	 The labor participation rate has barely budge at 63% 
(the lowest since 1979) 

•	 Short-term expectations are for a continued apprecia-
tion of the Dollar and a drop in the price of oil to $50/
barrel, both significant deflationary catalysts.

I agree with Janet Yellen; this data is not what I would base a 
rate hike on.

The data show 
no signs of 
inflation, a lot 
of uncertainty 
about the 
future, and 
unemployment 
statistics are 
a very poor 
measure of 
employment 
or the health of 
the economy. 
The way the 
labor statistics 
are compiled, 

you are not counted as unemployed unless you lose a job and 
are actively looking for one; by these standards new entrants to 
the work force not finding jobs are not counted as unemployed. 
Ironically, if the economy improves and job prospects are 
ample, unemployment measures would increase as more 
unemployed workers would be searching for jobs.

Who Wants a Rate Hike?

You will notice that the loudest cries for a rate hike comes 
from money managers, broker dealers, pension funds, and 
bank economists; all of whom have a created interest in higher 
rates. This would allow them to increase their returns without 
increasing their risks.

The International Monetary Fund (IMF), the World Bank, 
S&P 500 Companies, Major Exporters, Manufacturers, Small 
Businesses and people involved in the real economy like 
Warren Buffet, have publicly called on the Fed to not raise 
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interest rates, stating that the U.S. and Global Economies are not 
ready to absorb a rate hike. A removal of accommodation by the 
Feds now could cause another global financial crisis.

Why the Feds Will Not Hike in 2015

1) There is 
no justifi-
cation for 
the Feds to 
hike rates 
under the 
present 
conditions, 
based on 
the man-
date for 
financial 
stability 
and full 
employ-
ment.
 

2) Janet Yel-
len has de-
clared that 
the Fed’s 
monetary 
policy is 
data de-
pendent. 
When you get granular with the data and use it for 
illumination rather than support of any particular posi-
tion, it is clear that there is a lot of risk to the economy 
short-term by hiking rates early.

3) Proponents of the rate hike suggest starting with a 
0.25% increase in rates and stop to see its impact. The 
problem is that such a low increase in rate would be 
irrelevant in terms of increasing the Fed’s available 
tools to respond to another financial crisis. The Fed 
has shown to be very innovative in developing tools to 
respond to a financial crisis that have been far more 
effective than a 0.25% rate margin. An early rate hike of 
0.25% is no justification for the risk it entails.

4) A rate hike carries the potential of creating a global fi-
nancial crisis of its own. A rate hike would be interpret-
ed by markets as the beginning of a series of rate hikes 
with higher rates to come. This would impact the cur-

rent valuation of all assets as you increase the rate 
at which you discount future cash-flows. Consider 
that the bond market is a $9 trillion market; the im-
pact of a 0.25% increase on a 10 year coupon bond 
represents a 2.41% reduction in its present value. 
This rises to a reduction of 7% on the present value 

of a similar 30 
year bond. As 
you forecast 
additional sub-
sequent hikes, 
the reduction 
in present valu-
ation becomes 
significant and 
impactful unless 
we can experi-
ence a higher 
rate of econom-
ic growth.

5) Re-
valuing bonds 
using a higher 
discount rate, as 
well as all assets 
and equities, 
would create 
a mass rush 
to exit those 
positions with 

major impact on prices. A recent study calculates 
that the loss of market makers in the bond market 
due to the loss of 300-400 broker dealers a year for 
the last 5 years, combined with a massive reduction 
in market making activities by banks in this sector 
due to Dodd-Frank and other regulations, has re-
duced the capacity of bond liquidity significantly. The 
market making capacity of the bond dealer network 
has been reduced from $200 billion/day without ad-
versely impacting price discovery before the financial 
crisis to $80 billion/day now. There simply will not be 
enough market access to match buyers and sellers 
of bonds in liquidating mode. This will create signifi-
cant mispricing and wider losses.  In response to this 
issue, today the IMF suggested that Central Banks 
would have to serve as market-makers of last resort; 
adding intervention on top of intervention, more 
uncertainty, and mispricing. This would not end well.

6) Everyone is aware of the long-term risks posed by 
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too accommodative monetary policies for too long. 
But likewise, raising interest rates too early poses the 
risk of a short-term financial crisis. The latter, in my 
opinion, far out weights the potential long-term risk 
of inflation and bubbles which the Feds have proven 
very able to manage. Since the long-term is made-up 
of many short-terms, my inclination is to prioritize the 
short-term threats and use other tools to managing 
the long-term risk to the economy.

The Feds Will Not Hike Rates Unless…

In my opinion, it would take a dramatic increase in inflation 
above the 2% Fed target, or a significant increase in the labor 
participation rate with an increase in the number of weekly 
hours worked reported and perhaps some wage increases, 
to force the Fed to hike rates in 2015. I see a very small 5% 
probability of this congruence of events happening during the 
rest of the year. The Federal Funds Rate Futures agree with 
my assessment and the behavior of the bond market since the 
announcement of the FOMC meeting on June 17 corroborates 
my forecast. 

I disagree with the consensus that the Feds will hike rates at 
their September meeting (some go as far as forecasting two 
rate increases this year). Not only does the current data not 
support the action in my view, but expectations of a potential 
financial crisis due to Greece exiting the Eurozone, a strong 
Quantitative Easing (QE) response from the European Central 
Bank resulting in a revaluation of the dollar,  an expected drop 
in oil prices back to $50/barrel in Q4, lower earnings and lower 
guidance from S&P 500 companies are just of a few of the 
potential shocks that will reduce the prospects for increased 
inflation and increase the prospect for a slowing economy, even 
during the most economically active half of the year. 

The one objective the Fed’s accommodative monetary 
policy has accomplished is a booming equity market and a 
positive wealth effect among the investing class. September 
and October have traditionally been considered the worse 
performing months for the equity markets. This is the time of 
the year when S&P 500 companies close their books, budgets 
are finalized and tax planning for the year begins. These are 
normally very volatile months. A Fed rate hike at this time 
with negative cyclical forces at work, companies issuing 
lower guidance for 2016, reporting earning growths of as 
little as 1.5% for 2015 and lower future earnings guidance 
would be a catalyst for a precipitous correction in prices and 
general market repositioning.

A rate hike would have to happen at an FOMC meeting 
when a press conference by the Chair is scheduled. After 
the September meeting, the next FOMC meeting with a 
scheduled conference is in December. I consider it very 
improbable that the Fed would hike interest rates during 
Christmas.

While maintaining current accommodation by the Feds 
may increase risks of overvaluations, asset bubbles, and 
adverse selection, the impact of this long-term risk pales 
in comparison with the impact of a premature rate hike in 
the short-term. I believe the current Federal Reserve, with 
the most dovish composition of governors seen in decades, 
will attempt to influence rational valuations by suggesting 
a hike is possible anytime and hoping it will dissuade 
exuberant speculation. The Fed must maintain the window 
of opportunity open longer in order to allow time for fiscal 
policies to make the structural reforms the economy needs for 
sustain long-term economic growth and prosperity.
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