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Hostage to the Threat of a Quarter Point 
 

he Fed announced on September 17th that short-term interest 
rates would remain at zero. Although it diminished as the Fed 

meeting grew closer, there had been widespread speculation that 
this would be the quarter point increase markets have nervously 
awaited ever since Ben Bernanke hinted at a monetary policy inflec-
tion point in May 2013. Instead we wait for the next Fed meeting 
later in October. 
 
The delayed arrival is no huge surprise. As we’ve written before, we 
think the Fed understands where they currently are most effective 
(heading off inflation if the economy overheats) and least effective 
(stimulating a lifeless economy). Here we discuss the deliberations 
of the Fed and work through what it might mean to investors when 
that dreaded quarter point arrives.  
 
The Inflation Mandate  
 
One of the Fed’s two jobs is to manage the pace of inflation in the 
economy. Management has been unnecessary recently: both energy 
and import prices have weakened thanks to the collapse in the oil 
market and the strong dollar respectively. At a year over year pace 
of 1.3%, there is quite a bit of room for prices to grow before the 
Fed starts to fidget. They are shooting for 2%, a level not exceeded 
since October 2008. Note we are citing personal consumption ex-
penditure (PCE) inflation here, their preferred measure, rather than 
the more familiar consumer price index (CPI). 
 
In their post-meeting statement, the Fed acknowledged the help 
from oil and the dollar but note that these effects are transitory (the 
year over year change in the oil price for instance starts to level out 
in early 2016 assuming we stay in the high $40s). So we may see a 
pickup next year. But perhaps the more likely catalyst to get infla-
tion to target or beyond is a tightening labor market – this is the 
other half of the Fed’s fiefdom. 
 
The Full Employment Mandate 
 
Former Fed Chairman Ben Bernanke, writing in the Wall Street Jour-
nal on October 4th, had the following to say about a complicated 
jobs picture: 
 

Reasonable people can disagree on whether the economy 
is at full employment. The 5.1% headline unemployment 
rate would suggest that the labor market is close to nor-
mal. Other indicators—the relatively low labor-force par-

ticipation rate, the apparent lack of wage pressures, for ex-
ample—indicate that there is some distance left to go. 

 
There is evidence that certain sectors of the economy are rapidly 
hiking wages to win battles for talent. But in the Fed’s view there is 
a broad underutilization of labor resources that has diminished this 
year but not yet reached equilibrium. The September employment 
report, a disappointment in terms of jobs added (142,000) and prior 
month revisions (22,000 drop in July and 37,000 drop in August), 
weakened the full employment case. Weighing benign inflation, not 
quite full employment at the national level, and uncertainty sur-
rounding a slowing Chinese, and therefore global, economy, the 
Fed’s vote for caution seems the least disruptive option.  
 
Where Does the Fed Go From Here? 
 
The easiest way to answer the question is to ask them. Most mem-
bers of the Committee feel that the fed funds rate will approach 
0.5% by the end of the year (they have two meetings remaining at 
which to execute on this). There is a wider range of expectations for 
2016: about 1 to 3% if you exclude the outlier member who believes 
rates should be negative until 2017. Over the long run the Commit-
tee believes that rates should settle between 3 and 4%, levels con-
sistent with an autonomously growing economy. 

 
You might also ask academia. Perhaps the most famous monetary 
policy guideline from the ivory tower exhorts the Fed to tighten 
faster. Figure 1 shows the Taylor rule, devised by John Taylor of 
Stanford University. He suggested the fed funds rate should reflect 
a neutral level adjusted upwards (downwards) proportionally to 
counter above (below) target inflation and below (above) target un-
employment. Today’s rate of nearly 3% reflects the fact that the la-
bor market, as measured by unemployment, is near target while in-
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Figure 1: The Taylor Rule
Source: Bloomberg, rates in %
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flation is slightly below. It also suggests that the Fed should get on 
with rate increases as current policy makes money so inexpensive as 
to risk inflating bubbles. 
 
What Kind of Disruption Does This Cause? 
 
The technical answer relates to how the shape and level of the yield 
curve changes. Investors often demand what is called a term premi-
um, or additional yield, to lend to the government for longer peri-
ods of time. This means the yield curve, which shows the yield of a 
government bond for key maturities, usually steepens as the plot 
moves to the right, or moves to longer loan periods. Figure 2 shows 
today’s yield curve in blue which happens to follow such a pattern. 

 
Now there are many ways the shape and level of this curve can 
change. We single out two for further examination. The red line 
shows a “hypothetical flat” curve. If a year from now the curve 
looked like this that would mean the short-term rate increases engi-
neered by the Fed (left side of the curve) would leave the intermedi-
ate and longer term maturity yields unchanged. This would be a 
positive for bond investors. Their biggest fear is the red line moving 
significantly above the blue line in the middle to right side of the 
graph thus driving down the value of their bonds. 
 
This dreaded yield environment is represented by the “hypothetical-
ly elevated” green line. Short-term rate increases boost longer term 
yields commensurately. This is the disruptive scenario – bonds mark 

down, a temporary impairment if held until maturity, but the overall 
portfolio value would decrease nonetheless. The further right you 
go on the yield curve, the greater the damage. A thirty year bond, 
for instance, might lose 40% of its value. 
 
So Why is the Market a Hostage? 
 
It’s important to remember that the Fed controls only short-term 
interest rates. They stopped purchasing longer term debt when their 
quantitative easing program wrapped up last year. They theoretically 
could do so again but the market may interpret that as a huge nega-
tive; it would run counter to their carefully tailored message of 
steady economic improvement. 
 
Swings in the intermediate and longer term parts of the yield curve 
will be heavily influenced by foreign and private sector supply and 
demand dynamics. For instance, the Wall Street Journal reports that 
foreign entities, led by China, have sold a huge amount of govern-
ment bonds - $123 billion in the twelve months to July. The private 
sector might view a quarter point increase as a catalyst for yields to 
reprice higher across the curve. A quarter point isn’t much but it 
may be a tipping point. 
 
What to do About It? 
 
There are a few logical responses in this environment. You can po-
sition yourself in shorter term bonds, especially if you believe we are 
headed to the green line. That will allow you to buy into higher 
yields quickly as your existing bonds mature sooner. If you believe 
the red line is our destination, you can stay invested in intermediate 
bonds and enjoy the higher coupons. If you think both are possibili-
ties, you spread your bond exposure across some combination of 
these approaches. 
 
We probably sound like a broken record on this topic by now, but 
we reiterate that the most logical response is to get creative. We be-
lieve you can get similar diversification benefits with more attractive 
insurance-linked bonds, for instance, and higher return opportuni-
ties in private credit channels, if appropriate for the investor. Higher 
rates are a good thing – they signal economic health – but investing 
around them requires thoughtful approaches.   □ 
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Figure 2: Yield Curve Hypotheticals
Source: Bloomberg for 10/8/2015 curve, rates in %
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