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Faster Fed = Bear Market? Or,
Higher Yields = Bonds Are Great Again?

As expected, the Federal Reserve hiked its Fed funds target rate on December 14, 2016, by 25 bps to a
range of 0.50% to 0.75%. Additionally, it boosted the expected course of future rate hikes, including an
increase in the expected rate hikes in 2017 from two to three. Why the changes to the expected rate hike
trajectory, and more importantly, what does it mean for the bond market?

The U.S. economy has continued to move towards full employment, and inflation has continued to rise
towards the Fed's 2% target. As a result, the Fed is reducing the amount of monetary accommaodation by
raising rates.

While Fed Chair Yellen said that its forecasts for the economy and for policy included some expected
impact of fiscal stimulus, the fact of the matter is that there is a high degree of uncertainty about the
actual policy changes that will be implemented by the incoming administration. This was perhaps mirrored
by the fact that the Fed's forecasts for the economy and policy were only marginally higher than its
September forecasts. This leaves the possibly that the Fed may need to revise its forecasts higher if
stimulus measures that are more aggressive than expected are in fact implemented in the coming
quarters.

With expectations for economic growth and Fed rate hikes having risen since the election, bond yields
have moved higher across the curve—up over a percentage point on the 10-year yield since mid-year—
suggesting the markets have effectively priced in a permanent upward paradigm shift. While these
expectations may amount to a plausible scenario, it nonetheless seems overly optimistic as a base case.

While the expected fiscal stimulus of the incoming government may very well boost U.S. growth over the
next few years, looking further out, the over-arching fundamentals of an aging demographic, high levels of
indebtedness, and waning productivity, not just in the U.S., but across a wide swath of the developed
world, have not disappeared and are therefore ultimately likely to reassert themselves. The slack growth
fundamentals just described, combined with the substantial excess capacity across much of the
developed and developing world, seem likely to cap long-term interest rates.

So while we can't be sure where the current selloff will end, it nonetheless appears to us that we are
overshooting fair value at this point. Furthermore, we see ample opportunities in fixed income for
potentially boosting return via sector allocation into the non-government spread sectors, including
investment grade and high yield corporate bonds, emerging market debt, and structured products.

In short, when viewed in the rear view mirror, we believe the increase in yields will more likely be seen as
a buying opportunity and not a signal to run for the hills.
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