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The year of the unexpected might be a tame description for 2016.  Financial markets had their share of 
surprises, but perhaps one of the most perplexing was fixed income markets’ extensive experimentation with 
negative rates.  In the U.S. we had brief periods of negative rates for short term treasury bills in 2015, but after 
the Brexit vote in June, monetary authorities were forced to contemplate that possibility.  In Europe and Japan 
the majority of government bonds had negative yields during the year.  This occurred because of central bank 
policies at a time of weak global economic growth.  By the fourth quarter of 2016, we believe the world’s major 
central banks realized negative rate policies were not generating the desired economic results.  The November 
U.S. election and, now, likely enactment of decidedly pro-growth policies have triggered a move higher in rates, 
especially in longer term government bonds. 
 
We have opposed the subsidization of interest rates through quantitative easing and negative policy rates.  
When investment decisions are made relying on subsidized rates, capital will likely be misallocated leading to 
economic distortions, like excess government debt.  In our 3Q 2013 letter we wrote that the Fed should follow up 
on its initial tapering of quantitative easing with further withdrawal of excessive stimulus.  Instead, the Fed 
balked because various markets, including long interest rates, reacted negatively.  Three years later global 
economic conditions took yields in 44.3% of developed government bond markets into negative territory.  It 
would be hard to argue this is evidence of successful monetary policy. 
 
In “normal” markets interest rates are determined by market conditions.  Factors like economic activity, inflation, 
supply and demand, government fiscal and monetary policy, and international competitiveness influence the 
price investors will pay to own bonds.  We believe these same factors apply in shaping the yield curve with some 
having more influence on short term rates and others on long term rates.  During its quantitative easing 
programs the Fed built its balance sheet to $4.5 trillion as of the end of 2016.  The Fed owns about $2.5 trillion 
of the U.S. treasury’s debt and $1.7 trillion in mortgage backed securities.  When considered in the context of 
the Bloomberg Barclays Aggregate Index, the most commonly used benchmark by fixed income investors, the 
Fed owns more than 36% of the index’s treasury securities and 32% of the mortgage backed securities.  In total, 
it owns over 22% of the benchmark’s securities.1  At that size the Fed has had the ability to “manage” interest 
rates, the yield curve and mortgage rates. 
 
Everything may soon change, not because the Fed has chosen to withdraw, but because it may get forced to.  
Two of the incoming administration’s policy priorities could potentially lead to the normalization of interest rates 
because of their possible effect on the economy and inflation.  These are corporate tax reform and deregulation.  
Both of these, if enacted without offsetting measures, have the potential to stimulate investment and lending.  
Without debilitating regulation and high taxes, the U.S. is an attractive investment destination because we enjoy 
competitive and available natural resources, an educated workforce and the rule of law.  Similarly, banks hold 
over $2.0 trillion in reserves at the Fed that they have had no incentive to lend because of regulations, capital 
requirements and low rates. 
 
 

                                                           
1 The Federal Reserve reports holdings at face value.  Bloomberg Barclays Aggregate Index data is at market value.  Given the 
low level of interest rates, it is likely that these ratios are higher. 
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If this is true, the natural question is what might “normal” rates look like?  And how soon can we get there?  After 
raising the necessary caveats that this is a purely hypothetical exercise and subject to many unknowable 
factors, we can start by analyzing the possible impact of the policies.  Investment constitutes about 15% of GDP, 
but has been about flat since the end of 2014.  A 10% increase in investment would imply about 0.2% boost to 
GDP.  The real impact on GDP and inflation would come from hiring at a time when unemployment is relatively 
low and wages have begun to rise.  Other than one print at the end of the first quarter of 2015, the Bureau of 
Labor Statistics Employment Cost Index (ECI) posted the highest consecutive year-over-year readings in 2Q 
and 3Q 2016 since the end of 2008.  These prints exceeded year-over-year CPI, which suggests the economy 
may already be experiencing real wage growth.   
 
It is also worth noting that while year-over-year inflation numbers remain inside the Fed’s 2.0% target, the last 
five monthly prints reflected an annualized rate in excess of 3.0%.  This is likely due to the end of the oil price 
contribution to the year-over-year measurement.  These factors suggest that investment led activity may push 
the inflation rate above the Fed’s target leading the Central Bank to begin to target inflation for the first time 
since 2007.   

 
The graph shows the 
historical relationship between 
10 and 2-year rates, and 
between 2 year rates and Fed 
Funds over a period that has 
witnessed four recessions.  
With some noise it shows that 
yield curves tend to be steep 
in periods of expansion, flatter 
as growth slows, and the Fed 
tends to raise rates ahead of 
recessions.  Using this history 
as a guide and considering 
likely inflationary pressures, it 
would appear the yield curve 

should steepen again.  Investors, including us, are expecting the Fed to raise rates 2 to 3 times in 2017.  If the 
Fed delivers three 25 basis point hikes, the Fed Funds rate would be between 1.25% and 1.50% at the end of 
2017.  It is likely both of the curves in the graph trade at higher than historical averages to reflect growth and 
inflation expectations.  Forward rates today indicate the 2 year could be about 1.85%, which makes sense to us.  
The 10 year, however, may move to a rate near 3.5% by the end of the year if inflation indeed picks up. 
 
While these interest rates are not high by historical standards, in 2017 we think traders will likely focus more on 
the evolution of economic factors than on the Fed.  It is feasible the Fed may be forced at act more aggressively 
bringing into question the reinvestment policy that keeps their balance sheet elevated.  Some in the market  
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believe we may be reaching 
the end of a secular decline 
in long term interest rates.  
The observation is plausible 
because we reached such 
low levels over the last three 
years, especially in negative 
rate countries.  However, with 
reasonable fiscal and 
monetary policies, there is no 
reason to conclude we are 
entering a secular move 
higher in rates and the 
economy’s growth potential is 
limited.  Historically, the 
economy has grown at 
desirable levels in periods of 
higher rates with equity and 
credit markets generating 

favorable returns.  The value for global financial markets of a return to “normal” interest rates, however, would be 
huge. 
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At GIA Partners, credit is in our DNA. We are a bottom-up credit manager who 
has managed credit portfolios in virtually every part of the world’s fixed income 
markets as well as through some of the most severe credit events in history. 
Additionally, our investment team has the distinction of being among the first to 
recognize and actively invest in global high yield and emerging markets debt.  

 
We have a thorough understanding of fixed income investments and their role 
in a globally diversified portfolio, which has rewarded our clients throughout 
market cycles. 
 
Gloria Carlson     Arnold West 
Director, Sales and Marketing   Director, Institutional Sales 
212 893-7835     212 893-7815  
    
gcarlson@giallc.com    awest@giallc.com 
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Important Information 

 
 
 
 
 
GIA Partners, LLC (“GIA”) is an SEC registered investment adviser.  
 
This material is for information purposes only.  It does not constitute an offer to or a 
recommendation to purchase or sell any shares in any security.  Investors should consider the 
investment objectives, risks and expenses of any strategy or product carefully before investing. 
 
Past Performance: The performance data quoted represents past performance. Past 
performance is not an indication of future performance provides no guarantee for the future and 
is not constant over time. The value of an investment may fluctuate and may be worth more or 
less than its original cost when redeemed. Current performance may be lower or higher than 
the performance data quoted. 
 
Forecasts and Market Outlook: The forecasts and market outlook presented in this material 
reflect subjective judgments and assumptions of the investment manager and unexpected 
events may occur. There can be no assurance that developments will transpire as forecasted in 
this material.  
 
 
  
 
 
 
 


