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June 8, 2018
Is The Fed Facing a Rate Ceiling?
How high can they go? Since November 2015, the Fed has raised the Fed Funds rate
from roughly zero to about 1.75%.

Next week on Wednesday, the Federal Reserve is expected to raise the Fed Funds rate
once again by 0.25% to 2%. When the Fed raises the Fed Funds rate, the two-year
treasury usually rises in lock-step. The two-year treasury rate at 2.52% is roughly
0.75% above the Fed Funds rate. If the Fed raises rates next week, we should not be
surprised to see the two-year treasury rate to climb to about 2.75%.
One of the reasons the economy historically has gone into recession is because the
Federal Reserve raised interest rates too much. The indicator that the Fed has gone
too far is when the two-year treasury rate is greater than the 10-year rate. Since the
Fed began to increase interest rates in December 2015, the spread between short term
rates and long-term rates has narrowed.

The Fed is expected to raise rates again in December pushing the two-year rate to
roughly 3%. If the 10-year treasury rate remains near 3% through the end of 2018, it is
reasonable to expect the difference between the two-year and 10-year rates to be
roughly zero – a flat yield curve.
The Federal Reserve is banking on an increase in inflation, partly driven by rising wages
in a full-employment economy. The unemployment rate is currently 3.8%, the lowest it
has been in 18 years. Rising inflation would presumably lift the 10-year rate above 3%
allowing the Fed room to keep raising the Fed Funds rate without inverting the yield
curve.
But the reality of today is not complying with the Fed’s view of how the world should
work. With unemployment at very low levels, wage inflation is not accelerating. Core
price inflation is not accelerating. The 10-year treasury yield is less than 3%.
The Fed appears to be heading towards a rate glass ceiling. If inflation remains at
current levels and the 10-year treasury rate stays near 3%, will the Fed continue to raise
short-term rates causing the yield curve to invert?
Stock prices represent the collective thinking of all active investors currently. Stock
prices seem to be saying that inflation will remain moderate, interest rates will not rise
too far too fast and the Fed will not invert the curve. This represents the proverbial
“Goldilocks” scenario for the stock market. A docile rate environment in an expanding
economy with 25% earnings growth is a fertile backdrop for strong equity gains.

Give Us a Call Today
We invite you to give us a call at (415) 249-6337, visit www.deltaim.com or email
us at info@deltaim.com if you have questions about how we can assist you in
managing your investment accounts.
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