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INTRODUCTION

During the month of February, a bout of long-absent volatility in both the stock and bond markets 
gave investors a quick glimpse of what may lie ahead.  The narrative of rising interest rates due to 
higher inflation data was quickly blamed as the culprit.  While I do believe the bump-up in inflation 
data is part of the story, a deeper analysis is needed to focus on the significant crossroads at which our 
economy now finds itself.  Central banks around the globe undertook both extraordinary conventional 
and unconventional monetary policy experiments in an attempt to lift us out of the great recession.  
These policies must now be reversed, and that reversal, will certainly have an impact.  In this fixed 
income and economic outlook piece, I will attempt to explain these experiments and discuss why I 
think their reversal could lead to higher short-term interest rates, but potentially lower, or at least 
steady, longer-term interest rates.  I will examine the current strength in the U.S. economy and consider 
whether it is sustainable.  After setting the stage, I will attempt to tie in this outlook with a description of 
how I’ve positioned Cabot Wealth Management’s core fixed income portfolios and also share some of my 
thoughts regarding potential future changes depending on how events unfold.   Lastly, I will share with 
you an exciting new enhancement we’ve added to our fixed income investment process that I believe 
will be a great resource to us and to all of you.

It is my belief that 2018 will be critical year as to whether this long economic expansion can continue, 
possibly accelerate, or will ultimately begin to decline from here.  It seems to me that our economy will 
have a very difficult time handling short-term rates approaching 3%.  Currently, the fed funds rate sits 
at 1.5%, giving us some runway.   So, the pace at which the next four to five rate hikes are delivered, I 
believe, will greatly impact the time left for this expansion.  Let us now analyze some of the key factors 
at play here.

It is my belief that 2018 will be a critical year 
as to whether this long economic expansion 
can continue, possibly accelerate, or will 
ultimately begin to decline.  
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MONETARY POLICY: 

First, let’s define monetary policy and discuss 
its purpose.  At its core, “monetary policy” 
encompasses the actions of a central bank.  In 
the U.S., our central bank is the Federal Reserve 
(the Fed).  The Fed, through its Federal Open 
Market Committee (FOMC) conducts monetary 
policy in order to affect the size and growth of our 
economy’s money supply.   By doing so, it seeks to 
influence the availability and cost of money and 
credit in order to either slow economic growth 
or to give it a boost.  The Fed’s official “mandate” 
has three objectives: seek maximum employment, 
maintain stable prices and moderate long-term 
interest rates.  The most common or conventional 
tool the Fed uses in order to achieve this mandate 
is through the direct control of the “federal funds 
rate”.   

The fed funds rate by definition is the interest rate 
at which banks lend their cash reserves held at 
the Fed to other banks on an overnight basis.  The 
fed funds rate is important because it impacts the 
prime rate and LIBOR.  LIBOR is similar to the fed 
funds rate in that it represents a benchmark rate 
that leading global banks charge each other for 
short-term loans.  These two rates matter because 
they are tied to many variable rate products 
such as credit cards, adjustable-rate mortgages, 
student debt, and others.  The fed funds rate is 
also a key driver of yields paid on other short-term 
debt instruments and even has some influence on 
longer-term rates.

So where does the fed fund rate stand today and 
where is it headed?  By the end of 2008, the Fed 
lowered the rate from 5.25% to 0.00%.  It then 
stayed at 0.00% for the following six years.  This 
in and of itself was an unprecedented monetary 

policy experiment.   In December 2015, the Fed 
began to raise the fed funds rate very slowly at first, 
with the pace picking up a bit in 2017 to five hikes 
in total where it stands today at 1.5%.   Looking 
ahead, it’s highly likely the Fed will hike in March 
of this year. Market-based futures contracts put the 
current probability of this happening at 90%.  The 
fed is hinting at three raises in total during 2018; 
however, many on Wall Street are forecasting four 
hikes, and a few as high as five.  Three seems 
reasonable to me.  The pace at which the fed 
raises the fed funds rate is important.   If the Fed 
were to raise this rate too quickly it risks slowing 
down an economy that has averaged a growth rate 
of just slightly more than 2% since coming out of 
the great recession.   On the other hand, if the 
Fed moves too slowly it risks inflation pressure 
reaching levels at which excesses can build up in 
the economy very quickly.   We will continue to 
come back to the fed funds rate throughout this 
writing so I thought it was important to lay some 
groundwork before we really dive in!

The fed funds rate, three or four 
rate hikes this year? 

Three objectives of the Fed’s Mandate: 

Seek maximum employment
Maintain stable prices 
Moderate long-term interest rates  
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MONETARY POLICY

Now let’s examine a more unconventional 
tool the Fed and other central banks have 
been experimenting with ever since the great 
recession, termed “quantitative easing” (QE).  QE 
is a monetary policy tool in which a central bank 
purchases government bonds and other assets 
in the market in order to lower interest rates 
and increase money supply by flooding financial 
institutions with capital in an effort to promote 
increased lending and liquidity.  So, what is the 
main difference between QE and the setting of 
the fed funds rate?  In reality, the main difference 
is the size and scale of the increase in money 
supply and asset purchases in order to have 
more influence on longer-term interest rates.   By 
doing so, the Fed and other central banks become 
large buyers in the market for bonds.  In recent 
years, the combined QE programs globally and 
the money created in order to institute them has 

reached $10 trillion dollars.  I’ve shown one of 
my favorite charts below (Chart 1).  It displays 
the combined QE from the Federal Reserve, the 
European Central Bank (ECB), and the Bank 
of Japan (BOJ) along with the increase in value 
for the S&P 500 index.  Notice that total central 
bank balance sheet assets among the three major 
central banks climbed from $4 trillion in 2008 
to $14.5 trillion today, quite staggering!  The 
comparison with S&P 500 returns is relevant for 
two key reasons.   By creating all this money and 
using it to purchase government bonds, central 
banks drove yields on safer assets down to levels 
that many investors found unappealing.  This was 
indeed intended to nudge investors out the risk 
spectrum, to promote risk taking in order to jump 
start our hurting economies.   Now that yields on 
safer assets are increasing as the Fed raises the fed 
funds rate and U.S. Treasury yields creep higher 
and become more enticing, we are reaching the 
point where investors more and more are faced 
with the decision to take riskier bets “off the table” 
in favor of purchasing those safer assets.  The 
second reason I want to highlight is a more subtle 
point.  

CHART 1: S&P 500 index & QE

Quantitative Easing (QE), 
suppressed volatility for years, 
will the reversal bring it back? 

Notice that total 
central bank 
balance sheet 
assets among 
the three major 
central banks 
climbed from $4 
trillion in 2008 
to $14.5 trillion 
today, quite 
staggering!
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Due to the low yield environment we’ve been 
living with for the past decade, many companies 
in the S&P 500 index have increased debt levels.  
Why wouldn’t you borrow at 4% or less for 30 
years if you could?  Even companies like Apple 
and Microsoft, which have extraordinary levels of 
cash, issued bonds when given the opportunity to 
do so at such low yields.  The unfortunate side of 
this story is that in many cases, companies issued 
all this new debt and decided to use much of the 
borrowed cash to repurchase a great number of 
their own common stock shares instead of using it 
to expand their operations and growth prospects 
for the long-term.  The main point here is that, in a 
broader sense, the extraordinary monetary policy 
steps taken since the crisis period had a powerful 
influence on risk-taking actions by market 
participants and company CEOs.  Common sense 
would suggest the reversal of these monetary 

policy steps could have adverse effects.  Markets 
will attempt to price the consequences of this 
reversal of monetary policies along the way, thus 
creating more volatility than we’ve experienced 
over the past few years.  

THE U.S. ECONOMY

The U.S. economy is currently in its ninth year of 
expansion.  Fourth quarter 2017 Gross Domestic 
Product (GDP) posted a rate of 2.6% growth.  That 
puts the average GDP growth for 2017 at roughly 
2.5%.  While not quite the +3% growth we often 
experienced in years before the financial crisis, 
it is a step up from the 2% rate we’ve averaged 
over the past decade.  The employment picture 
also seems to be in decent shape with an official 
4.1% unemployment rate.  Labor participation, 
however, is stubbornly low at 63%.  The labor 
participation rate measures the percentage of 
working-age people either employed or who are 
actively looking for work.  
 

CHART 2: Civilian Labor Force Participation

Current position, where are we 
headed?

The extraordinary monetary policy steps taken 
had a powerful influence on risk-taking actions 
by market participants and company CEOs.  
Common sense would suggest the reversal of 
these monetary policy steps could have the 
opposite effect. 
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Labor participation has declined considerably 
from its peak in the late 1990’s.  This statistic 
is important given our current economic 
environment. The question that matters most is, are 
we already at full-employment?  Full employment 
is a theoretical economic state when all available 
labor resources are being used efficiently.  Given 
that the U.S. unemployment rate currently is 4.1%, 
it is quite possible that we are already at or near 
that point.  The cloudiness comes in, however, 
when we factor in the low labor participation rate.  
Are working age people who may have stopped 
looking or are working part-time going to come 
back to the labor market, or is the low participation 
rate more structural in nature and will stay as is?  
The most recent average-hourly-earnings reading 
for all private-sector workers, (a measure of labor 
wage inflation) just posted its highest level during 
the current economic expansion at 2.9%.  Since 
2007, this figure has averaged 2.2%.  If more and 
more people now rejoin the labor force it will keep 
wage inflation in check.  If on the other hand, we 
are at maximum employment, we should expect 
wages and other inflation data to continue to rise.  
These factors in combination with commodity 
price movements and housing and healthcare 
costs will have a large influence over whether the 
Fed has to become more aggressive raising the fed 
funds rate.  Since one of the primary objectives 
of the Fed is to control inflation and considering 
the amount of money it has created since 2009, 
we must consider the likelihood that they could 
be overly sensitive to a sudden spike in inflation 
pressures.  This could lead them to a faster pace 
of rate hikes.  

So where are we headed?  A good indicator I 
utilize to try to glimpse into the future is The 
Conference Board Leading Economic Index 
(LEI).  A few components that make up the LEI 
are manufacturers’ new orders of consumer goods 
and materials, building permits for new private 
housing units, stock prices, the leading credit 
index, average weekly hours for manufacturing, 
and the interest rate difference between the “fed 
funds rate” and 10-year UST bonds.  
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The index is designed to signal peaks and 
troughs in the business cycle and is depicted 
below in chart 3. Notice that the LEI has declined 
rather significantly before past U.S. recessions.  
Recessions are periods of time (represented by 
the gray bars in the chart below) when there is 
a temporary decline during which growth in the 
economy turns negative in at least two quarters in 
a row.  The signal coming from the LEI today does 
not forecast a recession on the near-term horizon, 
which is comforting.   

It is my view that it will take at least four to six 
more “fed funds” hikes by the Fed before monetary 
policy becomes too restrictive, thereby choking off 
credit creation.  So, I see the economy as having 
some runway left.   A great deal will depend on the 
upcoming inflation and labor market data.  It is my 
belief that, the most likely case to be made for the 
end of the U.S. economic expansion is an overly 
aggressive Fed hiking rates too quickly.  There are 
a few other risks, however, that we are keeping 
an eye on.  First is the potential for a significant 
economic growth cooling-off period coming out of 
China.  

Recent economic readings out of China are showing 
signals that this is taking place.   It is a known 
fact that the Chinese government is trying to ring 
out some of the excesses built up in the banking 
system and work off some of the manufacturing 
overcapacity levels present.  They seem to be good 
at achieving their goals, but it’s hard to know how 
well they will succeed at pulling off this so-called 
“soft landing”.  Another risk that is always present 
is the increased reliance of the global economy on 
the financial sector in general.  Our banks here in 
the U.S. seem to be much better capitalized versus 
a decade ago, but the interconnectedness of the 
banking system is always a risk to be cognizant 
of.   Admittedly, this is a much more difficult risk 
to quantify, but as the economic expansion moves 
closer towards the end, the risk of a “financial 
shock” increases.  

CHART 3: Lending Index for the United States

It is my view that it will take at least four to 
six more “fed funds” hikes by the Fed before 
monetary policy becomes too restrictive, 
thereby choking off credit creation. 
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INTEREST RATES

Chart 4 illustrates the fed funds rate (shaded 
blue), the 2-year U.S. treasury (UST) note yield 
(red line), the 10-year UST note yield (black line), 
and the 30-year UST bond yield (gray line) over 
the past twenty years.  Notice how the 2-year UST 
yield moves are closely aligned with the fed funds 
rate.   As described earlier, this is mainly because 
the 2-year UST is a short-term debt instrument.  
Certainly for all rates, the trend has been downward 
over this time period.  In this writing I have laid 
out my thoughts regarding the “fed funds rate” and 
short-term rates.  I feel they will continue to head 
higher as long as the economy stays moderately 
strong.  The Fed is committed to normalizing 
monetary policy.  Longer-term rates are more 
complicated and interesting.  How rates behave 
out of the yield curve (another way of describing 

longer-term rates) will give clues as to whether 
the Fed is acting too aggressively.  Last year we 
saw longer-term rates stay quite still even as short-
term rates steadily climbed.  This development 
concerned some investors as it hinted that maybe 
the economy was not strong enough to hold up 
to the pace the Fed was wanting to move.  This 
trend changed, however, since the start of 2018 
as economic data has stayed solid and inflation 
readings have ticked up.  As the Fed continues to 
raise the “fed funds rate” and the balance sheet 
roll-off (QE unwind) picks up momentum, we 
will have to watch closely to see how longer-term 
rates behave.  If longer-term rates begin to go 
lower again as short rates move higher, the yield 
curve will be in danger of becoming what market 
participants refer to as “inverted”.  Inverted yield 
curves tend to signal a recession is nearer as 
banks run into trouble paying higher rates to their 
depositors and are unable to earn “spread” making 
longer-term loans to borrowers.  This slows down 
credit growth and can derail an economy.  We will 
be monitoring this closely!

Past, present and future?  The yield 
curve may become inverted by 
year’s end.

CHART 4: Fed Funds Rate
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Strategy update and process 
enhancements.

For more news and updates, 
please visit: 
eCabot.com/Resources
or reach out to your Cabot 
advisor.

CABOT FIXED INCOME PORTFOLIOS

As interest rates have been rising, I’ve been slowly 
increasing our duration (interest rate sensitivity).  
For most of 2017, we kept our duration roughly at 
3.5 years, which equates to just 60% of the duration 
held by the broadly used fixed income benchmark, 
Bloomberg Barclays Aggregate Index (AGG Index).  
With the recent rise in rates, we’ve taken our 
duration up about 0.6 years to 4.1, still only 68% 
of the AGG Index’s duration.  We’ve increased our 
weighting in longer-term U.S. Treasury bonds in 
case the Fed moves too aggressively, which could 
result in the yield curve reverting back to its 
flattening trend, benefiting longer-term bonds.   At 
the present time, we have very limited exposure 
to High Yield, which are bonds with lower credit 
ratings than investment-grade bonds.  We are 
maintaining an overall portfolio yield close to 3%.  
As I expect volatility to increase in the coming 
year, this should create more opportunities to 
find undervalued bonds.   As future “fed funds 
rate” hikes are executed by the Fed, I expect to 
trade some of the floating-rate bond exposure 
we’ve been holding in exchange for more fixed-
rate bonds.  Lastly, I’m excited to share with you 
what I think will be an excellent enhancement 

to our fixed income process.  After participating 
in a trial period, we have decided to purchase an 
ongoing subscription to CreditSights, a leading 
independent research provider.  CreditSights has 
over 130 employees, mainly research analysts 
with a coverage universe of more than 1,000 of the 
most widely-traded names in the U.S. and Europe, 
across 40 industries and 7 broad sectors.  They 
produce over 300 reports each month.  They have 
950 institutional clients around the world.  I have 
been impressed with the depth of their analysis 
on specific corporate bond issuers and believe 
together with our internal due diligence process 
here at Cabot it will add value to our work and our 
end results.

I thank you for taking the time to read this quite 
lengthy piece of writing.  It is always my goal to 
not only provide quality investment returns to our 
clients, but also to communicate and educate to 
the best of my ability my thinking and actions so 
that our clients feel informed and satisfied with the  
opportunity you have entrusted with us to preserve 
and grow your portfolios.  


