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In 2015, Volatility from  
a Phantom Rate Hike
For markets, the anticipation is the same as the real thing

Many investors are familiar with the adage, “they don’t 
ring a bell,” to warn when it is time to get in or out of an 
investment. Well, sometimes they do, or so the famed 
scientist Ivan Pavlov would likely contend. The physiologist 
trained dogs to salivate at the sound of a bell, having 
conditioned them to associate the bell with the delivery 
of food. Pavlov discovered that he didn’t actually have to 
deliver the food to get the canines to salivate in anticipation. 

It is no different in markets, where the anticipation of an event can invoke 
the same response as the real thing. Market participants seek to discount the 
future, after all. 

In 2015, market volatility has been rooted in a phantom rate hike from the 
Federal Reserve, which throughout the year has been ringing a bell to warn 
markets that it is on the verge of raising interest rates for the first time since 
2006. Though it hasn’t happened, the Fed has elicited a typical Pavlovian 
response, causing markets to shudder at the thought and prompting a very 
significant chain of events that has rippled throughout global financial 
markets. While anticipation of the Fed’s rate hike isn’t the cause of market 
volatility, it has been a catalyst.

How the greenback turned markets red

The chain of events began, as we noted in the April publication of the Global 
Central Bank Focus, with a rise in the value of the U.S. dollar at the end of 
2014 (Figure 1). The ascension was predicated upon the idea that global 
central bank policies would begin to diverge, with the Federal Reserve expected 
to raise interest rates at a time when the rest of the world and, in particular 
the developed world, was still in the midst of providing new monetary 
accommodation. This started the ball rolling. Yet, there was no actual rate hike.
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FIGURE 1: U.S. TRADE-WEIGHTED DOLLAR INDEX
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Source: Federal Reserve data through 18 September 2015

The strengthening U.S. dollar and the anxious anticipation of 
a Fed rate hike by investors throughout the world sparked a 
cascade of events, all inextricably linked. One of these events 
has been a decline in commodity prices (Figure 2), which 
often fall when the dollar strengthens. The decline hurt 
markets in commodity-producing nations, including many in 
the emerging markets. Declines in commodity prices and 
attendant weakness in emerging markets has dominated 
markets this year, spilling over into developed markets by 
weakening equity markets, widening credit spreads and 
suppressing interest rates.

FIGURE 2: THOMSON REUTERS/CORECOMMODITY CRB  
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Source: Thomson Reuters/CoreCommodity, Bloomberg data through 
24 September 2015

The most prominent of the commodity price declines has 
been energy prices (Figure 3). Although the decline is rooted 
in significant global supply and demand imbalances, the 
dollar’s strength has played a role too, and it has wreaked 
havoc in many financial markets while also significantly 
weakening capital expenditures in the energy sector.

FIGURE 3: WEST TEXAS INTERMEDIATE CRUDE OIL (PRICE PER BARREL)

Source: NYMEX, Bloomberg data through 24 September 2015
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Even China felt the phantom hike

The biggest fallout from the Fed’s phantom rate hike has been 
in China. The strengthening U.S. dollar, to which China’s 
currency is quasi-pegged, caused China’s currency, the yuan, 
to strengthen on an inflation-adjusted basis at a time its 
economy was weakening. This is the opposite of what tends 
to happen and it is an undesirable outcome for a central bank 
seeking to stimulate economic growth by cutting interest 
rates, as China has. China recognized this and took action to 
weaken its currency on August 10, aiming to bolster its export 
sector (Figure 4). Global financial markets were riveted by the 
unexpected move, spurring substantial market volatility 
highlighted by a plunge in global equities prices. 
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FIGURE 4: CHINESE YUAN PER U.S. DOLLAR
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China-related volatility generated a feedback loop in global 
markets, resulting in further weakness in commodity prices 
and emerging markets, keeping downward pressure on 
global equities and upward pressure on credit spreads. 

The result has been a tightening of overall financial conditions 
that, if continued, would threaten the global economic outlook. 
These “international developments,” as the Fed has called 
them, are what led the Fed to delay the rate hike it otherwise 
was likely to deliver at its September 17 policy meeting.

Fear of a hike in a post-crisis era enough to significantly 
tighten financial conditions

A tightening of financial conditions is a desirable outcome for 
central banks that embark on a path to raise interest rates, 
but the Fed hasn’t taken a single step onto the path. If it had, 
it would want its reduction in monetary accommodation to 
transmit through these five channels: 

1. Stock prices

2. Bond yields

3. Credit spreads

4. Lending standards

5. The value of the U.S. dollar

As we noted in April, it’s that fifth channel – the value of the 
U.S. dollar – that has received the most attention this year, 
even though the other four have a far larger bearing on 
economic activity. Now that the other four have been 
infected by the fifth, the Fed is naturally concerned about 
risks to the economic outlook. 

FIGURE 5: BLOOMBERG FINANCIAL CONDITIONS INDEX
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Note: The Bloomberg U.S. Financial Conditions Index tracks the overall level of �nancial 
stress in the U.S. money, bond and equity markets to help assess the availability and cost 
of credit. A positive value indicates accommodative �nancial conditions, while a 
negative value indicates tighter �nancial conditions relative to pre-crisis norms.
All of the indicators included in the composite BFCIUS index are normalized by 
subtracting the mean and dividing by the standard deviation for each series. The mean 
and standard deviation are calculated from observations during the pre-crisis period, 
which is de�ned as the period from 1994 to 1 July 2008. The normalized values are then 
combined into the composite BFCIUS index, which is itself normalized relative to its 
pre-crisis values. As such, the BFCIUS index is a Z-Score that indicates the number of 
standard deviations by which current �nancial conditions deviate from normal 
(pre-crisis) levels.

That markets have moved so significantly on the prospect of 
a Fed rate hike exposes the fragility of the global financial 
system, which remains mired in a lengthy era of deleveraging 
(Figure 5). It demonstrates the difficulty that central banks 
face in escaping crisis-era policies, including zero percent 
policy rates. In fact, as former Fed Chair Ben Bernanke has 
reminded us at our quarterly cyclical forums in Newport 
Beach, no nation has ever successfully escaped the zero 
bound in the postwar era. 
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For investors, what mattered this year was not whether or 
when the Fed would raise interest rates, but whether the 
markets still perceived the Fed to be the first mover. In other 
words, going forward, this means that as long as the 
divergence theme between the world’s central banks holds 
intact, so will the anticipatory response in the global financial 
markets. Mind you, several major central banks will attempt 
to wrestle back control for their own sake, including the 
European Central Bank, the Bank of Japan and the People’s 
Bank of China. But all, including other central banks, will 
remain strongly influenced by what the Fed does – or does 
not do – next. 

Investment implications and lessons for investors from 
this year’s tumult

There are five primary investment implications and lessons for 
investors to draw from this year’s tumult in the global 
financial markets:

1. Rates are likely to stay low for longer: In keeping with 
PIMCO’s New Neutral thesis, the Federal Reserve has 
demonstrated that it is likely to take a very gradual and 
cautious approach to its normalization of interest rates. 
Policy rates, globally, are likely to stay low through the rest 
of the decade, supporting equity and credit markets, as 
well as real assets.

2. Volatility will result from the unwinding of crisis-era 
policies: Markets have become accustomed to, and 
somewhat dependent on, central bank support, 
particularly in the absence by national governments in 
efforts to bolster economies. Even the threat of removal 
can cause upheaval in markets.

3. Economic growth, rather than liquidity, is needed 
more than ever to bolster asset prices: With the Fed no 
longer adding financial liquidity into the U.S. financial 
system, and the Fed’s balance sheet shrinking as a 
percentage of the U.S. gross domestic product, investors 
are likely to focus more than ever on economic growth and 
company cash flows when making investment decisions. 

4. The interconnectivity of global markets is greater 
than widely understood: When constructing an 
investment portfolio, we believe it is important to focus on 
risk factors (equity, interest rate and currency, for example), 
and to understand how financial instruments might 
correlate to each other under various scenarios (including 
stress scenarios) in order to optimize return prospects.

5. Divergent central bank policies reflect the multi-
speed global economy: In the current global economic 
recovery, many nations are on different paths or moving at 
different speeds along the same path. As demonstrated in 
2015, this presents investors with a broad array of both 
risks and opportunities requiring active management of 
portfolios in order to optimize portfolio returns in a 
low-returning investment world.

Whew – all of that from a central bank that took no policy 
action this year! Pavlov certainly was on to something.

Looking ahead, we reiterate a message from the April 
publication of the Global Central Bank Focus: We believe the 
Fed as well as the rest of the world’s central banks are losing 
their grip on market prices and that markets are likely to 
remain volatile while they adjust for either the (slow) removal 
of crisis-era policies or the waning effectiveness of them. As 
central banks lose their grip, market prices will be on the 
move. Be alert and prepared to catch the movers!
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