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THOUGHTS FROM OUR ECONOMICS TEAM

A new monetary policy regime may arrive at summer’s end as the 
Federal Reserve takes overnight interest rates from near zero to 25-50 
basis points. How the new regime impacts the economy and fi nancial 
markets is worth considering in a bit more detail.

 First, it’s not just this morning’s strong US jobs report that bolsters our 
thinking, though a net 215,000 jobs added to US nonfarm payrolls 
in July (plus +14,000 in revisions to prior months) helps. Instead, as 
Dennis Lockhart of the Atlanta Fed emphasized in an interview with 
the Wall Street Journal this week, it’s the cumulative progress of the 
US economy that’s the key consideration for policymakers. Compared 
to the end of the recession in 2009, the US economy has now added 
11.1 million jobs (an increase of 8.5%), to reach an all-time record 
high employment level (See chart below). Even compared to the 
previous cycle peak in December 2007, total employment is up 3.7 
million jobs (or 2.7%). More importantly, the US central bank felt 
comfortable enough to hike rates the fi rst time in each of the last three 
hiking cycles with less cumulative progress on the books at the time of 
liftoff than we’ve experienced in the current expansion. If you’re still 
calling this expansion lackluster, how did you refer to the prior three 
instances?

We realize that many investors harbor concerns about the quality 
of jobs and the compensation offered. That’s why a September rate 
hike is no sure thing. Doubters and skeptics (particularly ones with 

FOMC membership cards) will point to this morning’s average hourly 
earnings, which in July rose just 2.1% year-over-year. But almost all of 
the jobs created since 2009 have been full-time positions and average 
hourly earnings over the fi rst half of 2015 rose at a 2.6% annualized 
rate, a bit better than the year ago measures imply. More important 
for us, given that labor market “slack” continues to diminish, wage 
growth should pick-up in the second half of the year and in 2016. The 
offi cial unemployment rate has declined dramatically in just two years, 
from 7.5% in the summer of 2013 to just a hair shy of 5.2% in July 
2015 (three-tenths of a percent below where it was at Fed liftoff in 
June 2004). The broadest measure of unemployment, the U-6 gauge, 
fell again in July to 10.4%. We would still like to see the core working 
age (25-54 year old) employment rate rise further, but the measure has 
made considerable progress since 2011, rising a full two-percentage 
points to 77.1% as of July.

Some investors still worry that a fragile US economy could not 
withstand a rate rise and that higher rates will “pull the carpet out 
from under” the economy and the stock market. We are not in this 
camp. Consider that even with the -43,000 employment drag from a 
stronger US dollar and lower oil prices in 2015, the US economy still 
managed to average more than 200,000 jobs per month this year, 
better than the average monthly rate of the 2000s expansion! Fragile 
is not the word we would use to describe the economy. 

Coming This Fall: The End of ZIRP

Source: Bureau of Labor Statistics, NBER
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A broad array of sectors contributed to employment gains in 2015. 
What’s more, even if rate hiking proceeds at our expected pace of 
25 bps per quarter (or a bit less), the overnight rate will only reach 
1.00% next summer. Since any move the central bank makes this fall 
won’t be felt by the broader macro economy except with a “long and 
variable” lag, it is difficult for us to worry about a rise to 1.00%. Think 
about it this way: 1.00% on overnight rates is a level above which 
overnight rates spent the vast majority of time during the 20th and 
21st centuries. Also, adjusted for inflation, a fed funds rate at 1.00% 
would still be negative in real terms--meaning monetary policy would 
still exceptionally easy in theory and extremely loose when compared 
to almost any historical episode in the last 50 years. While the media 
and some investors focus obsessively on the fed funds rate, in terms of 
actual market and macroeconomic impact, other factors should take 
precedence: longer-term Treasury rates figure into business investment 
decisions, the mortgage rate offered to would-be homeowners drives 
housing activity as well as down payment requirements and lending 
standards, just to name a few. Too much emphasis is placed on the 
overnight rate and fears of liftoff are overblown.

That said, what often matters most for investors are the stories they 
tell. For a while investors said that the Fed would be in QE mode 
indefinitely (e.g., QEinfinity), but as economic progress accumulated 
QE ended. Stocks rose and the economy performed admirably in the 
aftermath. Now we have the zero interest rate policy (ZIRP) forever 
calls. While markets have begun to anticipate a move higher in front-
end rates (yields on 1-year Treasuries rose to 5-year highs as of this 
week), it is difficult to say how investors may react once they realize--
contrary to firmly-held beliefs--that the economy is actually on decent 
footing. We suspect that as the gloom lifts so too will interest rates. 
As for equities, based on the above you might guess the punchline: 
an end to ZIRP does not necessarily augur the end of a bull market as 
stocks usually rise until the business cycle peaks--and we aren’t there 
yet. It is likely that investors—in both stocks and bonds--place too 
much emphasis on the Fed’s ZIRP regime as the primary driver of the 
economy. We can’t be too sure in which month ZIRP ends, but we are 
confident that the US economy will march on.  

See you in the Fall.
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