Principal Global

PERSPECTIVES
17 december 2015

The Fed
Rate Rise

After exactly seven years, the Federal Reserve (Fed) finally decided to raise rates at
their December meeting. In the moments following the meeting, we asked experts
from across the boutiques of Principal Global Investors for their initial reactions about
the impact a rate increase may have on their asset classes.

Within your asset class, what strategy or strategies
will feel the biggest impact from a rate hike?
Mustafa Sagun, CIO,

Shane Johnston,

Principal Global Equities

Senior Portfolio Manager,
Morley Financial Services

We do not believe it will pay off
to position portfolios aggressively
to benefit from a U.S. “liftoff,”
especially when that liftoff looks
to have happened already!

As the Fed begins tightening monetary policy, the
ability to reinvest at higher yields will have a positive
impact on stable value funds’ crediting rates in the
near term, while the loss associated with the higher
rates will be smoothed out over time.

Higher short-term rates will impact
rate-sensitive equities, such as REITs,
and high-dividend-paying stocks that
have low earnings-growth rates, such as
utilities. That said, utilities have already
been underperforming, reflecting
the market’s expectation for the rate
hike. Expensive defensive stocks and
other rate-sensitive areas should also
be avoided. Risk for emerging-market
countries remains high, particularly
those with current account deficits (e.g.,
Brazil and Indonesia) if capital flows out
of those countries.

The goal of stable value is to offer investors preservation of
capital while providing competitive, positive returns. To achieve
these objectives, stable value funds comprise two components,
a short-to-intermediate underlying fixed income portfolio and
stable value investment contracts known as “wrap contracts.”

As always, we continue to focus on
bottom-up stock picking and find
companies with sustainable earnings
growth, irrespective of early or late cycle
earnings beneficiaries.

As with other fixed income vehicles, rising interest rates will
have a negative effect on the absolute return of the fixed
income portion of the stable value portfolio. However, wrap
contracts are designed to help investors achieve positive
performance when other fixed income vehicles might
be experiencing negative performance. Wrap contracts
allow participants to transact at book value (principal plus
interest). This accounting methodology allows a fund to
amortize market value gains and losses over time through
the fund’s crediting rate, thus providing capital preservation.
Therefore, stable value funds are expected to track interest
rates while smoothing out the market value volatility of the
fixed income portfolio.

Phil Jacoby, CIO,
Spectrum Asset Management

The federal funds rate increase was done
for the right reasons – basically, because of
improved labor market conditions, expanding
domestic spending and rising inflation
expectations. Importantly, the Fed emphasized
that “transitory factors” pressing inflation below
its 2% objective should abate over time and
that future rate increases should be gradual.
The longer-run neutral fed-funds rate is closer to 3.25%,
which is forecasted to be achieved within three years
(by 2019). This is a constructive playbook for hybrid
preferred securities that have fixed-to-floating structures,
such as perpetual U.S. bank preferred stocks. Basically,
if the rate’s path higher plays through as forecasted,
the floating-rate dividends of resetting issues should be
about 150 basis points (0.15%) higher than the current
fixed-rate dividends that prevail today. Another sector
that should benefit is the fixed-to-variable structure
of non-U.S. banks that reset fixed payments off of the
five-year swaps curve every five years. Here, rising rates
should benefit income because these structures can
follow rates higher by adjusting the coupons higher
(which preserves capital too). Indeed, the hybrid market
has defensive elements that may finally shine bright now
that the Fed engaged its long awaited liftoff.

Chris Carter,
Partner,

Origin Investment
Management

Although as a firm Origin
neither makes nor utilizes
macroeconomic or interest
rate forecasts, we recently
commented that we hoped
that the Fed would just get on
with it, and speculated that
markets would more likely take
it better than worse (it hardly
being a surprise). We also feel
that investors could then get back to
focusing on underlying fundamentals
at the individual company level. In the
medium term, modestly rising interest
rates should not pose a threat to the
highly profitable and fast-growing
companies on which we focus in both
developed and emerging markets.
Such companies, so long as valuations
remain reasonable, should be able to
continue to outperform the average
company through such a cycle.
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