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On connecting the dots… 

 
Let’s set aside the Alibaba initial public stock offering ballyhoo and pay attention to the real macro forces at 
work in the U.S. economy jousting for a place in Federal Reserve policy. 
 
On Wednesday the central bank released its revised “dot plot” showing where Federal Open Market 
Committee members think the target Fed Funds Rate will head. The 2017 projections came into view for 
the first time and they essentially reaffirmed a final Fed Funds Rate target near 3.5-3.75% in 2017. Today, as 
most know, it is nearly zero.  
 
The Fed Funds Rate is the interest rate at which banks lend money to each other overnight and is a key 
economic bellwether.  It heavily influences monetary and financial conditions, which in turn have an impact 
on employment, growth and inflation. 
 
The market doesn't really seem to think the Fed can push rates that high, that fast.  Thus, the two-year 
treasury is yielding less than 60 basis points (0.60%) and a 10-year note at about 2.5%. So who's right, the 
market makers or the Fed?  
 
As the Fed contemplates the future interest rate course, look for four economic themes to collide and make 
their influence felt in the coming months. 
 

1. Better-than-expected U.S. economic growth:  Despite the less-than-robust jobs report of last 
week, revisions to second-quarter economic growth are likely approaching 4½% to 5%. We are 
currently growing at a solid 3-plus percent rate.  Powering this trend may be the fact that consumers 
are opening their wallets.  They still drive two-thirds of the U.S. economic engine. Retail sales were 
up 5% year-over-year and consumer credit recently grew at an annualized basis of 10%. The Fed 
expects growth to accelerate. The market is not so sure.  
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2. European countries taking a page out of our book:  European countries are combating their 
economic sluggishness by finally taking steps the United States took a long time ago in terms of their 
central bank lending practices.  Recently they created a new facility to revive asset-backed lending 
and eventually this will likely lead to a quantitative easing strategy. As Europe recovers, so too, will 
our interest rates.  

3. Windfall in energy prices: The combination of a weak Europe, a rising dollar and our ongoing 
U.S. energy boom has pushed energy prices lower this past year, helping us keep a lid on inflation. 
But the underlying inflation trend excluding energy has been gradually rising, yet still less than the 
Fed's soft target of 2%.  To the extent inflation remains markedly contained, expect the Fed dot 
path to extend out. But many on the Fed are concerned that a bit more inflation than currently 
appears is taking hold.  The markets think the Fed will let inflation drift past the 2% mark before 
taking interest rate action. 

4. Credibility pressure:  The Fed in aggregate views the upcoming year as their time to get off the 
Zero Interest Rate Policy, the accommodative zero percent interest rate policy.  Why? To make sure 
the market knows that they (the Fed) haven't forgotten their dual mandates, one of which is to 
contain inflation and the other to maintain full employment.  Additionally it gives them leverage to 
maneuver if the economy derails.  And finally they know they are likely creating bubbles in some 
financial assets that they would rather avoid. Nobody wants that again.  The market likes low interest 
rates and wants to see their stock prices continue to grow. 
 

So the Fed has spelled out their most likely path for rates, but they have also been overly optimistic about 
the economy for some time. The market on the other hand doubts rates get much past 3% at all and then 
not nearly as quickly as the Fed projects.  Our guess is they meet somewhere in the middle. But make no 
mistake, higher interest rates are coming. 


