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In	the	Know:	Professionals	from	Franklin	Templeton	Investments	offer	a	brief	but	insightful	update	on	a	pressing
investment	topic.

The	markets	can	finally	put	the	US	interest-rate	debate	to	bed	(at	least	for	the	time	being)	as	the	Federal	Reserve
lifted	its	benchmark	short-term	lending	rate	for	the	first	time	in	a	year.	While	it	appears	that	further	US	rate	hikes
are	likely	ahead,	Franklin	Templeton	Fixed	Income	Group’s	Chris	Molumphy	believes	the	“lower-for-longer”
interest-rate	environment	is	likely	to	persist.	He	also	cautions	against	some	of	the	market	exuberance	that	has
been	following	the	US	presidential	election.

Q:	What’s	your	perspective	on	the	Federal	Reserve’s	(Fed’s)	decision	to	raise	short-term	interest	rates?

A:	Overall,	we	think	the	Fed’s	move	was	a	healthy	course,	given	the	unusually	low	level	the	federal	funds	rate
has	been	at	for	a	long	period	of	time.	The	increase	was	long	anticipated	and	fully	priced	into	the	market,	so	we
think	it’s	more	important	to	look	at	the	Fed’s	guidance	in	terms	of	where	rates	might	be	going	in	2017	and
beyond.

The	federal	funds	rate	remains	extremely	low	(even	after	this	increase),	and	we	would	anticipate	that	short-	and
even	long-term	interest	rates	are	likely	to	remain	quite	low	going	forward.	As	we	look	into	2017,	we	are	likely	to
see	the	federal	funds	rate	averaging	somewhere	around	1%,	which	is	still	extremely	low.	While	we	would
anticipate	there	to	be	more	interest-rate	increases	ahead,	we’d	expect	them	to	be	gradual.	Remember,	it	was
December	2015	when	the	Fed	raised	rates	for	the	first	time	in	this	cycle,	so	we’ve	seen	a	full	12	months	between
increases.	We	expect	the	time	frame	for	the	next	rate	hike	to	likely	contract	going	forward,	but	we	see	the	pace
of	increases	being	extremely	gradual,	something	on	the	order	of	0.75%	per	year	for	the	next	couple	of	years.
While	interest	rates	are	rising,	we	think	the	nominal	rates	and	pace	of	future	increases	need	to	be	kept	in	mind.

Q:	What	are	the	implications	of	rising	rates	for	fixed	income	investors?

A:	First,	we	have	to	be	careful	to	differentiate	between	short-	and	long-term	rates.	We’d	anticipate	the	Fed	to
continue	to	raise	short-term	rates	in	2017	and	beyond,	but	long-term	rates	move	in	anticipation	of	Fed	actions,
and	we	have	already	seen	a	pretty	significant	move	higher.	Thus	we	wouldn’t	necessarily	see	a	significant
additional	rise	in	longer-term	rates.

In	terms	of	different	types	of	asset	classes	within	the	fixed	income	space,	it’s	difficult	to	generalize	because
different	asset	classes	are	driven	by	different	factors	and	have	different	interest-rate	sensitivities.	For	example,
leveraged	bank	loans,	which	are	floating	rate	in	nature	and	very	low-duration	assets,	could	do	well	in	a	rising
short-term	interest-rate	environment	as	they	continue	to	adjust	with	rising	rates.



Another	interesting	asset	class	is	high-yield	corporates,	which	are	typically	thought	of	as	an	intermediate-term
and	intermediate-duration	asset	class.	Since	the	US	election,	intermediate	rates	have	gone	up	pretty	significantly
but	high-yield	corporates	tend	to	be	driven	just	as	much	by	the	economy	and	expectations	for	growth	as	they	are
by	interest	rates.	Looking	at	recent	performance,	the	equity-type	component	of	high	yield	has	more	than	offset
the	duration	component—duration	being	the	sensitivity	of	the	instrument’s	price	to	changes	in	interest	rates.

Meanwhile,	municipal	bonds	have	suffered	recently,	because	they	tend	to	be	longer-duration	assets.	There’s	no
question	they’ve	been	hurt	by	rising	long-term	rates,	but	the	important	thing	to	keep	in	mind	is	that	ultimately,
over	the	long	term,	the	asset	class	could	benefit,	because	if	intermediate-	and	longer-term	rates	rise,	the	ability
to	reinvest	money	in	higher-yielding	securities	should	ultimately	benefit	longer-term	holders.	So	again,	it’s
important	not	to	generalize	with	respect	to	rising	rates	but	to	understand	the	impact	on	different	asset	classes,
and	to	diversify.

Q:	With	talk	of	increased	fiscal	spending	ahead	in	many	countries,	what	do	you	see	as	the	economic	and
monetary	implications?

A:	The	market	has	clearly	run	with	a	theme	of	increased	fiscal	spending,	with	the	potential	result	being	higher
rates	of	economic	growth	and	likely	higher	interest	rates.	We’ve	seen	a	“risk-on”	rally	with	many	investors
favoring	risk	assets	such	as	equities	and	high-yield	corporates.	We	would	ask	whether	the	market	is	a	bit	ahead
of	itself,	and	our	answer	to	that	is	probably	yes,	at	least	in	the	short	term.

In	the	United	States,	we	heard	predictions	that	Donald	Trump’s	administration	will	likely	bring	potentially	higher
spending	in	infrastructure	and	lower	taxes.	When	we	look	at	the	details	in	terms	of	the	amount	of	these	two
potential	initiatives	and	the	timing,	we	think	the	market	is	likely	overstating	the	effects	to	some	degree.

Looking	at	taxes	alone,	we	must	remember	US	debt	has	roughly	doubled	in	the	past	six-to-seven	years,	so	we
have	a	starting	point	of	roughly	75%	debt-to-gross	domestic	product,	which	is	fairly	high.	And,	the	US	annual
deficit	has	already	bottomed.	Putting	those	together,	as	we	move	forward	with	a	Republican-controlled	Congress,
it’s	hard	for	us	to	envision	significantly	higher	deficit-related	spending	in	the	form	of	fiscal	spending	broadly	or
reduced	taxes.

On	the	federal	level,	the	United	States	currently	spends	a	relatively	modest	amount	on	infrastructure,	but	even	if
it	were	to	increase	significantly	on	a	percentage	basis,	the	timing	of	implementation	is	likely	to	be	delayed.	As	we
learned	in	2009	and	later,	shovel-ready	projects	tend	to	be	few	and	far	between.

On	the	tax	side,	the	size	of	a	potential	tax	reform	bill	has	been	reduced;	we	had	initially	heard	numbers	like	$10
trillion	over	a	decade	during	Trump’s	campaign,	but	more	recently,	the	total	cost	of	the	plan	has	been	lowered	to
about	$3	trillion	spread	over	a	decade.	While	the	market	already	seems	to	be	reacting,	we	will	still	have	to	wait
for	details	of	any	plan,	but	we	think	the	timing	and	amount	of	tax	packages	in	the	future	are	likely	to	be	spread
out	and	smaller	than	initially	anticipated.

Q:	In	your	view,	does	the	changing	US	political	landscape	impact	your	investment	strategy	or	outlook	going
forward	in	any	way?

A:	While	politics	make	great	headlines,	it	is	economic	fundamentals	that	drive	markets	long	term.	We	tend	not	to
change	our	strategy	significantly	based	on	the	political	landscape,	but	this	political	season	has	been	unusual	in
many	ways,	and	we	are	spending	a	lot	of	time	analyzing	the	potential	impacts.

We	are	cautiously	optimistic	that	the	backdrop	of	potentially	lower	regulation	and	lower	taxes	could	be	a	net
positive	for	US	economic	growth	and	the	corporate	environment	broadly,	but	many	of	the	potential	changes	are
likely	easier	said	than	done.	To	not	anticipate	any	bumps	would	be	overly	optimistic.	The	markets	may	be	overly
exuberant	about	some	of	the	potential	positive	changes	coming	down	the	path,	and	we	think	the	exuberance
should	probably	be	tempered	a	bit.	As	investors,	we	are	evaluating	the	reality	of	potential	policy	changes
occurring	versus	what’s	being	priced	in	the	current	market.
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The	comments,	opinions	and	analyses	are	the	personal	views	expressed	by	the	investment	manager	and	are
intended	to	be	for	informational	purposes	and	general	interest	only	and	should	not	be	construed	as	individual
investment	advice	or	a	recommendation	or	solicitation	to	buy,	sell	or	hold	any	security	or	to	adopt	any
investment	strategy.	It	does	not	constitute	legal	or	tax	advice.	The	information	provided	in	this	material	is
rendered	as	at	publication	date	and	may	change	without	notice,	and	it	is	not	intended	as	a	complete	analysis	of
every	material	fact	regarding	any	country,	region	market	or	investment.

Data	from	third-party	sources	may	have	been	used	in	the	preparation	of	this	material	and	Franklin	Templeton
Investments	(“FTI”)	has	not	independently	verified,	validated	or	audited	such	data.	FTI	accepts	no	liability
whatsoever	for	any	loss	arising	from	use	of	this	information,	and	reliance	upon	the	comments,	opinions	and
analyses	in	the	material	is	at	the	sole	discretion	of	the	user.	Products,	services	and	information	may	not	be
available	in	all	jurisdictions	and	are	offered	by	FTI	affiliates	and/or	their	distributors	as	local	laws	and	regulations
permit.	Please	consult	your	own	professional	adviser	for	further	information	on	availability	of	products	and
services	in	your	jurisdiction.

Get	more	perspectives	from	Franklin	Templeton	Investments	delivered	to	your	inbox.	Subscribe	to	the	Beyond
Bulls	&	Bears	blog.

For	timely	investing	tidbits,	follow	us	on	Twitter	@FTI_Global	and	on	LinkedIn.

What	Are	the	Risks?

All	investments	involve	risks,	including	possible	loss	of	principal.	The	value	of	investments	can	go
down	as	well	as	up,	and	investors	may	not	get	back	the	full	amount	invested.	Bond	prices	generally
move	in	the	opposite	direction	of	interest	rates.	Thus,	as	prices	of	bonds	in	an	investment	portfolio	adjust	to	a
rise	in	interest	rates,	the	value	of	the	portfolio	may	decline.	Changes	in	the	financial	strength	of	a	bond	issuer	or
in	a	bond’s	credit	rating	may	affect	its	value.	Floating-rate	loans	and	high-yield	corporate	bonds	are	rated	below
investment	grade	and	are	subject	to	greater	risk	of	default,	which	could	result	in	loss	of	principal—a	risk	that	may
be	heightened	in	a	slowing	economy.
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