CIO Flash
The Fed: Time for more excitement
Dec 14th, 2015
+++ CIO FLASH +++ CIO FLASH +++ CIO FLASH +++ CIO FLASH +++ CIO FLASH +++ CIO FLASH +++ CIO FLASH +++ CIO FLASH +++ CIO FLASH

A looming rate hike unlike most others
— When it comes to interest rates, watchers of the U.S. Federal Reserve (Fed) have long had it easy.
For much of the past 11 years, market expectations have largery been met.
— Between June 2004 and June 2006, rates went up by 0.25% at every consecutive meeting of the
Federal Open Market Committee (FOMC). Since December 2008, they were stuck at 0 to 0.25%.
— There is now near unanimous agreement that the Fed will raise rates at the FOMC meeting ending
on December 16 – federal funds futures imply a 74% probability. Anything else would surprise
markets. Markets are on the edge already, due to a plunging oil price, downward pressure on the
Chinese yuan, and troubles in the high-yield market. With the hike widely anticipated, low liquidity in
many asset classes ahead of Christmas would further accentuate price movements. This is hardly
what the Fed would possibly want.

What to watch out for
— The real question is what will happen after the first hike. Having dramatically increased the size of
its balance sheet after the financial crisis, the Fed now controls two levers. One is the federal funds
rate. The other is how soon it changes its policy of reinvesting proceeds from maturing bonds.
— We see two more rate hikes in 2016 and no balance-sheet shrinkage until after the first few rate
hikes. The Fed is entering uncharted waters. It has never before raised interest rates with trillions of
dollars of excess reserves on its books. To get the federal funds rate to its new target range of 0.25
to 0.5%, it will need to increase both the interest paid on reserves to 0.5% and the overnight
reverse repo rate to 0.25%. It is likely to wait and see how its first lever works, before it pulls the
second.
— The Fed is likely to stress in its statement and the subsequent press conference that its decisions
will depend on incoming data. Beyond that, we will watch out for the risks the Fed sees, signals that
policy will remain accommodative and any dissent within the FOMC (which we think is unlikely).
— Markets will also pay close attention to the Fed’s “dot plot”, charting the target rates of FOMC
participants going forward. However, note that this can be misleading, as some dots (i.e. those of
the Fed leadership) carry more weight than others.

Market implications
— We would caution against reading too much into initial market reactions.
— For U.S.-treasuries, there may be some upward pressure on rates, probably most pronounced
around 5 years of maturity. Any short-term movement in 10-year Treasury rates would pull yields on
foreign bonds, such as Bunds, in the same direction.
— Longer term, we see the dollar strengthening. Beyond that, investors may well have to learn to live
with greater uncertainty about the path of monetary policy. Having squeezed volatility in recent
years, monetary policy may well have the opposite effect in the months to come. Watching the Fed
looks set to become a lot more interesting.
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Glossary
Explanation of terms
Bunds are issued by Germany's federal government, most frequently with a maturity of 10 years, and are the
German equivalent of U.S. Treasury bonds.

Excess reserves are the capital reserves held by a bank or financial institution in excess of what is required by
regulators.
The federal funds rate is the interest rate at which banks actively trade balances held at the Federal Reserve.
The Federal Open Market Committee (FOMC) is a committee that oversees the open-market operations of the
U.S. Federal Reserve.
High-yield is often used as a shorthand for high-yield bonds.
Monetary policy focuses on controlling the supply of money with the ulterior motives of price stability, reducing
unemployment, boosting growth etc. (depending on the central bank's mandate).
Overnight reverse repo rate is the rate at which the central bank of a country borrows money overnight, while
posting securities from its bond portfolio as collateral. (The next day, the central bank returns the cash plus
interest at the specified rate and takes back the bonds.) This helps put a floor under interest rates and is an
important tool of monetary policy.
Treasuries are fixed-interest U.S. government debt securities with different maturities: Treasury bills (1 year
maximum), Treasury notes (2 to 10 years), Treasury bonds (20 to 30 years), and Treasury Inflation Protected
Securities (TIPS) (5, 10 and 30 years).
The U.S. Federal Reserve Board (Fed) is the board of governors of the Federal Reserve; it implements U.S.
monetary policy.
Volatility is the degree of variation of a trading-price series over time.
Yuan refers to the Chinese yuan (CNY).
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Important Information
Deutsche Asset & Wealth Management represents the asset management and wealth management activities
conducted by Deutsche Bank AG or any of its subsidiaries. Clients will be provided Deutsche Asset & Wealth
Management products or services by one or more legal entities that will be identified to clients pursuant to the
contracts, agreements, offering materials or other documentation relevant to such products or services. Deutsche
Asset & Wealth Management offers wealth management solutions for wealthy individuals, their families and
select institutions worldwide. Deutsche Asset & Wealth Management, through Deutsche Bank AG, its affiliated
companies and its officers and employees (collectively “Deutsche Bank”) are communicating this document in
good faith and on the following basis.
This document has been prepared without consideration of the investment needs, objectives or financial
circumstances of any investor. Before making an investment decision, investors need to consider, with or without
the assistance of an investment adviser, whether the investments and strategies described or provided by
Deutsche Bank, are appropriate, in light of their particular investment needs, objectives and financial
circumstances. Furthermore, this document is for information/discussion purposes only and does not and is not
intended to constitute an offer, recommendation or solicitation to conclude a transaction or the basis for any
contract to purchase or sell any security, or other instrument, or for Deutsche Bank to enter into or arrange any
type of transaction as a consequence of any information contained herein and should not be treated as giving
investment advice. Deutsche Bank does not give tax or legal advice. Investors should seek advice from their own
tax experts and lawyers, in considering investments and strategies suggested by Deutsche Bank. Investments
with Deutsche Bank are not guaranteed, unless specified. Although information in this document has been
obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness, and it
should not be relied upon as such. All opinions and estimates herein, including forecast returns, reflect our
judgment on the date of this report, are subject to change without notice and involve a number of assumptions
which may not prove valid.
Investments are subject to various risks, including market fluctuations, regulatory change, counterparty risk,
possible delays in repayment and loss of income and principal invested. The value of investments can fall as well
as rise and you may not recover the amount originally invested at any point in time. Furthermore, substantial
fluctuations of the value of the investment are possible even over short periods of time. Further, investment in
international markets can be affected by a host of factors, including political or social conditions, diplomatic
relations, limitations or removal of funds or assets or imposition of (or change in) exchange control or tax
regulations in such markets. Additionally, investments denominated in an alternative currency will be subject to
currency risk, changes in exchange rates which may have an adverse effect on the value, price or income of the
investment. This document does not identify all the risks (direct and indirect) or other considerations which might
be material to you when entering into a transaction. The terms of an investment may be exclusively subject to the
detailed provisions, including risk considerations, contained in the Offering Documents. When making an
investment decision, you should rely on the final documentation relating to the investment and not the summary
contained in this document.
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Important Information (continued)
This publication contains forward looking statements. Forward looking statements include, but are not limited to
assumptions, estimates, projections, opinions, models and hypothetical performance analysis. The forward
looking statements expressed constitute the author’s judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments and analyses and changes thereto and/or
consideration of different or additional factors could have a material impact on the results indicated. Therefore,
actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness of such forward looking statements or to any
other financial information contained herein. We assume no responsibility to advise the recipients of this
document with regard to changes in our views.
This document was not produced, reviewed or edited by any research department within Deutsche Bank and is
not investment research. Therefore, laws and regulations relating to investment research do not apply to it. Any
opinions expressed herein may differ from the opinions expressed by other Deutsche Bank departments including
research departments.
No assurance can be given that any investment described herein would yield favorable investment results or that
the investment objectives will be achieved. In general, the securities and financial instruments presented herein
are not insured by the Federal Deposit Insurance Corporation („FDIC“), and are not guaranteed by or obligations
of Deutsche Bank AG or its affiliates. We or our affiliates or persons associated with U.S. may act upon or use
material in this report prior to publication. DB may engage in transactions in a manner inconsistent with the views
discussed herein. Opinions expressed herein may differ from the opinions expressed by departments or other
divisions or affiliates of Deutsche Bank. This document may not be reproduced or circulated without our written
authority. The manner of circulation and distribution of this document may be restricted by law or regulation in
certain countries. This document is not directed to, or intended for distribution to or use by, any person or entity
who is a citizen or resident of or located in any locality, state, country or other jurisdiction, including the United
States, where such distribution, publication, availability or use would be contrary to law or regulation or which
would subject Deutsche Bank to any registration or licensing requirement within such jurisdiction not currently
met within such jurisdiction. Persons into whose possession this document may come are required to inform
themselves of, and to observe, such restrictions.
Past performance is no guarantee of future results; nothing contained herein shall constitute any representation
or warranty as to future performance. Further information is available upon investor‘s request. This document
contains information not intended solely for the recipients. The information has been considered in investment
decisions of our asset management division. All third party data (such as MSCI, S&P & Bloomberg) are
copyrighted by and proprietary to the provider.
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