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Rebalancing is not a fool proof strategy, 
but over time it will tend to reduce risk in a 
portfolio by prompting the investor to scale 
back on overvalued market segments and 
boost their positions in areas that could be 
due for a rebound. 

Today, rebalancers-and anyone in search 
of values, for that matter-may have their 
eyes on foreign stocks. Not only have most 
foreign-stock funds lost just or nearly as 
much as their US counterparts, so far in 
2016, but foreign-stock funds have been 
serial underperformers. The average 
foreign large-blend fund has posted a 
slight loss during the past five years, 
whereas the typical US large-blend fund 
has gained about 9.4% on an annualized 
basis during the same five-year period. 
The MSCI EAFE Index has not bested the 
S&P 500 in any calendar year since 2012. 

 But does that mean foreign stock are 
cheap? Not necessarily. Foreign 
developed-market stocks haven’t 
performed badly relative to the US during 
the past five years. Instead, a major factor 
behind foreign-stock funds’ 
underperformance has been currency: 
That is, foreign securities performed fine in 
their home markets, but when US 
investors translate their returns to dollars, 
their gains shrink or evaporate altogether. 

There are two levers that affect US 
investors’ returns from investing in foreign 
securities, whether stocks or bonds. First, 
whether the securities themselves gain or 
lose value, and second, whether the 
currencies in which those securities are 
denominated have gained or lost value 
relative to the dollar over the US investor’s 
holding period. 

It’s possible for investors to win on both 
sides of the ledger at the same time, or to 
lose. Alternatively, there can be a split 
decision: The stocks in a foreign country 
gain in value while the currency in which 
they’re denominated drops in value 
relative to the dollar. That has been the 
case with many foreign developed-
markets stocks recently. 

Given that trend, it’s probably not 
surprising that we’ve seen a mini-
explosion in exchange-traded funds that 
provide exposure to foreign stocks but 
hedge their currency exposure back into 
the dollar. Those funds-and their 
nonhedged counterparts-provide a helpful 
illustration of how foreign-stock 
performance and currency performance 
can diverge. 

In 2015, for example, US investors in 
iShares MSCI EAFE (EFA)-a traditional 

index fund that’s fully exposed to foreign-
currency movements-would have lost 
about 1%. Meanwhile, US investors in 
Deutsche X-trackers MSCI EAFE Hedged 
Equity (DBEF), which also invests in the 
MSCI EAFE but hedges its foreign-
currency movements, would have games 
more than 4% last year. The patter was 
even more pronounced the year prior: In 
2014, investors in the hedged product 
gained about 3.5%, whereas investors in 
the unhedged traditional EAFE tracker lost 
more than 6%. In the past three years, 
investors in the hedged EAFE index fund 
have gained about 5% on an annualized 
basis even as investors in the unhedged 
fund have a slight loss.  

Indeed, many developed foreign markets, 
including the UK, Germany, France, Italy, 
and Japan, outperformed the US in2015, 
but those gains disappeared once the 
declines in the euro and yen were factored 
in. 

Does all of this mean that investors should 
hold off on topping up their allocations to 
foreign equities if they’ve slumped? Not 
necessarily, but their decisions should be 
nuanced.  
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First, valuations in many developed foreign 
markets suggest that if US investors earn 
strong gains from foreign stocks in the 
future, currency movements, rather than 
big gains in underlying security prices, may 
help drive those gains. Thus, it’s possible 
that investors newly arrived in hedged 
foreign-stock products could encounter 
lackluster foreign-security returns and get 
caught leaning the wrong way on currencies. 

The difficulty in predicting currency 
movements, combined with the additional 
costs that hedging can entail, is why so 
many professional foreign-stock fund 
managers stay out of the business 
altogether. They maintain fully hedged 
portfolios or, more commonly, don’t ever 
hedge and focus exclusively on security 
selection. 

Moreover, the discussion so far has 
centered around capitalization-weighted 
developed-markets indexes. But investors 
obviously have many more choices when 
investing overseas. For example, they can 
invest in a total foreign stock market index 
fund that encompasses emerging markets. 
Most active managers of broad foreign-
stock funds also give themselves leeway 
to invest in emerging as well as developed 
markets. And if investors are concerned 
about valuations with developed-markets 
foreign equities, they might consider 
focusing on value stocks within that 
universe.

 

Many investors understand some of the 
basic effects that rising interest rates have. 
Higher rates ultimately benefit savers, 
because rates on savings accounts, 
money markets, and CDs trend higher. But 
the prices of longer-dated bonds, which 
have an inverse relationship with rates, 
fall. Borrowing costs will rise when interest 
rates go up, too. That has an impact on 
businesses that borrow money to fund 
their operations and row, and it also affects 
consumers as the rates on many 
consumer loans—such as home-equity 
loans, credit cards, and auto loans—tend 
to rise. 

And this time, the actions it will take, and 
the tools it will use, will be much different 
from the ones it has used in the past. 

The Fed’s Traditional Tools 

In the era before financial crisis, the Fed 
would primarily influence rates in the 
market by adjusting the quantity of 
reserves in the banking system, which kept 
the federal-funds rate—the interest rate at 
which banks lend to each other 
overnight—around the target established 
by the FOMC. 

One of the most common tools that the 
Fed used to accomplish this feat is what is 
known as ‘open-market operations’—in 
which the Fed buys and sells Treasury 
securities in the open market. When the 
Fed buys Treasuries, it pays the seller, 
which increases the reserves in the 
banking system. The more plentiful banks’ 
reserves, the more money is available to 
loan, which puts downward pressure on 
the federal-funds rate. When the Fed is 
selling securities, conversely, it is reducing 
reserves in the banking system (because 
the buyers are paying the Fed for assets), 
raising rates. 

The goal of open-market operations was to 
set the quantity of reserves in the system 
equal to the quantity demanded by the 
banks at the target rate of interest, 
explained Julie Potenza, a macro/asset 
allocation analyst at Fidelity. ‘By making 
precise adjustments to the quantity of 
reserves in the system, the Fed was able 
to exercise very tight control over the 
federal-funds rate and was able to keep 
that market perfectly balanced so that the 
quantity of reserves in the system was 
exactly the same as banks’ demand at the 

Fed’s objective target interest rate,’ 
Potenza said. 

Why It’s Different This Time Around 

Today, the Fed’s balance sheet looks 
much different from how it did prior to the 
financial crisis. After purchasing trillions of 
dollars of assets as a result of quantitative-
easing programs, the size of the Fed’s 
balance sheet is now around $4.5 trillion, 
as opposed to in the $800 billion range 
prior to the crisis. 

The effect of the Fed’s asset-buying 
programs is that the financial system is 
awash with reserves, and this delicate 
balance is a thing of the past. The Fed 
likely doesn’t want to sell the assets on its 
balance sheet immediately—presumably, 
because it doesn’t want to unravel 
everything that was accomplished by 
quantitative easing in the first place. 
Selling too many financial assets in too 
short a period of time could put too much 
upward pressure on interest rates and 
cause financial conditions to tighten too 
much, and could have a destabilizing 
effect on the bond market. 

So, the Fed is now faced with a new 
challenge: It needs to raise short-term 
rates in the market without selling its own 
securities holdings, and without reducing 
the level of reserves held by banks. 

Indeed, the Fed has said that it intends to 
achieve its target range for the federal-
funds rate ‘not by actively managing the 
Federal Reserve’s balance sheet.’ Rather, 

How Does The 
Federal Reserve 
Raise Interest 
Rates? 
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it will use some new tools this time, which 
it said will allow it to raise short-term 
interest rates and ‘to maintain reasonable 
control of the level of short-term interest 
rates as policy continues to firm thereafter,’ 
even though the level of reserves held by 
banks is likely to diminish only gradually. 

The New Tools 

Since October 2008, the Fed has been 
paying banks interest on their reserve 
balances. According to the Fed, increasing 
the rate of interest paid on excess 
reserves, or IOER, will be the primary 
means of raising the federal-funds rate 
when a decision is made to raise the target 
range. Currently, this rate is 25 basis 
points (or 0.25%), and it is expected that 
this rate will go up to 50 basis points when 
the Fed decides to raise rates. 

‘Instead of setting the fed-funds rate by 
adjusting the quantity of reserves in the 
system, they’ve decided to put a price on 
those reserves directly by paying banks, 
currently, 25 basis points for the reserves 
that they hold,’ Potenza said. 

The idea behind the interest on excess 
reserves is that it would put a ‘floor’ on 
short-term rates; banks would not be 
expected to lend to a higher-credit-risk 
counterparty at less than the 25-basis 
point rate it could earn for lending to the 
Fed, which is a riskless counterparty. 

And that certainly makes sense; however, 
there are plenty of nonbanks that would 
lend for less. The IOER is only available to 
‘depositary institutions’—in other words, 
banks. It’s not available to nonbank 
institutions that are significant lenders in 
the financial systems, such as money 
market funds and government-sponsored 
enterprises (GSEs.) 

The IOER was providing a very leaky floor 
for the Fed to be relying on as a tool to 
raise rates. The core reason for that was 
because it was only available to a subset 
of counterparties, namely the banking 
system,’ said Potenza. 

Reinforcing The Floor 

To address this problem, the Fed plans to 
use another tool known as overnight 

reverse repurchase agreement, or 
‘reverse repos.’ In an overnight reverse 
repo operation, the Fed is essentially 
allowing nonbank counterparties (GSEs or 
money market funds, for example) to make 
collateralized loans to the Fed at a fixed 
interest rate. 

In theory, reserve repos (RRPs) should 
work the same way as the IOER rate to set 
a floor under short-term interest rates, 
because they would discourage loans to 
riskier counterparties at less than the RRP 
prate. The RRPs, in combination with the 
IOER, should then, theoretically, reinforce 
the short-term rate floor. 

Currently, this RRP program has an 
aggregate cap of $300 billion, but the Fed 
has indicated that it would be willing to 
expand the program if necessary. The key, 
according to Potenza, will be to supply the 
RRPs in sufficient quantity. ‘If they don’t 
size it right relative to the demand, it might 
not serve as the kind of firm floor that they 
were hoping for.'  

 

 
 

 

 

WHAT HAS BEEN THE HISTORICAL 
RELATION BETWEEN OIL PRICES AND 
THE EQUITY MARKET? 

From 1986-2015, the monthly correlation¹ 
of the crude oil spot return with US stocks 
(represented by the CRSP 1-10 Index) 
was 0.02. The corresponding correlation 
with the MSCI World ex USA Index was 
0.05. This indicates a weak historical 
relation. Over the past 10 years, oil prices 
have been quite volatile, and some of the 
large price swings coincided with moves in 
the same direction in stock markets. The 
result is an increased monthly correlation 
of oil with stocks over this period (0.33 for 
the US stock index and 0.37 for the MSCI 
World ex USA Index). Going forward, it is 
not clear whether these higher correlations 
will persist. 

It is important to remember that these are 
contemporaneous correlations (the oil 
price change with the stock market return 
at the same time). In other words, they are 
no evidence of predictability. When many 
people ask about the relation between oil 

prices and the stock market, they are 
specifically asking whether falling oil prices 
are able to predict declines in the stock 
market. To examine this issue, it is 
necessary to look at the relation between 
previous oil price changed and subsequent 
returns. Looking at the period 1986-2015, 
we calculated average monthly stock 
returns conditional on previous spot oil 
returns. These average returns show no 
evidence that falling oil prices predict 
declining stock markets. 

IS THE FALLING OIL PRICE DUE TO A 
SLACKENING IN DEMAND, WHICH 
COULD SIGNAL AN ECONOMIC SLOW 
DOWN? 

US crude oil stock (inventory) has risen in 
recent months, from less than 360 million 
barrels in late September 2014 to more 
than 490 million barrels as of January 22, 
2016. ² During that same time, the spot oil 
price has declined more than 60%. This 
increase in crude oil stock has not been 
due to slackening demand. Ignoring 
seasonal fluctuations, the amount of crude 
oil supplied to refineries has been steadily 
increasing since 2010. Instead, the 
noticeable increase in production, only 
partially offset by a decrease in imports, 

has been the catalyst for increased crude 
oil inventories. 

Global supply and demand determines oil 
prices, and it is possible that these US 
statistics would not capture a reduction in 
the global demand for crude oil. For 
evidence of this possibility, total worldwide 
liquid fuels consumption as a proxy for 
global oil demand. Using this proxy, once 
again there is no evidence of slackening 
due to demand in recent months.  

LOW OIL PRICES COULD 
EVENTUALLY RESULT IN DISTRESS 
FOR SOME FIRMS IN THE ENERGY 
INDUSTRY. HOW MUCH WEIGHT DO 
ENERGY GIRMS REPRESENT IN 
VARIOUS EQUITY AND FIXED INCOME 
INDICES? 

¹Correlation is one way to measure how two variables 
move in relation to each other. Correlation coefficients 
range between -1 and +1, with a +1 implying that the 
two variables move perfectly together, -1 implying that 
they move in complete opposite direction, and zero 
implying they move at random in relation to each other. 

²Numbers exclude the US Strategic Petroleum 
Reserve (SPR). The same general pattern is seen if 
the SPR is included. 

Crude Oil and 

Financial Markets 
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