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Adverse macro conditions cloud
the Federal Reserve’s policy decision

By Wen-Dar Chen
B September 28, 2015

A greater number of adverse macro conditions exists today than in June 2004 — the last time the
Federal Reserve (Fed) began an interest-rate-hiking cycle. Chief among current concerns is the
divergence in monetary policies between the Fed and other central banks, notably the European
Central Bank (ECB) and the Bank of Japan (BOJ). But there are other issues.

First, the decline in commodity prices since mid-2014 has been significant and has served as a force
moderating any potential inflationary pressures within the United States. The Thomson Reuters/
CoreCommodity CRB Index dropped 31% for the 12-month period ended August 2015, and prices
of West Texas Intermediate crude oil decreased 44% in that same time period. By comparison, prior
to the policy move in 2004, the 12-month changes in commodity and oil prices were +14% and
+53%, respectively. (Data: Bloomberg.)

The impact of the commodity price decline has been reflected in both the trade balances of
commodity-exporting countries and in the reduction of foreign exchange reserves globally. The
year-over-year decline is the first time such a decline has taken place since the series has been
monitored. One may view the decline in foreign exchange reserves as being the equivalent of
indirectly tightening financial conditions.

To highlight the size of the reduction, global foreign exchange reserves declined by $518 billion in the
12-month period after having reached their peak of $12 trillion (excluding gold) in June 2014. From
2009 until June 2014, world foreign exchange reserves accumulated $5.3 trillion. This accumulation
occurred on top of the Fed’s quantitative easing—induced portfolio of $4.4 trillion in debt, as well as
the ECB’s €2.56 trillion portfolio, the BOJ’s ¥361 trillion portfolio, and the Bank of England’s £0.44
trillion portfolio. The top 15 countries that had accumulated reserves have accounted for a $473
billion decrease since June 2015, or 91% of the total decreased amount. The dispersive declines of
reserves in the top five countries (China, Russia, Saudi Arabia, Algeria, and Singapore) were -$315
billion, -$109 billion, -$67 billion, -$32 billion, and -$24 billion, respectively (for a total of -$547
billion). On the other hand, the central banks of Switzerland, India, and Hong Kong continued to
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accumulate reserves during the same time period, totaling $106 billion. China is the only country in
which the decline in foreign exchange reserves is not directly linked to the weakness in commodity
export. (Data: Bloomberg.)

Usually foreign exchange reserves are invested in the government debts of the major countries in
which liquidity and sovereign credit rating are more favorable. The foreign holding of U.S. Treasurys
actually didn’t decline since global foreign exchange reserves peaked in June 2014. Foreign official
holdings only dropped $70 billion while foreign private entities holding increased $196 billion. The
disparity between officials and private entities also was different from the last interest rate hiking
cycle in 2004. (Data: Bloomberg.)

Many economists believe that the U.S. economy is least dependent on external trades among the
developed countries. The current slow growth and low inflation environment in the U.S. may still be
justified for the Fed to move its policy rate before the next economic downturn arrives. However,
the U.S. financial market has become more globalized than it was prior to 2007. Using the Barclays
Global Aggregate Index, U.S. dollar-denominated debts have increased to 45%, or $24 trillion, from
38% or $15 trillion in 2007. This is another adverse macro condition that the Fed needs to consider
before making its policy decision.

The views expressed represent the Manager’s assessment of the market environment as of September 2015 and should not be considered a
recommendation to buy, hold, or sell any security, and should not be relied on as research or investment advice. Views are subject to change without
notice and may not reflect the Manager’s views.

Carefully consider the Funds’ investment objectives, risk factors, charges, and expenses before
investing. This and other information can be found in the Funds’ prospectuses and summary
prospectuses, which may be obtained by visiting our fund literature page or calling 877 693-3546.
Investors should read the prospectus and the summary prospectus carefully before investing.

IMPORTANT RISK CONSIDERATIONS
Investing involves risk, including the possible loss of principal.
Past performance does not guarantee future results.

Fixed income securities and bond funds can lose value, and investors can lose principal, as interest rates rise. They also may be affected by economic
conditions that hinder an issuer’s ability to make interest and principal payments on its debt.

Bond funds may also be subject to prepayment risk, the risk that the principal of a fixed income security that is held by the Fund may be prepaid prior
to maturity, potentially forcing the Fund to reinvest that money at a lower interest rate.

International investments entail risks not ordinarily associated with U.S. investments including fluctuation in currency values, differences in accounting
principles, or economic or political instability in other nations. Investing in emerging markets can be riskier than investing in established foreign markets
due to increased volatility and lower trading volume.

The Thomson Reuters/CoreCommodity CRB Index is a widely recognized measure of global commodities markets. It is made up of 19 components
considered to be significant commodities, including silver, sugar, wheat, aluminum, and soy beans.

The Barclays Global Aggregate Index provides a broad-based measure of the global investment grade fixed-rate debt markets.
All third-party marks cited are the property of their respective owners.
For financial professional use only. Not for use with the general public.
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