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Market overview 
The month of July was a turbulent time for investors. Their moods were dominated by the Greek negotiations, the collapse of the Chinese stock 

market, dramatic price movements in commodity markets and the increasing likelihood of Federal Reserve’s (the Fed) interest rate hike in 

September. Away from these dramatic events, most developed economies continued to make gradual progress and the outlook for corporate 

earnings remained positive. We remain positive about global economy growth. Stronger US economy, recovering economy in Europe, 

supportive monetary policies (from ECB, the central banks in Japan and China) are few favorable factors which will provide the basis for 

continued and probably higher world growth which is favorable for higher risk investments. 

Stock market performance* Major events and expectations 

USA  
(S&P 500 index, USD): 

+2,0% in July 

+2,2% YTD 

+91,0% in 5 years 

 
Europe  
(MSCI EURO, EUR): 

+4,8% in July 

+15,5% YTD 

+41,7% in 5 years 

 

Eastern Europe 
(MSCI EM Eastern Europe, USD): 

-6,0% in July 

+8,6% YTD 

-36,0% in 5 years 
 
Asia  
(MSCI EM Asia, USD): 

-7,5% in July 
-3,9% YTD 

+9,5% in 5 years 
 

Latin America 
(MSCI EM Latin America, USD): 

-8,4% in July 
-15,5% YTD 

-43,4% in 5 years 

The US economy is getting ready for interest rate hike. The Fed’s policy setting committee in July signaled that it 
remains on track for interest rate increase this year, pointing to solid job growth and an economy that is expanding 
moderately. Policymakers said they would raise rates when they see further improvement in the labor market and that 
inflation is moving back up to the 2% target. The US economy grew 2,3% in Q2, slightly below the consensus 
forecast of 2,5%. However, the Q1 reading was revised upwards from a 0,2% contraction to a 0,6% expansion. The 
US labor market information has strengthened expectations of interest rate hike. In July, the US private sector created 
215 thousand new jobs and the unemployment rate remained at 7-year low (5,3%). June estimate was improved 
as well (up to 231 thousand.), According to the latest data, the US annual inflation (excluding energy and food prices) 
has increased from 1,7% to 1,8%. Recent US economic statistics confirm that the expansion of the US economy 
should gain momentum in the Q2 and indicate that the first key interest rate hike by the Fed should occur in 
September. Although the Fed may start raising interest rates already in September, the pace of further increases 
should be slow and interest rates should stay low for quite a long time. Therefore it should not harm stock markets as 
companies will not be suddenly pressured with more expensive borrowing. Companies report good enough Q2 
earnings season (with around two-thirds of S&P 500 companies now having reported, around 74% have beaten profit 
estimates and around half have exceeded revenue expectations). 

Tension in Greece calms down. The long-running Greek crisis came to a peak in early July, with the country only 
narrowly avoiding exit from the euro area. Greece has managed to reach a deal with its creditors (ECB, IMF and 
European Commission). Latest negotiations between counterparties suggest that the EUR 86 billion 3-years Greece’s 
bailout package agreement is likely to be reached. For now, the problem seems to have been settled down. However, 
yet again, the question is for how long. Although the reached deal may bode well for the attitude of Greece’s creditors 
going forward, it leaves Greek politics under considerable strain and early elections could quickly bring the issue back 
into market focus. The good thing is that Greece crisis seems to have had limited economic impact outside the 
country. Early indications suggest some damage to European consumer confidence, but with business confidence 
unaffected. Reduced tension in Greece attracted investors to get back into cheaper European stock markets which 
rebounded in July. Although after a strong rebound in the short term, stock prices may stabilize in the second half of 
the year. Our longer-term outlook for the European economy and stock markets remains positive. ECB’s 
stimulus program, weaker euro, lower energy prices, stronger domestic and foreign markets leads to more rapid 
economic development of countries in the region and greater corporate earnings prospects. 

Elsewhere in world. Dramatic price movements are currently taking place in commodity markets. Uncertainty 
about both supply and demand has hurt the oil market, and oil prices have fallen sharply during the past month. 
Opened opportunities for Iran’s oil exports combined with decelerating growth in China is continuing to weigh down 
oil prices. Since China is by far the world’s largest consumer of base metals, development there have also had 
negative impact on metal prices. Share prices in China continued to plunge in July. However, even though they 
recently fell by almost a third, Chinese equity prices have risen by 70% in the past 12 months. Numerous asset 
purchases were leveraged. So in the run-up to the correction, the Chinese stock exchange had all the appearances of a 
bubble and this has now burst. The Chinese authorities are trying hard to prevent further price drops (i.e. they 
are buying equities and applying monetary easing). This limits the risk that the collapse will go a lot deeper and 
contaminate other markets. The central bank of China (PBoC) recently devalued local currency (yuan) against 
USD. One of intentions is to boost exports and thus support both economic growth and employment. 

* More information regarding indexes’ performance can be found at the end of the document
 

Impact on product groups of different risk categories 

Product group Impact during the last month and expectations looking forward 

Low risk 
(conservative) 

Above mentioned events in July had an impact of increased fluctuation in bond markets. However yields came back to more or less flat 
zone at the end of the month. Weak economic data and other risks like Chinese stock market meltdown may limit the rise of 
government bond yields. However, stronger economic conditions and heightened inflation expectations as well as approaching Fed 
interest rate hikes may cause government bond yields to climb gradually. Our view on government bonds remains conservative. 

Medium risk 
(balanced) 

Despite recent turbulence in markets, July was positive month for our balanced medium risk portfolios mainly because of rebound in 
developed markets stocks (expectations for high risk investments within balanced medium risk portfolios are covered in high risk 
part). The period of increased volatility currently should not harm our longer-term strategy. Looking ahead, in the medium risk bond 
market (in the light of historically low interest rate climate which is challenging for fixed income investments) – high yield (HY) bonds 
(which performed positively in July) – shorter duration HY bonds still appear to be attractive (with a bit limited potential compared to 
few recent months) compared with other fixed income instruments. 

High risk 
(aggressive) 

Greek drama, recent weak economic signals from China, expectations as to when the 
Fed will begin to hike its key interest rate contributed to increased stock market 
volatility. However, we remain positive about global economy growth in longer-term. 
Looking ahead 12 months, equities are expected to remain the best asset class. A 
continued positive US economic trend should keep the market in a good mood. Low 
commodity prices and continued monetary stimulus will help sustain consumption 
and growth. The ECB’s bond purchases will help sustain European equities and a 
weaker EUR will benefit euro zone exporters.  
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Monthly theme 

How rising interest rates affect financial markets? 

For quiet significant period of time we have been living in a very low 

interest rate environment. This was a consequence of 2008 global 

financial crisis when economies around the world were hardly hit, 

especially developed economies which shrunk into recession and 

central banks had to take actions to put economies back on growth 

track. One of primary actions was lowering base interest rates to 

unprecedentedly low levels (close to zero or even to negative 

territory). 7 years passed. However, we cannot say that now world 

economy is fully back on sustainable growth track, but we are 

witnessing more and more signs of improvement. We see 

accelerating economy in US, recovering economy in Europe, Japan. 

Therefore, in day to day financial media it is not so hard to notice 

that escalation about the time when interest rates will start to rise is 

increasing. More and more people start to pay attention to it. 

Probably the first association that arises is homeowners with 

mortgages who begin to worry about rising interest they have to pay 

for banks. But when it comes to financial markets and investments 

the impact of rising interest rates refers to something other than the 

above example. In this article we analyze how rising interest rates 

can affect investments in securities like bonds and stocks. 

What are the base interest rates? 

Essentially base interest rates is an important tool used by 

governments and central banks to regulate economic growth. When 

the economy is growing faster than desired, governments intervene 

and push interest rates higher to discourage businesses from 

borrowing to expand and private individuals from borrowing and 

spending, which causes economic growth to slow down. On the other 

hand, when the economy is contracting or not growing as much as 

desired, governments tend to lower interest rates to spur economic 

growth. Changes in interest rates affect financial markets as well. 

Further let’s analyze how does pushing base interest rates higher 

affect bond and stock markets. 

Interest rates and bonds 
Interest rates have a direct inverse relationship with the price of 

bonds. This means bond prices fall as interest rates rise, and rise as 

interest rates fall. This occurs because bonds carry a fixed rate of 

interest, known as a coupon rate. When interest rates rise, bond yields 

– the percentage return an investor receives from buying the bonds – 

need to rise too to remain attractive compared with the higher interest 

rates. Because the coupon rate is fixed, bond yields can only increase 

through a decrease in bond prices. 

 

In general the amount of decrease in bond price depends on bond’s 

maturity. In practice the duration number (expressed as a number of 

years) is used to measure bond’s sensitivity to changes in interest 

rates. For example, a bond with duration of 4 years could lose 

approximately 8 percent and a bond with duration of 6 years could 

lose approximately 12 percent of its market value if interest rates rise 

by 2 percent. The longer the maturity of bond, the longer the duration 

and the more it is affected by changing interest rates.  

The table below shows approximate expected decrease in bond price 

based on rising interest rates. The horizontal axis measures the 

amount of interest rate increase from 1 percent to 3 percent. The 

vertical axis is the duration of the bond or bond fund. 

Changes in interest rates 
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 1% 2% 3% 

2 -2% -4% -6% 

4 -4% -8% -12% 

6 -6% -12% -18% 

It is important to mention that given examples do not take into 

account many factors such as brokers’ fees, potential tax 

consequence, inflation expectations, credit default risk and so on. It 

reveals the relation between interest rates in the markets and bond 

prices all else being equal. 

But how important is it to watch interest rates and bond price 

movements? If you are an ordinary investor using bonds or bond funds 

to generate income as part of a long-term investment plan, the answer is 

probably not very important. Bond funds generate returns from both 

interest payments and changes in bond prices, but mostly from interest 

payments over the long term. What happens is that the increases and 

declines in bond prices tend to cancel each other out over time, leaving 

long-term investors with just the positive returns from the interest 

payments of the bonds. 

Interest rates and stocks 
The relationship between interest rates and the stock market is not so 

clear though. Rising interest rates make borrowing money more expensive, 

therefore both individuals and businesses are affected. 

The first indirect effect of an increased base rate is that banks increase the 

rates that they charge their customers to borrow money. Individuals are 

affected through increases on loans (e.g. mortgages) interest rates, 

especially if they carry a variable interest rate. This has the effect of 

decreasing the amount of money consumers can spend. This means that 

people will spend less money for consuming, which will affect businesses' 

revenues and profits. Businesses are affected in a more direct way as well. 

They too borrow money from banks to run and expand their operations. 

When the banks make borrowing more expensive, companies might not 

borrow as much and will pay higher rates of interest on their loans. Less 

business spending can slow down the growth of a company, resulting in 

decreases in profit. 

Clearly, increases in the base interest rate affect the behavior of 

consumers and businesses. Lower consumer spending, lower businesses’ 

revenues and profits tend to have negative impact on stock prices.  

However, in assessing the impact of rising rates on stocks, it is essential to 

understand that markets are forward-looking, incorporating all that is 

knowable about the market into current prices. Thus, if you know that 

interest rates are likely to rise as financial media reference to it more often, 

you can be sure the sophisticated institutional investors that dominate 

trading, and therefore set prices, are also aware of that information. All we 

need to do is to look at the current situation in the market and see if 

market is already expecting interest rates to rise and how does it react. 

One more very important thing is to recognize when interest rates are 

rising because the economy is gaining strength. In such case the moderate 

and stable pace of interest rates increase should not affect stock markets 

negatively. On the contrary, it should support sustainable growth and 

prevent stock markets from bubbles.  

Let's take a look at some historical evidence how US markets have 

performed during periods of rising rates (research published by CBS). By 

analyzing US stock market returns (of more than 100 years) during periods 

of economic expansion when interest rates rose the most, the shortest of 

these expansionary phases lasted 10 months. By selecting 10-month 

period within each growth period during which interest rates rose the 

most, 80% of such periods delivered positive stock market returns. In 

contrast, approximately only 70% of all possible 10-month periods 

generated positive returns.  

Based on the data above, it's hard to conclude that rising interest rate 

environments are bad for stocks. Interest rates are only one part of a broad 

picture of business conditions. There are many other factors that also 

determine stock prices, so interest rates must not be taken on their own as 

a reason to make or sell a stock investment. 

Expectations on interest rate hikes  
We believe that European Central Bank (ECB) will not raise interest rates 

until late 2016. ECB has taken additional measures to stimulate the 

economy by launching quantitative easing (QE) program which is set to 

last until September 2016. Therefore ECB should not raise interest rates 

until the end of QE program. In US the situation is different. Improving US 

economy was the reason US Federal Reserve Bank (the Fed) ended QE 

program and now sends indirect signals about the first step in rising 

interest rates before year end. SEB expects Fed rate hike in September. 

How it may affect financial markets? As it was mentioned above, to some 

extent it should be already incorporated into current market prices. On the 

other hand, before this can happen, the Fed will be closely watching the 

developments in economy and will raise interest rates only with persuasive 

signs that economy is ready for that. This would mean that rates will be 

raised because the economy is gaining strength. This favorable factor 
including others like improving economy in Europe, supportive monetary 
policies (from ECB, the central banks in Japan and China) will provide the basis 
for continued and probably higher world growth which is favorable for higher 
risk investments like stocks. SEB’s opinion about bonds is more conservative. 

Looking only to bond market, currently from the perspective of risk/reward 

ratio government bonds and investment grade corporate bonds seems less 

attractive than high yield bonds. 

Sources: SEB, Forbes, Fidelity, Marketwatch, CBS, Investopedia.

Bond 
price

Interest 
rates

Bond 
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Interest 
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Terminology explanation 

Terminology used Explanation 

Base metals Base metals are widely used in commercial and industrial applications. They are more abundant in nature and 

therefore far cheaper than precious metals such as gold, silver and platinum. Base metals include aluminum, 

copper, lead, nickel, tin and zinc. 

Consumer confidence Consumer confidence is an economic indicator which measures the degree of optimism that consumers feel 

about the overall state of the economy and their personal financial situation. How confident people feel about 

stability of their incomes affect their economic decisions, such as spending activity, and therefore serves as one 

of the key indicators for the overall shape of the economy. 

Gross Domestic Product (GDP) The monetary value of all the finished goods and services produced within a country’s borders in a specific time 

period, though GDP is usually calculated on an annual basis. It includes all of private and public consumption, 

government outlays, investments and exports less imports that occur within a defined territory. 

Duration A measure of the sensitivity of the price of a bond to a change in interest rates. Duration is expressed as a 

number of years. Rising interest rates mean falling bond prices, while declining interest rates mean rising bond 

prices. The duration number is a complicated calculation involving present value, yield, coupon, final maturity 

and other features. Fortunately for investors, this indicator is a standard data point provided in the presentation 

of comprehensive bond and bond mutual fund information. The bigger the duration number, the greater the 

interest-rate risk or reward for bond prices.  

International Monetary Fund 

(IMF) 

The IMF is an organization of 188 countries whose stated objectives are to promote international economic co-

operation, international trade, employment, and exchange rate stability, including by making financial 

resources available to member countries to meet balance of payments needs. The IMF provides technical 

assistance and training for countries requesting it. 

Investment grade bonds,  

high yield bonds 

Investment grade bonds – bonds (sovereign or corporate) with credit ratings that indicate a relatively low risk 

of default. High yield bonds – bonds (sovereign or corporate) with credit ratings that indicate a relatively higher 

risk of default than investment grade bonds. Because of the higher risk of default, these bonds pay a higher 

yield than investment grade bonds.  

Two main credit rating agencies Standard & Poor’s (S&P) and Moody’s, use different designations consisting of 

upper- and lower-case letters ‘A’ and ‘B’ to identify a bond’s credit quality rating. S&P designations of ‘AAA’ and 

‘AA’ (high credit quality) and ‘A’ and ‘BBB’ (medium credit quality) are considered investment grade. Credit 

ratings for bonds below these designations (‘BB’, ‘B’, ‘CCC’, etc.) are considered low credit quality, and are 

commonly referred to as high yield or “junk bonds”. 

Leverage The use of various financial instruments or borrowed capital, such as margin, to increase the potential return of 

an investment. 

Maturity The period of time for which a financial instrument remains outstanding. Maturity refers to a finite time period 

at the end of which the financial instrument will cease to exist and the principal is repaid with interest. The term 

is most commonly used in the context of fixed income investments, such as bonds and deposits. 

Monetary policy Monetary policy is the process by which the monetary authority (usually the central bank) of a country controls 

the supply of money (the size and rate of growth of the money supply), for the purpose of promoting economic 

growth and stability. For example, if the money supply grows too fast, the rate of inflation will increase and the 

economy will “overheat”. If the growth of the money supply is slowed too much, then economic growth may 

also slow. The main tools to control money supply include open market operations (buying or selling assets), 

changing interest rates and changing reserve requirements for commercial banks. 

Quantitative easing (QE) An unconventional monetary policy in which a central bank purchases government securities or other securities 

from the market in order to lower interest rates and increase the money supply. Quantitative easing increases 

the money supply by flooding financial institutions with capital in an effort to promote increased lending and 

liquidity. 

 

Stock market indexes performance information covering the immediately preceding 5 years till 31 July, 2015 

Region Index Currency 
Performance 

2010 2011 2012 2013 2014 12 months 2015 YTD 

USA  S&P 500 USD 12,8% 0,0% 13,4% 29,6% 11,4% 9,0% 2,2% 

Europe  MSCI EURO EUR -2,2% -16,5% 15,6% 19,6% 2,3% 17,8% 15,5% 

Eastern 

Europe 

MSCI EM 

Eastern Europe 
USD 13,7% -23,3% 13,2% -2,9% -40,0% -24,6% 8,6% 

Asia  MSCI EM Asia USD 16,6% -19,1% 18,1% -0,2% 2,5% -9,4% -3,9% 

Latin 

America 

MSCI EM Latin 

America 
USD 12,1% -21,9% 5,4% -15,7% -14,8% -32,2% -15,5% 

 
The above information is provided for informational purposes only. The information does not constitute investment advice or an offer to provide any product or service. 

Neither the material nor the products described herein are intended for distribution or sale in the United States of America or to persons resident in the United States of 

America, so-called US persons, and any such distribution may be unlawful. SEB shall not be responsible for any investment decisions made on the basis of the above 

information. The data underlying the information provided are based on sources considered reliable by SEB. SEB cannot be held liable for the completeness or accuracy of 

the information or any damage that may arise as a result of such information. 

Investments in equities, funds and other securities are associated with opportunities and risks. The market value of investments can either rise or fall. In some cases, losses 

can exceed the initial amount invested. In the case of investments made on foreign markets, your profit may be affected by fluctuations in exchange rates. The rates of 

return achieved by the described investment products and financial indices in earlier or future periods do not constitute a promise or a reference of the rate of return in 

future periods. 

Before making investment decisions, we would recommend thoroughly analyzing the financial, legal, regulative, accounting and taxation issues related to investing in the 

fund and assessing all of the risks associated with the investment and the relevance and suitability of the investment. If necessary, more detailed explanations should be 

sought from an SEB adviser, and in taxation issues from a specialist of the relevant area. General information about investing as well as securities is available at SEB’s 

website https://www.seb.lv. 


