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demonstrated this past summer and again this past winter 
when emerging market (EM) equities, bonds, and curren-
cies sold off sharply. These market events had serious 
implications for EM access to critical foreign finance and 
immediately began to damage the EM economies while 
rattling global financial markets.  

 Furthermore, the Fed has made it clear that it will not raise 
rates for a while, likely a year or more, and with each 
passing quarter the global economy will become even less 
able to withstand rising U.S. interest rates.  

 Thus, interest rate hikes are unlikely to occur before the next 
global recession, which has a high probability of beginning 
between six and twenty-four months from now, and more 
likely in the former half of that range than the latter.  

 Fed hikes would be unthinkable during the next recession, 
which will be long, deep, accompanied by unusual financial 
problems in most of the world, and deflationary.  

 The deflationary and severe nature of the next global 
recession will lead to a long, troubled aftermath during 
which the Fed will not entertain the thought of lifting rates 
off the floor.  

As for why the global financial situation is so fragile and is sure 
to become more so, we have written extensively on balance 
sheet problems around the world. We have written about the 
breaking down of the basic EM success model for generating 
profits over the past generation with no way to jump to a new 
model in time to prevent many EM economies from imploding. 
We have described gross mismatches in the financial structure 
of the global economy as well as the overexpansion of many 
industries.  

There won’t be any short-term interest rate changes over the 
next five years. At least, none to speak of. See chart 1.  

Our conviction rate on this forecast is high; we assign it a 75% 
probability. Furthermore, even in the one-in-four chance that 
the Fed does raise the federal funds rate target sometime 
during the next five years, the increase will almost surely be 
modest and short-lived.  

How can we make such a forecast when it is hard enough to get 
a single year’s outlook right? Because we can bound the range 
of possibilities even if there is much uncertainty as to just how 
events will play out. The key here is that during some extraordi-
nary episodes of financial and economic history, the Profits 
Perspective can reveal hard constraints on certain aspects of 
the economy’s behavior, constraints that are difficult or impos-
sible to see from a conventional economic perspective. In a 
nutshell: 

 Present financial and economic circumstances render the 
world economy highly vulnerable to any U.S. rate increases 
and even to marked increases in bond yields, as markets 

0

1

2

3

4

5

6

04 05 06 07 08 09 10 11 12 13 14 15 16 17 18 19

Federal Reserve: Effective Federal Funds Rate

Federal Funds Rate Through 2019 CHART 1

% per annum, last data point March 2014, forecast through December 2019

shaded area indicates recession

probable
range of fed 
funds rate



                 2    

In theory, a global debacle could be avoided for another five 
years if at least one of two phenomena were to occur: (1)
massively wider government deficits in the developed countries 
along with a powerful return of the developed world’s widening 
trade deficit with the developing world—a scenario which is, in 
practical terms, almost impossible; (2) a tremendous specula-
tive bubble developing almost overnight in EM assets financed 
by breakneck lending and investment from financially strong 
countries like the United States. Even in my most cynical mood I 
have trouble believing that U.S. banks, fund managers, individu-
al investors, and regulators could become so reckless so fast 
given the experiences of the past decade and a half.  

In short, making the world economy sound enough to support 
U.S. rate hikes during the next five years, while not impossible, 
is pretty darn close to it. 

Our extension of our zero-interest rate forecast through the 
2010s is not the first time we have been able to make such a 
strong forecast. There have been a handful of other times that 
the Profits Perspective revealed severe limits or unstoppable 
forces that transcended the need to forecast how people and 
organizations would behave in the short run. These were either 
“bet the farm” situations or, like the present case, close to it.  

The most recent was in the mid-2000s, when we continually 
advised clients to plan on the next recession forcing the Fed to 
cut interest rates to modern lows, i.e., to a fraction of one 
percent, and to expect the Fed to leave them there for years—in 
short, the part of chart 1 after 2008 that is now history. This 
was not the same as calling the exact timing or circumstances 
of the rate drop—indeed, we made timing errors largely be-
cause we underestimated the extremes of lax mortgage lending 
and the inertia of the MBS machine. Nevertheless, the enor-
mous size of balance sheets, the rapidly deteriorating quality of 
debt, the impossibility of sustaining soaring housing valuations 
with Ponzi financing, and our knowledge of the macro profits 
implications of a balance sheet reversal made us so sure of the 

outlook that we started a hedge fund in 2004 exclusively to 
buy options on interest rate futures ahead of the inevitable 
interest rate collapse. We did not need to be clairvoyant or 
exceedingly clever; we were even able to overcome some key 
mistakes (and the fund returned a minimum of 500% net to 
each investor); we needed merely to see what the Profits 
Perspective made plain. As we explained in the June 2007 
Levy Forecast: 

We want to emphasize the distinction between the 
hard facts revealed by the Profits Perspective and 
those facets of our outlook that rest on judgments 
and are susceptible to error. It is mathematical fact 
(barring only extraordinary government actions) that 
the big balance sheet economy must end with severe 
financial problems, asset deflation, and an extended 
period of weakness. It is a fact that interest rates will 
ultimately collapse to near zero. (The reason: the 
economy needs strong profits to validate high 
valuations; balance sheets must swell relative to GDP 
to generate strong profits; rising debt-to-income 
ratios and rising asset valuations become unsupport-
able without falling interest rates.) And, it is a fact 
that recent increases in interest rates are intensifying 
the stress on the economy. It is not a fact, although 
we think it is probable, that the economy will deterio-
rate from this point forward; new financial surprises 
could still prolong the expansion. We cannot know 
with certainty but are confident that the next reces-
sion will mark the end of the big balance sheet era 
and the beginning of a period of balance sheet 
correction.    

Our present forecast for five more years of zero interest rates 
is not quite the closed case that our mid-2000s call was, but 
the circumstances necessary to meaningfully defy our predic-
tion are far-fetched.  
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