
 

When Jerome Powell said last month that 
“an ounce of preven on is worth a pound of 
cure,” he was making it clear that moun ng 
uncertain es make it close to assured that 
the Federal Reserve will pivot toward easier 
monetary policy in the second half of the 
year in hopes of sustaining the economic 
expansion which is now the longest on rec-
ord. While the Fed only sees a decelera on 
in real GDP growth toward 1.5-2%, bond 
markets are strongly indica ng that they see 
the Fed’s policy as too restric ve. Powell and 
the Fed will have li le choice but to respond. 
Given these events, this month’s ar cle will 
discuss how markets have performed this 
year, what recent data is indica ng about 
the health of the economy, and what the 
Fed’s pivot indicates we will likely see in the 
second half of the year and beyond.  
 
So Far, It’s Been A Great Year for Markets 
What a difference 6 months can make. 
When 2018 concluded with the 2nd worst 
December in the history of the S&P 500, 
many market par cipants believed that the 
bull market may be ending. What followed 
in the first half of this year has been similar 
to previous late cycle condi ons (read: vola-

le). Despite a 24/7 barrage of tweets from 
the President regarding the Sino-US trade 
war, a similar tariff escala on with Mexico, 
and cri cism of anything from the media to 
Jerome Powell, the S&P 500 has returned 
18.5%, including dividends, in the first half of 
the year, and is now at new highs. Yet again, 
domes c markets have been the strongest 
in the world. While the Interna onal ex US is 
up +13.6%  and intermediate fixed income 
returned  +4.97%.  
 
While equity market performance of late 
makes a strong statement on the economy, 
we recently spent an a ernoon in our office 
with the Deputy Chief Economist of Corner-
stone Macro and discussed the signs of a 
typical late-cycle economy: ght labor mar-
kets, a ghtening Fed, and a fla ening yield 
curve. Following a ten-year expansion, it’s 

not surprising we have been seeing all of 
these signs in the past year. With the unem-
ployment rate at mul -decade lows, the Fed 
having increased the Fed Funds rate 9 mes 
since late 2015 and most recently a move 
from an already flat yield curve to one that 
has inverted.  
 
One notable difference at this stage of the 
current cycle versus cycles past is the resili-
ence of US domes c profit margins. This may 
be because nonfarm produc vity con nues 
to improve and the labor force con nues to 
show a growth trend, whereas that trend 
has tended to level-off well in advance of a 
recession in previous cycles. In general, the 
data related to employment and the con-
sumer con nues to look solid. The consumer 
is s ll almost 70% of the US Economy. 
 
A Strong Market, But Weakening Data 
Given where we are in the economic cycle, 
markets are keenly focused on any signs that 
the expansion could be ending. In contrast 
to most of the data related to the US con-
sumer, global growth has been providing 
indica ons of slowing and that has been a 
key driver of fixed income markets. One ex-
ample is Singapore’s May export data. Ac-
cording to BCA Research, non-oil domes c 
exports contracted for the one month at a 
15.9% annual rate and electronic exports 
declined at a 31.4% rate. This confirmed 
weakness in other parts of Asia. Manufactur-
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How Important Is The Trade War 
As we’ve wri en previously, the trade war remains a signifi-
cant concern which is intertwined with what we are seeing 
in the global economy. Unfortunately, the G20 mee ng 
showed that there is unlikely to be any “conclusion” which 
puts these issues firmly behind us - especially with a Presi-
dent whose go-to policy moves are sanc ons, threats and 
other coercive measures. While the US administra on made 
an important decision to hold off placing 25% tariffs on the 
remaining $300 million of Chinese imports, there was no 
indica on of material progress on key issues. The reality is 
that trade, tariffs and our rela onship with China will likely 
remain economic risks far into the future. Renowned inves-
tor, Paul Tudor Jones, is watching closely. He recently said 
that he had to “see the impact of the tariffs and whether 
the next round of the tariffs is going to have a big impact…

ing is another sector telegraphing a slow down both globally 
and here in the US. See the chart below regarding global 
manufacturing.  

We have never seen a tariff in seventy-five years. There is 
no playbook for this.” 
 
That said, it‘s most likely that the first order effects of the 
trade war will not be enough to bring an end to the eco-
nomic expansion in the US. According to Cornerstone Mac-
ro, the trade war, even if addi onal tariffs were placed on 
China and Mexico, would likely pull down GDP by only 
about 1%. This would equate to GDP growth of about +1%, 
not a recession. We’ll be watching closely for signs of esca-
la on and to what degree these issues escalate and ripple 
into other areas of the economy.  Many corpora ons are 
responding rapidly by moving parts of manufacturing from 
China with big tariffs to other countries in Asia like Vietnam, 
Korea and India without tariffs. Mexico is also a strong re-
cipient of this incremental manufacturing work. This is neu-
tralizing the impact of tariffs on the US economy. Also the 
move away from China will con nue for many years. 
 
Bond Markets Have Taken No ce 
Anyone watching the decline in interest rates and the corre-
sponding rally in bond markets will know that fixed income 
investors, in par cular, are taking the weakening in eco-
nomic data seriously. The benchmark 10-Year Treasury rate 
has fallen below 2.00%. These levels, which in combina on 
with short rates have resulted in a fla ening and inversion 
of the yield curve, are effec vely saying that Fed policy is 
too ght and that growth will, at best, be low going for-
ward. 
 
We are seeing the same thing in Europe. On June 18th, 
Mario Draghi commented that the ECB would be ready to 
cut rates and poten ally implement QE as an op on to in-
crease growth and infla on expecta ons. Following that 
statement, the yield on the German Bund fell to below zero, 
an all me low. Think about what that means. The investors 
who hold these bonds to maturity are guaranteeing that, 
even a er ten years, they will achieve a nega ve return. 
According to Bloomberg, there is now over $13 trillion dol-
lars of nega ve yielding bonds, an all- me record.  No won-
der the US Treasury market is seeing such a large influx of 
capital from overseas. 

The Empire State Survey, which measures domes c manu-
facturing, fell drama cally to the lowest level since 2016, 
with the greatest weakness in the new orders component. 
All components declined and in total the report suggests 
that domes c manufacturing is now contrac ng as well.   

Headline & New Orders Indices Dipped Below 50  

Market Value of The World’s Nega ve Yield Debt 

Current General Business Condi ons 

New York Diffusion Index 
Source: Federal Reserve Bank of New York 

Data: Bloomberg ; Chart: Axios Visuals 



 
P A G E  3  J U L Y  2 0 1 9  

A key factor behind falling and/or nega ve yields has been 
declining infla on and declining infla on expecta ons 
which have accompanied the recent weaker data. The 10-
year infla on break-even rate in the US--the average infla-

on rate which the market is implying for the next ten years
--has dropped to just 1.6%. At a minimum it’s unusual that 
this late in the cycle, when we would typically be worrying 
about overhea ng due to ght employment and wage pres-
sures, the Fed has been unable to reach and maintain their 
target of 2% infla on. This is despite wages increases ap-
proaching 3% domes cally.  

Equity markets indicators are also flashing yellow. Even with 
the broad market hi ng new highs, cyclical sectors such as 
retail, trucking, and small stocks are underperforming by a 
wide margin. At the same me, dividend paying sectors 
such as REITs and Staples are performing strongly on the 
year. This shows that equity investors too, at least in some 
cases, are l ng away from economic risk.  
 
The Fed Will Have To Respond 
These points bring us to the important ques on of how the 
Federal Reserve will respond.  As Rudi Dornbusch, the fa-
mous MIT economist once said, “none of the post-war ex-
pansions died of old age. They were all murdered by the 
Fed.” The Fed has been raising rates at a measured pace 
since 2015, but the statement following the June mee ng 
will make it difficult to lob these cri cisms at Jerome Pow-
ell.  The Fed chair acknowledged that the current environ-
ment has forced the Fed (which has a dual mandate to max-
imize employment and maintain stable prices, their target 
being 2%) to substan vely change the direc on of policy.  
 
A neutral rate of interest is one that corresponds with full 
employment and stable infla on. BCA Research says “one 
can also think of it as the rate that aligns the level of aggre-
gate demand with the maximum poten al output the econ-
omy is capable of achieving without overhea ng.” If rates 
stay below this level for too long, infla on will eventually 
occur, forcing the Fed to raise rates. If rates stay above this 

level for too long, growth and infla on will slow, forcing the 
Fed to cut rates. 
 
By downgrading their es mate of economic ac vity the Fed 
made clear it will come to the aid of the economy if neces-
sary. It is, in essence, telegraphing that for the foreseeable 
future markets should expect easing rather than ghtening 
of policy. These statements also hint that it will be more 
focused on extending the economic expansion, and less on 
“normalizing” the level of rates. Lastly, Powell’s statements 
should temper cri cs that have suggested the Fed is out of 
touch, specifically regarding the signals the bond market is 
sending about growth and infla on.  
 
We are keeping a close eye on the Fed’s language, econom-
ic indicators, and early signs of an inverted yield curve. An 
inverted yield curve (where long-term rates fall below short
-term rates) has preceded the last several recessions, how-
ever a recession has not followed every instance of yield-
curve inversion. In line with that, the New York Fed’s yield 
curve-based recession probability indicator only places the 
current odds of recession at 33%. We’ll also be watching 
the Q2 GDP as strong domes c demand would cast doubt 
on the value of the yield curve’s warning. The chart below 
the red circles indicate an inverted yield curve before the 
last three recessions. 

There are parallels between today’s environment and that 
of 1995 and 1998. These were years in which the S&P 500 
was also up (24% and 10%, respec vely), and similarly the 
Fed began to ease in order to preemp vely stave off threats 
and delay a recession. In both 1995 and 1998 the yield 
curve fla ened and nearly inverted. Early 2016 was also 
characterized by lower infla on expecta ons as commodity 
prices and stocks collapsed, pushing down bond yields and 
helping boost stock returns, as valua on mul ples in-
creased enough to offset an earnings slowdown. 
 
Given recent data and what Powell has telegraphed last 
month, we should now expect a rate cut or two to provide 
“insurance” against lower perceived growth and infla on. 

Source: Federal Reserve Bank of St Louis 

10‐Year Breakeven Infla on Rate 

US Treasury– 10 Year Minus 3 Month Yield 

Source: Federal Reserve Bank of St Louis 
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Fed Cuts: The Ques on is Not If, But How Many 

Surprisingly, markets are discoun ng that the Fed moves 
quickly, poten ally cu ng rates by 0.5% this month, and 
likely cu ng rates by at least .75% by the end of the year. 
See the chart below. This speaks to what Jerome Powell 
said about an “ounce of preven on.” He would rather act 
preemp vely while able. Thankfully, the decline in infla on 
likely gives the Fed room to ease without upse ng market. 
There is however a risk that by moving aggressively the Fed 
actually raises concerns that it has worrying data which is 
not publicly available. 

For now it is too early to tell whether current low yields and 
subsequent poten al for rate cuts will be viewed by inves-
tors as a posi ve, or whether lower yields and rate cuts are 
more defini ve signs of a recession.  
 
Conclusion 
As we reflect on all that has changed in the last couple 
months it’s hard not to conclude that the risks in the econo-
my are higher. We have added stocks which should outper-
form in a weaker economy, and are considering further ad-
di ons. S ll, we are not yet looking to posi on por olios for 
a recession, as the outlook for the domes c economy re-
mains favorable, the incoming data is at worst “mixed,” and 
the Fed is preemp vely working to make sure policy is ac-
commoda ve without overreac ng.  

For now, we are wai ng for addi onal data which will shed 
light on whether or not the bond markets are again mises -
ma ng risks to the economy. In the mean me, low rates, 
narrow credit spreads, and a disappearance of the term 
premium (ge ng paid a higher rate of interest for longer-
maturity bonds) have all decreased the a rac veness of 
longer-term bonds. Given that money-market funds and 
short-term, high-quality bonds yield well over 2%, these 
instruments have become a rac ve in comparison to the 
opportunity cost of owning longer-term or lower-quality 
bonds which are subject to more vola lity. 

Equity markets are showing a few signs of ebullience, but 
we’re definitely not at the point in a bull market when eve-
ryone is concluding that things can only get be er. That’s a 
good thing, as those are the points in me when investors 
are ul mately disappointed, and some mes in a big way. 
Given that lower rates correspond with higher equity mar-
ket valua ons, we do not view valua ons as uncomfortably 
high (see the chart above). With the S&P 500 trading at a 
mul ple of about 17.5x expected 2019 earnings, and Wall 
Street es mates predic ng that earnings growth will come 
in at about +8% for the year, we can’t yet conclude that 
equity markets are materially overvalued. 
 
Pundits have been warning of an impending recession for 
most of the last ten years. We hope and expect that once 
again what we are witnessing is a mid-cycle slowdown, and 
not an impending recession. For the me-being, we look 
favorably on the Fed’s recent pivot and will be watching the 
incoming data closely.  The truce between China and the US 
over a trade war is a welcome note and may improve busi-
ness and investor confidence somewhat, we are not ex-
pec ng much movement in the nego a ons into the tough-
er issues on both sides to develop over the next 6 months. 
We con nue to expect the S&P500 to be in the same trad-
ing range of 2400-3000 as 2018-2019 forecasts. 

Core Infla on Average Trailing S&P 500 P/E 

Less than 2.5% 21.2 X 

2.5% - 3.5% 19.1 

3.5% - 4.5% 15.8 

4.5% - 5.5% 15.5 

5.5% - 6.5% 16.7 

6.5% - 7.5% 12.0 

Greater than 7.5% 9.2 

  

Note: Data are for the period 1950-2/5/2019                          Source: Bloomberg 

Source: Bloomberg 


