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Summary 

 Markets gyrated after Fed Chairman Powell failed to provide unambiguous dovish commentary on the interest 
rate outlook. This highlights how sharply many asset prices have moved on central bank easing expectations in 
recent months.  

 While heightened easing expectations risk greater market volatility near-term, we generally agree with the Fed’s 
assessment that the US expansion can be extended in the coming year with modest policy actions, particularly if 
trade shocks are avoided. 

Fed Action Today 

 The Federal Reserve cut its key policy target rate by 25 basis points to a 2.0% to 2.25% range.  Along with this 
first rate cut in 11 years, the Fed said it would end reductions in its lending to the US bond market (quantitative 
tightening) two months earlier, in August. 

 While the Fed noted a generally positive US economic performance, it cited “implications of global developments 
for the economic outlook” and “muted inflation pressures” for the policy change.   

 Today’s action saw dissent from two regional Fed presidents, the first two-dissent meeting since December 
2017, when two voters preferred not to raise interest rates at the time.  However, in its statement the Fed said 
it will “continue to monitor the implications of incoming information … and act as appropriate to sustain 
the expansion.”  

Market Action, Reaction to Powell 

 With financial markets poised for at least a 25 basis point rate cut today, markets initially absorbed the rate 
decision well, honing in on the statement suggesting the Fed remains open to additional action.  The calm was 
disturbed when Fed Chairman Powell attempted to elaborate further, characterizing the Fed’s outlook and 
actions. 

 In his press conference, Powell termed the action a “mid cycle adjustment” and said “a lengthy cutting cycle is 
not our perspective.”  He even noted that if the Fed were truly successful in extending the expansion, future rate 
increases could not be ruled out.  

 Financial markets gyrated on these views, with the US yield curve flattening 7 basis points and the US dollar 
index up 0.5% at the time of our writing.  US shares fell about 0.7% amid wide ranges.  Notably, markets 
continue to price between 1-2 Fed rate cuts over the remainder of the year.   
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Comment: 

 Key to understanding today’s financial market action can be found in Powell’s own press conference.  Powell 
noted that rather than focus on the Fed’s 25 basis point rate cut in isolation, observers should see the Fed’s 
policy turn since June as having a profound impact on financial conditions.  (We would go further and cite the 
Fed’s “about face” since autumn 2018).  The Fed doesn’t “take credit for all of it,” as Powell put it, but he saw 
easing financial conditions and a bottoming of confidence readings as substantially because of the Fed’s 
changed course.  Thus, markets have become dependent on the Fed for coddling. 

 As Powell noted, protecting the expansion is now the Fed’s highest priority.  While current economic conditions 
are quite firm – making easing steps seem quite questionable – current strength is made possible with financial 
conditions reversing hard from last year’s tightening course. In essence, only by reversing its tightening is the 
Fed able to significantly reduce recession risk. 

 Investors need to be mindful of how much expected central bank easing has already impacted asset values. As 
figure 1 shows, higher yields and broader Fed tightening measures effectively “broke” the US stock market in the 
final quarter of 2018.  While this performance may have reflected exaggerated concerns and late year illiquidity, 
falling yields have contributed mightily to restoring US stock market wealth this year, particularly at a time of 
relatively meager corporate earnings growth.  The impact of falling yields has been pervasive across the world 
as other central banks ease (see figure 2).  The most interest rate sensitive assets have seen the biggest rallies. 

 We actually share Fed Chairman Powell’s perspective comparing the Fed’s adjustment today to actions taken in 
the mid and late 1990s which did not immediately precede recession and multi-year easing cycles. As we noted 
in Quadrant, amid an absence of inflation to stymie consumers and policymakers, the Fed is quite likely to 
succeed in “nudging” the US economy away from possible contraction (at least if significant “non-monetary” 
shocks are avoided in the coming year).  As such, we continue to believe the Fed will have to be reactive to 
financial markets. 

 
Figure 1: US 10-Year Treasury Yield and S&P 500 Figure 2: Yields Falling Everywhere: Italian and 

Brazilian Government Bonds 

 

 

Source: Factset and Haver Analytics as of July 31, 2019. 
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. 

 If central banks succeed in boosting asset prices significantly and economic growth only marginally, they will be 
relatively less able to conduct counter-cyclical policy in the next economic downturn.  This is why generating an 
asset price boom to diminish immediate recession risk may prove unwise.  However, in our view, any 
fundamental economic and asset market bust appears more than a year away at minimum.  Not having an 
economic contraction ahead is fundamentally a better outcome for world markets in the coming 12 months. 

 We must also consider that investors now appear to downplay trade risks – despite the Fed seeing this issue as 
central to the easing case. The benefits of falling rates have also been significantly discounted in broader asset 
values over the past two months, limiting returns if investors remain “cool headed.” 

 We remain near fully invested and argue as ever against wholesale market timing (please see our Mid Year 
Outlook Supplement).  However, we would maintain some degree of caution, as investors who saw policymakers 
as a source of intense fear last year, now seem to need coddling from them. 

https://www.privatebank.citibank.com/ivc/docs/quadrant/CPB_Quadrant_071919.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/MYO-update-07012019.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/MYO-update-07012019.pdf
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