
 

For Professional Investors Only. All Investments involve risk, including the possible loss of capital. 

March 21, 2019 

Trending… 

The Fed Squares the Dots—Markets Yet to be Convinced 

By Robert Tipp, CFA, Chief Investment Strategist and Head of Global Bonds 

The latest Fed meeting saw a continuation of its pivot from tightening (as recently as December 2018) to an extremely patient, if not “on 

hold,” posture.  While not unprecedented, the drop in the Fed's expected median path for the Fed funds rate—a parallel shift 50 

bps lower over the next few years—was large in magnitude, but also impressive in breadth as nearly every participant appears 

to have dropped his or her “dot forecasts” for the funds rate for 2019, 2020, and 2021.  Additionally, participants signaled the balance 

sheet roll off—a policy widely viewed as a modest tightening measure—would slow in May and end in September 2019. 

The Fed’s big shift comes amid a confluence of factors. U.S. data have slowed a bit, but growth elsewhere in the world remains distinctly 

soft.  U.S. inflation is around target, but upside pressures are limited, and, significantly, some measures of inflation expectations continue 

to fall. Meanwhile, central banks around the world are struggling with moribund growth and below-target inflation, leaving them generally 

constrained relative to their zero or negative interest-rate lower bounds.   

Taken together, the Fed likely saw a compelling set of reasons for going on hold and strongly signaling that intent, at least for this year.  

Indeed, continue hiking, and it may slow growth and risk dampening inflation further below target levels—arguably a trademark 

problem of the Fed’s for some time.  Furthermore, to the extent that further hikes would have guided the economy towards a 

lower equilibrium level of interest rates, the Fed may have inadvertently contributed to the “proximity to the zero lower bound” 

problem faced by other major central banks, which is one that the Fed would really like to avoid (see “The Fed’s Challenge of 

Squaring the Dots” for additional details).  By contrast, if the Fed stops now, it may achieve the elusive soft landing.  Yet, if its 

latest shift was not sufficiently dovish, it risked pushing the markets back towards last year's vicious risk-off cycle of tightening 

financial conditions. 

The immediate market reactions were mixed.  The currency market clearly saw the outcome as more dovish than expected with the U.S. 

dollar dropping versus most currencies.  The interest-rate markets, which were already pricing in a slow and modest easing cycle over the 

next few years, proceeded to price in a slightly steeper downward course for rates with the 10-year Treasury yield dropping by about 8 bps 

to 2.53%.  After brief bounces in the corporate credit and equity markets, gains evaporated into the close with stocks generally ending the 

day lower. Perhaps these economically sensitive “risk markets” took the Fed’s downgraded economic assessment to heart. 

Although the markets’ conviction that the Fed will be cutting rates grew after the meeting, they may not be easily convinced that 

the economy is back on Easy Street. Instead, the markets are reacting as if we are in a late-cycle investment environment, which 

gets riskier for stocks as growth ebbs, but more positive for bonds as the rate cycle has presumably crested.   

From an international perspective, while foreign investors may quibble about the slope of the U.S. yield curve and the high cost 

of hedging, on a relative basis, U.S. yields remain quite high, perhaps offering opportunities for capital gains relative to foreign 

investors’ low and sometimes even negative yielding domestic markets.  As for spread product, while growth may or may not 

be strong enough to keep equity investors enthused, it may be good enough to support credit quality and spread-sector 

outperformance, driven by an ongoing, gradual “search for yield.”   
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