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The Fed and market turmoil —the Fed turns a bit dovish but
not enough (yet)

Key points

> The Fed has raised interest rates for the ninth time
since first raising rates this cycle three years ago, taking
the Fed Funds rate from a range of 2-2.25% to 2.25-
2.5% reflecting ongoing confidence in US growth.

> However, with US interest rates approaching the
“neutral” zone, some interest sensitive sectors slowing,
with various headwinds to growth, and inflation
stabilising around 2% the Fed can afford to slow down
from here. We expect it to pause in the first half next
year and only raise rates once in the second half.

> A more cautious Fed should provide some support for
markets although more falls are possible into early next
year before markets bottom and head higher as
investors realise the US/global economy is not going
into recession soon.

Introduction

Three years after it first started raising interest rates in this cycle
the Fed has increased rates for the ninth time, raising the Fed
Funds rate another 0.25% to a target range of 2.25-2.5%. While
this was largely anticipated by markets, the Fed was less
dovish than expected and so shares sold off in response. That
said it does appear that the Fed has got to a point where it can
now pause or at least raise rates more slowly.

Fed hikes and market turmoil

After some initial ructions after the first Fed hike in December
2015 into early 2016, markets generally were not too fussed
about Fed hikes in 2016 and 2017 as tightening was “gradual”
and we were only going from very easy monetary policy to less
easy. However, this year markets have become fearful that the
Fed will go too far and push the US into recession. In fact, fears
about the Fed were the main initial trigger for falls in shares
back in February and more recently since October. Of course,
lately they have combined with worries around trade, US
technology stocks, slowing growth indicators globally, worries
around President Trump and the Mueller inquiry and US politics
to accentuate share market falls. This has all combined to push
global shares down 14% from their September high and
Australian shares down 13% from their August high.

The Fed blinks, but not enough yet
In raising the target range for the Fed Funds rate by another
0.25%, the Fed remains upbeat on the outlook for the US

economy and noted the continuing strength in the US labour
market and solid growth. However, it has added the word
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“some” in reference to “further gradual” increases in interest
rates going forward. It has also indicated it's monitoring global
economic and financial developments. And it has lowered the
“dot plot” median of Fed meeting participants interest rate
expectations from three hikes next year to two — albeit it's still
above market expectations - and edged down the long run
estimate for the Fed Funds rate to 2.75%. While it's not enough

to satisfy share markets just yet, the Fed is moving dovish.
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Basically, with the Fed Funds rate getting close to neutral, US
core inflation stabilising around the 2% target, interest sensitive
sectors like housing and autos slowing and various headwinds
to the US economy next year the Fed can afford to pause or at
least go more slowly in raising interest rates. Our base case is
that the Fed will hold the Fed Funds rate flat during the first half
of next year and only raise rates once in the second half. So, to
the extent that fear of the Fed has been a big factor driving
share markets lower and volatility up this year, a more cautious
Fed next year should help start to allay the fears around it.

It could be a gummy, but is still unlikely to be a grizzly

As | have pointed out in recent notes, there are three types of

significant share market falls:

e corrections with falls around 10%;

e “gummy” bear markets with falls around 20% meeting the
technical definition many apply for a bear market but where
a year after falling 20% the market is up (like in 1998 in the
US, 2011 and 2015-16 for Australian & global shares); and

e “grizzly” bear markets where shares fall 20% and then a
year later are down another 20% or so (like in 1973-74, US
and global shares through the tech wreck or the GFC).

Grizzly bears maul investors but gummy bears leave a nicer
taste. Corrections are quite normal and healthy as they enable
the sharemarket to let off steam. Excluding the present episode



since 2012 there have been four corrections and one gummy
bear market (2015-16) in global and Australian shares. Bear
markets generally are a lot less common, but what we saw in

2015-16 was a gummy bear market.
Corrections are normal - Global and Australian shares
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Gummy bear markets are shorter and see smaller declines than
grizzly bear markets. And the deeper grizzly bear markets are
invariably associated with recession, whereas the milder
gummy bear markets including the 1987 share market crash
tend not to be. (The Australian experience is discussed )

With uncertainty around trade, global growth and President
Trump remaining high shares could still have more downside
into early next year, particularly after having broken below their
October/November lows. In other words the further break down
in share markets seen in December may be signalling a shift
from a simple correction to a gummy bear market. However, our
view remains that a grizzly bear market is unlikely because a
US, global or Australian recession is not imminent. Put simply:
e Monetary conditions are still not tight in the US and they are
still very easy globally. While there has been much fretting
about the US yield curve flattening and in some cases
inverting (with long term bond yields falling below short-term
interest rates) the two yield curves we have found most
reliable are still positive albeit less so. The gap between the
10-year bond yield and the Fed Funds rate has flattened
dramatically but is still positive at 39 basis points. And the
gap between 2-year bond yields and the Fed Funds rate has
also flattened a lot but is still positive. As can be seen in the
next chart, prior to the last three US recessions both of
these yield curves inverted — but there were several false
signals and the gap between the initial inversion and
recession can be around 15 months. So even if they both
invert now recession may not occur until 2020 and yet
historically share markets only precede recessions by
around 3-6 months so it would be too far away for markets
to anticipate. And past recessions in the US have also been
preceded by the Fed Funds rate being well above inflation

and nominal growth and it’s a long way from that.
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e Fiscal stimulus will continue to boost US growth in 2019.

e We have not seen the sort of excesses — in terms of debt
growth, overinvestment, capacity constraints and inflation —
that normal precede recessions in the US or globally. While
the housing downturn is an issue in Australia its negative
impact on the economy is likely to be offset by business
investment albeit growth will still be constrained.

A more dovish Fed, the US and China starting to work through
their differences on trade and the positive impact of the 40% fall
in oil prices since their October high (which is bad for energy
producers but takes pressure off inflation and helps boost
consumer spending) add to confidence that we are not heading
towards a US/global recession. Which in turn would mean we
are not heading into a grizzly bear market.

However, our expected road map for share looks like this:
shares possibly have more downside into early next year into a
gummy bear market (hopefully at least after a Santa rally!) as
global growth indicators remain softish in the near term. This in
turn is likely to prompt more stimulus in China, the ECB to
provide more cheap bank funding and a bit of fiscal stimulus out
of Europe (was Macron’s concession to the “yellow shirts” a
sign of things to come for fiscal stimulus in Europe?) at a time
when the Fed pauses. This combines with signs that US/China
trade negotiations are making make progress. Shares then
bottom around March. Economic data starts to improve, and it
looks like 2015-16 all over again (albeit a bit more compressed
in time). In this context a further leg down in shares turning the
correction we have seen so far into a “gummy bear” market
(down 20% or so from top to bottom but up a year later) is a
high risk. But a grizzly bear market is unlikely.

What should investors do?

Of course, sharp market falls are stressful for investors as no
one likes to see their wealth decline. | don’t have a perfect
crystal ball so from the point of sensible long-term investing the
following points are worth bearing in mind.

First, periodic sharp setbacks in share markets are healthy and
normal. Shares literally climb a wall of worry over many years
with numerous periodic setbacks, but with the long-term trend
providing higher returns than other more stable assets.

Second, selling shares or switching to a more conservative
strategy after a major fall just locks in a loss. The best way to
guard against selling on the basis of emotion is to adopt a well
thought out, long-term investment strategy and stick to it.

Third, when shares and growth assets fall they are cheaper and
offer higher long-term return prospects. So, the key is to look for
opportunities that pullbacks provide.

Fourth, while shares may have fallen in value the dividends
from the market haven’t. So, the income flow you are receiving
from a well-diversified portfolio of shares remains attractive.

Fifth, shares often bottom at the point of maximum bearishness.
So, when everyone is warning of disaster it's often time to buy.

Finally, turn down the noise. In periods of market turmoil, the
flow of negative news reaches fever pitch, which makes it very
hard to stick to your well-considered long-term strategy let
alone see the opportunities. So turn down the noise. Maybe
listen to my favourite Christmas song a few times!

Dr Shane Oliver
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AMP Capital
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