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Oh That Fed Reign

January 31, 2020

While we believe the Federal
Reserve would like to leave its
benchmark rate unchanged in this
presidential election year, market
conditions may make that
untenable.

Typically, the Federal Reserve has employed an unwritten policy to remain
above-the-fray in a U.S. presidential election year. That is, central bankers
attempt to keep policy adjustments at a minimum to eliminate any pretense
of election influence. The same would normally be expected this year;
however, we believe market conditions may override policymaker hopes in
this regard. Narrowing yield spreads (Figure 1), some prevailing economic
weakness and the uncertain coronavirus impact may prompt the Federal
Reserve to reach for the policy easing lever again (next meeting March 18).
The Federal Reserve has indeed managed its policy levers tactically to
maintain the longevity of this business cycle. This was most evident when
central bankers shifted abruptly from a tightening to easing interest rate
bias in early 2019. Policymakers noticed some signs of apprehension
among economic decision-makers and the central bank was faced with the
prospect of narrowing Treasury yield spreads. The remedy was three
straight interest rate cuts in July, September and October; serving as an
“insurance policy” against slowing economic momentum and the risk of
yield curve inversion.

Figure 1: 3-Month Treasury bill vs. 10-Year Treasury Bond Yield Spread
Source: Bloomberg Note: Spread in basis points
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The recent drop in long-term
interest rates may cause the
Federal Reserve to lower the Fed
funds rate again.

We believe the recent narrowing of Treasury yield spreads has again
become a point of worry for the Federal Reserve. While the central bank
took no action in their January 29 meeting, it is our view that further
PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS

1

INSIGHT & PERSPECTIVE
narrowing or inversion of the yield spread may call policymakers into
action. Why? Because the inversion of short-term and long-term rates can
upset the economy’s funding mechanism and potentially weigh on business
activity. Historically, the 3-month Tbill and 10-year Tbond yield spread has
preceded nearly every recession in the post-war period.
The Federal Reserve stepped in to “fix” the 2019 yield inversion by
reducing interest rates (Figure 2), and we anticipate the central bank would
do that again if faced with the same situation. As mentioned, such activity
is in-line with a seemingly more tactical Federal Reserve. Not only does the
Fed understand the importance of a sustained yield inversion, but we
believe central bankers are also concerned about the limited contents of the
Fed’s toolbox should the economy dip into recession. As a result,
policymakers seem more inclined to be proactive against the risk of
recession. This has been good for risky asset prices, including equities,
although we worry that such a policy, at some point, may be challenged by
the law of diminishing returns.

Figure 2: Federal Reserve’s Policy Interest Rate - Fed Funds Rate (%)
Source: Bloomberg
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The Federal Reserve moved
quickly to change its policy bias
and lowered rates when a 2019
yield curve inversion put the
economy at risk.
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Risks

Investors should be aware of the risks associated with all portfolio
strategies, and variable market conditions. Monetary policy changes,
military activity abroad, the level and change in market interest rates,
corporate earnings, domestic and foreign governmental policies, global
economic data, and other geopolitical events can have a substantial effect
on portfolio performance, our macroeconomic theories, and the
effectiveness of strategic and tactical portfolio approaches.
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Important Disclosures: This commentary was not written by Magnus Financial Group LLC; rather, it was prepared for Magnus Financial Group LLC by
Bower Hill Capital Management, a registered investment adviser in the Commonwealth of Pennsylvania.
This material is for informational purposes only. It is not intended as and should not be used to provide investment advice and is not an offer to sell a
security or a recommendation to buy a security. This summary is based exclusively on an analysis of general market conditions and does not speak to the
suitability of any specific proposed securities transaction or investment strategy.
Judgment or recommendations found in this report may differ materially from what may be presented in a long-term investment plan and are subject to
change at any time. This report’s authors will not advise you as to any changes in figures or views found in this report.
Investors should consult with their financial advisor to determine the appropriate investment strategies and investment vehicles. Investment decisions
should be made based on the investor’s specific financial needs and objectives, goals, time horizon and risk tolerance.
Except for the historical information contained in this report, certain matters are forward-looking statements or projections that are dependent upon
risks and uncertainties, including but not limited to factors and considerations such as general market volatility, global economic risk, geopolitical risk,
currency risk and other country-specific factors, fiscal and monetary policy, the level of interest rates, security-specific risks, and historical market
segment or sector performance relationships as they relate to the business and economic cycle.
Investment advisory services offered through Magnus Financial Group LLC; securities offered through third party custodial relationships. More
information about Magnus Financial Group LLC can be found on its Form ADV at www.adviserinfo.sec.gov
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