
   “In other words, … an ounce of prevention is worth a pound of cure. 
     So, I think that is a valid way to think about policy in this era.”  

   & Jerome Powell, 1953 – present, Chairman of the Federal Reserve 

CAUGHT BETWEEN A TRADE WAR AND INTEREST RATE CUTS 
As one of the world’s greatest military leaders and 
governor of the Roman province of Gaul (modern-day 
France and Belgium), Gaius Julius Caesar (100 – 44 B.C.) 
conquered most of Western Europe and extended 
Rome’s territory all the way to Britain. His military might, 
political savvy, and diplomatic genius made him 
tremendously popular among the Roman citizenry. 

Meanwhile, his political enemies in the Roman Senate, 
then the
republic’s most 
important 
political 
institution, were 
alarmed by 
Caesar’s 
unrivalled power 
and influence, 
and demanded 
his recall. When 
his second 5-
year term as 
governor was 
coming to a 
close in 50 B.C., 
they ordered 
him to disband 
his well-trained legions and return to Rome. 

Of course, Julius Caesar had no intention of obeying the 
Senate. He secretly ordered his cohorts to proceed to the 
banks of a small river in southern Gaul, known as the 
Rubicon, which was the ancient boundary between his 
province and the Roman Republic to the south. He knew 
that crossing this small stream would have serious 
consequences, as Roman law prohibited its returning 
provincial governors from crossing back into Italy with 
their troops. To do so was considered an act of treason. 

According to the Roman historian Suetonius, Julius 
Caesar halted his troops on the banks of the Rubicon river 
and paused in momentary hesitation, before deciding to 
cross the waters with only a single legion, the Legio XIII 
(13th Legion) and uttering one of history’s most famous 
lines: “alea iacta est”, which can be translated as 
‘the die is cast’, or ‘the dice have been thrown’. 

(Romans were familiar with throwing (casting) dice as a 
game of chance). In crossing the Rubicon, Caesar began 
a civil war that signaled the end of the Roman Republic 
and led to his short reign as supreme leader of Rome. 

Today, "Crossing the Rubicon" is used as an idiom for 
‘taking decisive and irrevocable steps’. 

Much like Julius Caesar did at the banks of the Rubicon, 
the Federal 
Reserve is 
pausing in 

momentary 
hesitation 

before deciding 
its next move on 
interest rates. 
Even though the 
FOMC (the 
Fed’s monetary 

policymaking 
body) left the 

federal-funds 
rate unchanged 
at its June 
meeting, it 
signaled that it 

will likely implement one or more cuts this year if the 
growing trade frictions cause a deterioration in the 
economic outlook and inflation remains stuck below 
target. 

The speed and extent to which the Fed reversed itself is 
remarkable. After raising rates nine times since 2015, the 
central bank predicted in early December 2018 that it 
would undertake several rate hikes in 2019. Then, in early 
January, policymakers abruptly adopted a ‘patient’ 
stance for the near-term, suggesting they could be done 
with rate hikes altogether. And just last month, they 
signaled a willingness to cut rates for the first time since 
2008, when the economy was in the depths of the Great 
Recession. 

Investors have sharply increased the odds that slower 
economic growth could force the Fed to start 
lowering rates and supply more stimulus to the 



economy. As inferred from the CME’s FedWatch Tool, 
the fed funds futures market implies that a Fed rate cut 
in July is a virtual certainty, with a 61.5% chance of a 25-
bps (¼%) rate reduction and a 38.5% chance of a 50-bps 
(½%) cut. 

The bond market has been pricing in lower interest rates 
as well. A flight to safe-haven assets pushed the yield on 
10-year U.S. Treasury notes to a two-and-a-half year low 
below 2%. Yields have been in a declining trend since 
early November last year, when the benchmark note’s 
yield peaked at 3.23%, nearly 1.25% above its current 
level. 

The swift bond rally that started last fall has pushed 
government bond yields around the globe to multiyear 
lows (prices rise as yields decline). A large portion of 
European and Japanese corporate and government 
bonds now offer sub-zero yields, which means that 
investors holding those bonds to maturity are guaranteed 
to lose money. Altogether, the universe of negative-
yielding foreign government bonds has swelled to a 
staggering $12 trillion – that’s trillion, with a ‘t’! Their risk-
free nature has 
suddenly changed 
into a return-free 
one. 

The proliferation of 
negative-yielding 
bonds abroad has 
increased foreign 
demand for U.S. 
Treasuries and helped push the 10-year yield below the 
yield on the three-month Treasury bill, known as a yield 
curve inversion. We explained the implications of an 
inverted yield curve in last quarter’s newsletter and 
characterized it as ‘an ominous economic signal that has 
preceded every U.S. recession in the past 60 years.’ 

The message from the bond markets is that the global 
economy is spiraling toward a recession, that a 
prolonged and extended trade war will derail corporate 
profit growth, and that expectations for future inflation 
have tumbled worldwide.  

In sharp contrast, the stock market is signaling a more 
upbeat picture. After a steep pullback in May, investor 
sentiment shifted rapidly with several major stock 
indexes, including the S&P 500, reaching an all-time high 
in late June, underscoring investor confidence in the 
health of the U.S. economy. First quarter GDP, the 
broadest measure of the nation’s overall economic 
health, grew at a solid 3.1% annual rate.  While there are 
some telltale signs that growth has eased to around 2% 
in the April-June quarter, healthy household balance 
sheets, income growth, muted inflation, and a favorable 
financial environment are likely to extend the current 
moderate expansion. 

It was a rocky second quarter, but financial markets 
ended a banner first half of the year with solid gains. At 
the midpoint of the year, the S&P 500 is up 17.3% and 
the technology heavy Nasdaq Composite Index gained 
20.4%. Bonds also did well, with the benchmark 10-year 
Treasury note returning 5.8% in the half. 

July marks the 121st consecutive month of growth for the 
domestic economy, eclipsing the 1991-2001 growth 
cycle and making it the nation’s longest economic 
expansion in history.  

According to the Wall Street Journal, the average U.S. 
expansion since World War II has lasted just 58 months, 
less than half as long as the current one. The economy is 
clearly in the late-cycle phase, but that doesn’t mean its 
days are necessarily numbered. History does not support 
the notion that the probability of a recession increases 
with the length of the recovery. In fact, periods of 
extended growth have been common in many other 
nations – Australia is currently enjoying its 28th straight 
year of growth. 

While an economic 
recession does not 
appear to be 
imminent, an 
earnings recession 
(defined as two 

consecutive 
quarters during 
which earnings of 
S&P 500 

companies decline) seems likely as the earnings picture 
continues to deteriorate. After a slight decline of -0.3% in 
the first quarter, earnings for the second quarter are 
projected to drop -2.6%, according to FactSet. Likewise, 
their estimates for the third quarter currently show a slight 
decline of -0.3% as well, which would mark the first three-
quarter pullback in profits in three years. If the trade war 
continues to escalate, earnings estimates may have to be 
reduced more significantly. 

By opening a door to a rate cut this year, the Fed 
provided assurance to the markets that it was willing to 
prolong the expansion. As it transitions to a more dovish 
stance, the central bank needs to walk a fine line between 
providing policy accommodation (rate cuts) and 
maintaining financial stability (avoid asset or credit 
bubbles).  

With rate cuts likely on the horizon, Bespoke Investment 
Group (www.bespokepremium.com) took a look back at 
the FOMC’s prior rate cutting cycles to find out how 
equities performed after the first cut of an easing cycle. 
The first thing to notice is that there have been 5 rate hike 
cycles since 1989, with the current cycle being the 
longest of the last 30 years (see bblue line on chart on this 
page). There have also been five easing cycles since 1989 
(see red line on same chart). 



Looking at the S&P 500’s performance during each 
period, returns actually vary widely. As shown on the 
graph on this page, in the first three easing cycles (1989, 
1995, 1998) the S&P 500 was sharply higher six months 
after the first cut. However, in the last two cycles (2001, 
2007), equities were discernably lower after six months. 

They concluded that rate cuts by themselves don’t 
necessarily provide a boost to the market. Rather, they 
came to the same conclusion as Schwab’s Chief 
Investment Strategist Liz Ann Sonders, who found that 
‘when no recession was underway or imminent, the stock 
market’s performance over the subsequent year was 
stronger relative to recession periods.’ 

In other words, with overall economic growth still looking 
solid and unemployment at a 50-year low (i.e. ‘no 
recession underway 
or imminent’), a rate 
cut in the near 
future would be a 
preemptive move to 
provide a form of 
‘insurance’ against 
any economic 
weakness and, if 
history is any guide, 
should be positive 
for stocks. So-called 
‘insurance’ rate cuts 
with a backdrop of 
strong growth – 
which happened in 
1995 and 1998 – 
resulted in solid 
equity market performance, according to analysis by J.P. 
Morgan.  

“History doesn’t repeat itself, but it often rhymes,” as 
Mark Twain is often reputed to have said. But what if this 
time is different? What if the Fed is adding to market 
uncertainty instead of offsetting it? Will the markets 
automatically extend their gains or will they fall in 
response to the economic concerns at which the rate cuts 
are directed? 

Below, we list some reasons why the market’s favorable 
reaction to the anticipated rate cuts could prove 
shortsighted: 

- First and foremost, a rate cut is not a foregone 
conclusion, yet stock and bond markets have already 
priced in multiple interest rate cuts this year. In fact, the 
futures market now place a meaningful probability of two 
or more rate cuts this year alone, which goes well beyond 
an insurance cut. Failing to deliver on those rate cuts 
could trigger the same sort of market volatility we 
witnessed last December. 

- The Fed’s dovish outlook on interest rates sparked a 
stock market rally that helped the Dow Jones Industrial 
Index to notch its best June performance since 1938, 
while the S&P 500 posted its best first half of a year since 
1997. Given the surge off the December lows, the 
prospects for lower interest rates are fully reflected in 
current stock market valuations, particularly in light of 
corporate earnings expectations that are likely to 
continue to decline. 

- With interest rates already near historic lows, the Fed is 
robbed of much of their punch. The federal funds rate is 
now between 2¼% and 2½%, which leaves the central 
bank with little room to cut rates should the economy 
face a deeper contraction or should a financial market 
event require intervention. A preemptive cut now could 
look like a premature policy error in the rearview mirror. 

- Lastly, there are 
many reasons to 
doubt the 
effectiveness of 
monetary policy. As 
a result, central 
banks are left with a 
shrinking degree of 
influence for 

stimulating 
economic growth. 
Neither the 
European Central 
Bank (ECB), nor the 
Bank of Japan have 
succeeded to 
reflate the economy 

despite having adapted aggressive policies, including 
negative interest rates and a variety of other untested 
and unconventional monetary tactics. The structural 
challenges holding back growth here and globally lie 
outside the direct purview of the Fed and cannot be 
directly addressed by central bank actions alone. 

Before rendering his decision in a particularly difficult 
case, Supreme Court Justice Anthony Kennedy 
described his struggles to a reporter: “Sometimes you 
don’t know if you’re Caesar about to cross the Rubicon 
or Captain Queeg cutting your own tow line.” 

We certainly hope that Fed Chair Powell, unlike Captain 
Queeg who stubbornly refused to reverse course during 
a typhoon, will show an ability to change course if and 
when such a move is needed.  

For investors, it’s important to recognize that the end of 
the ‘rate cycle’ is fast approaching. While that is pushing 
bond and equity markets higher, we caution investors 
about getting too exuberant and recommend that they 
hold stock and bond allocations close to their long-term 
strategic target allocations.                               JJULY 2019


